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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Cash-flow statement The firm’s statement of cash flows provides users of financial statements the basis for assessing: A company’s ability to generate cash: How much cash the firm has generated? How that cash has been allocated during a set of period? December 31, year 0



December 31, year 1



Income Statement



Net Income Cash flows from operations (I) + Cash flows from investments (II)



Cash Flow Statement



Balance Sheet



10/23/2013 11:15 AM



+ Cash flows from financing (III)



Cash Beginning of period
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(I)+(II)+(III) Increase/decrease in cash
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



A typical Cash Flow Statement Example: Nike Inc. Statement of Cash Flows (in $ thousands) - Source: http://finance.yahoo.com/
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



A typical Cash Flow Statement Example: Just-In-Time Computer Services- Statement of Cash Flows – Year ended December 31 - in € M Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



- Capital expenditures - Acquisitions and other investing activity + Sales of property, plant and equipment + Divestments of subsidiaries and other operations = Cash From Investing Activities (II)



-39,8



- Dividends paid + Sale or purchase of shares + Increase/decrease in short-term borrowing + Increase/decrease in long-term borrowing



1,0 0,0 -2,0 44,2



= Cash From Financing Activities (III)



41,2



Change in cash and cash equivalents = I+II+III 10/23/2013 11:15 AM



39,8 0,0 0,0 0,0



Fahmi Ben Abdelkader ©



Financial Statement Analysis



2,7 4



The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Income Statement Versus Cash-flow statement



Net Income typically does NOT equal the amount of cash the firm has earned



Non-cash items (e.g. Amortization and Depreciation)



Accruals (e.g. Unrealized revenues)



Uses of Cash not on the Income Statement Investment in Property, Plant, and Equipment



The purpose of Cash-flow statement Adjustments to reconcile net income to cash
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Income Statement Versus Cash-flow statement Example: JIT : Just-In-Time Computer Services Income Statement – Year ended December 31 - in € millions N+1 186,7 89,7 97,0



N 176,1 81,0 95,1



- Selling, general and administrative expenses - Research and development + Other Operating Income



73,0 12,4 0,0



75,2 11,7 0,3



EBITDA - Depreciation, amortization and impairment losses on fixed assets



11,6



8,5



1,2



1,1



EBIT



10,4



7,4



- Financial expense + Financial income



7,7 0,0



4,6 0,0



Earnings Before Taxes + Non-recurring items



2,7 0,3



2,8 0,0



Pretax Income - Corporate income tax Net Earnings



3,0 1,0 2,0



2,8 0,9 1,9



Net Sales - Cost of Sales Gross Profit
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Adjustments to reconcile net income to cash Adjustment of net income by adding back all non-cash items Non-cash items: e.g. Amortization and Depreciation Other adjustments: e.g. Deferred taxes



Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Adjustments to reconcile net income to cash: operating activities Operating activities: adjust for changes in Accounts Receivable Accrual accounting recognizes a transaction at the time when a sale is made rather than when cash is received from the customer a sale is recorded as part of net income, but the cash has not yet been received from the customer adjust the cash flows by deducting the increases in accounts receivable



Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2 Balance Sheet



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



Assets



N+1



N



Accounts receivables



18,5



13,2



This increase represents additional lending by the firm to its customers
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Adjustments to reconcile net income to cash: operating activities Operating activities: adjust for changes in Inventories Increases to inventory are not recorded as an expense and do not contribute to net income However, the cost of increasing inventory is a cash expense for the firm adjust the cash flows by deducting the increases in inventories



Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



10/23/2013 11:15 AM
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Balance Sheet Assets



N+1



N



Inventories



15,3



14,3



9



The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Adjustments to reconcile net income to cash: operating activities Operating activities: adjust for changes in Accounts Payable Accrual accounting recognizes a transaction at the time when a purchase is made rather than when cash is paid to suppliers Accounts payable represents borrowing by the firm from its suppliers adjust the cash flows by adding the increases in accounts payable



Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



Balance Sheet Current Liabilities



N+1



N



Accounts payable



30,5



24,9



This increase represents additional cash available to the firm
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Adjustments to reconcile net income to cash: operating activities Adjust for changes in operating activities = adjust for changes in Working Capital ∆ Accounts receivable + ∆ Inventories - ∆ Accounts payable = ∆ Working Capital If ∆ Working Capital > 0 Increase in expenses = reduces cash available



Net Earnings



N+1 2,0



+ Depreciation and amortization + Other adjustments to reconcile net income to cash



1,2 -1,2



Cash effect of changes in operating net assets: - ∆ Accounts receivable - ∆ Inventories + ∆ Accounts payable - Increase in working capital



5,3 1,0 5,6 0,7



= Cash From Operating Activities (I)



1,3



= 5.3 + 1 - 5.6= +0.7



This increase in working capital represents additional expenses for the firm and must be deduced
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Cash from Investment Activities Shows the cash required for investment activities The income statement spreads the capital expenditure charge over the entire life of the asset (through depreciation), while the cash flow statement records it only in the period in which it is purchased.



capital expenditures have a direct impact on cash available to the firm



N+1 - Capital expenditures



39,8



- Acquisitions and other investing activity



0,0



+ Sales of property, plant and equipment



0,0



+ Divestments of subsidiaries and other operations



0,0



= Cash From Investing Activities (II)



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Cash from Financing Activities Shows cash inflows (new borrowings, capital increases, etc.) and outflows (e.g. dividends) related to the financing cycle Outflows representing a return on invested capital may be analyzed as either expenses (e.g. interest) or a distribution of wealth created by the company among its equity capital providers (e.g. dividends). N+1 - Dividends paid + Sale or purchase of shares + Increase/decrease in short-term borrowing + Increase/decrease in long-term borrowing



1,0 0,0 -2,0 44,2



= Cash From Financing Activities (III)



41,2



Change in cash and cash equivalents = I+II+III



+2,7



Cash surplus despite substantial investment outflows: These outflows have been covered by an increase in longterm debt



Cash Beginning of period + Change in cash and cash equivalents = Cash End of period Balance Sheet Assets



N+1



N



Cash and cash equivalents



21,2



19,5



19.5 + 2.7 = 21.2 10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Cash from Financing Activities



Spending money does not necessarily make you poorer and neither does receiving money necessarily make you any richer.



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



The impact of Depreciation on Cash Flow Problem Suppose JIT had an additional € 900,000 depreciation expense in N+1. If JIT’s tax rate on pretax income is 33%, what would be the impact of this expense on JIT’s earnings? How would it impact JIT’s cash at the end of the year?



EBITDA



11.6



- Depreciation, amortization and impairment losses on fixed assets EBIT



1.2



11.6



+0.9



2.1



10.4



9.5



- Financial expense + Financial income



7.7 0.0



7,7 0,0



Earnings Before Taxes + Non-recurring items



2.7 0.3



1.8 0.3



Pretax Income - Corporate income tax Net Earnings



3.0 1.0 2.0



2.1 0.7 1.4



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



The impact of Depreciation on Cash Flow Problem Suppose JIT had an additional $ 900,000 depreciation expense in N+1. If JIT’s tax rate on pretax income is 33%, what would be the impact of this expense on JIT’s earnings? How would it impact JIT’s cash at the end of the year?



Net Earnings + Depreciation and amortization



N+1 2,0 1,2



+ Other adjustments to reconcile net income to cash - Increase in working capital = Cash From Operating Activities (I)



-1,2 0,7 1,3



- Capital expenditures - Acquisitions and other investing activity + Sales of property, plant and equipment + Divestments of subsidiaries and other operations = Cash From Investing Activities (II) - Dividends paid + Sale or purchase of shares + Increase/decrease in short-term borrowing + Increase/decrease in long-term borrowing = Cash From Financing Activities (III)



Fahmi Ben Abdelkader ©



=-0.6 =+0.9



39,8 0,0 0,0 0,0 -39,8 1,0 0,0 -2,0 44,2 41,2



Change in cash and cash equivalents = I+II+III



10/23/2013 11:15 AM



1.4 2.1
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Measuring Value Creation: Some Examples of Popular Measures A common and generally accepted definition: FCF = Cash flow from operating activities + Cash From Investing Activities Alternative measures of FCF used in practice: Free Cash Flows to the Firm (FCFF)



Free Cash Flows to Equity (FCFE) EBIT - Interest expense - Income tax = Net income



EBIT - Income tax (on EBIT) = Unlevered Net income



+ Depreciation & Amortization



+ Depreciation & Amortization - Increases in working capital



- Increases in working capital - Capex



- Capex



+ Net Borrowing = FCFE



= FCFF



FCFF = EBIT * (1- t) + Noncash charges (D&A) – Increase in Working capital - Capex



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Measuring Value Creation: Some Examples of Popular Measures Measuring Cash Flows of JIT Computer Services (N+1) EBIT



10.4



EBIT



10.4



- Income tax (on EBIT)



3.4



- Interest expense - Income tax



= Unlevered Net income



7.0



= Net income



1.8



+ Depreciation & Amortization



1.2



+ Depreciation & Amortization



1.2



- Increases in working capital



0.7



- Increases in working capital



0.7



- Capex



39.8



- Capex



+ Net Borrowing = FCFF



10/23/2013 11:15 AM



-32.3
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= FCFE



7.7 0.9



39.8 +42.2



+4.7
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Measuring Value Creation: Some Examples of Popular Measures EBITDA: a proxy for cash flows In recent years it has become popular to focus on accounting concepts such as EBITDA when making a credit rating or a firm valuation as well as comparing the performance of companies. For example, the multiple EV/EBITDA is often used to valuing companies



E B I T D A



earnings before Interest



capital structure-neutral: can be used to directly compare companies with different levels of debt



Tax



By excluding tax analysts avoid the impact of estimates related to deferred tax



Depreciation Amortization



10/23/2013 11:15 AM



Does not include depreciation and amortization: differences in depreciation policies do not affect the performance measure
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Measuring Value Creation



Free Cash Flow measures Free Cash Flow to the Firm (FCFF) Free Cash Flow to Equity (FCFE)



Accrual proxies for cash flows EBITDA (e.g. EV/EBITDA)



Are cash-flow-based performance measures more informative than accrualbased performance measures?



Cash is King!



Is this the case?



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Shortcomings of accrual-based and cash-flow-based performance concepts



Free Cash Flow measures Free Cash Flow to the Firm (FCFF)



Accrual proxies for cash flows EBITDA



Free Cash Flow to Equity (FCFE) Failure to account for uncompleted transactions (While cash outflows are significant at times of new investments cash inflows from those investments are typically significant in subsequent periods. E.g. shipyards, aircraft manufacturer, etc.)



EBITDA does not include all cash flow items



Cash flows can be manipulated (e.g. Investments postponed, Suppliers not being paid, cuts in research and development activities or marketing expenses, etc.)



=> Judgements



10/23/2013 11:15 AM
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Arbitrary cost allocation (e.g. intangible assets) / accounting estimates (e.g. estimating uncollectible accounts receivable)



Alternative accounting policies and principles (e.g. first in, first out (FIFO) versus average costs for inventory accounting)
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



Shortcomings of accrual-based and cash-flow-based performance concepts



Cash-flow-based performance measures are, thus, in many respects like accrual-based performance measures not a perfect measure of a firm’s earnings capacity



10/23/2013 11:15 AM
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The Statement of Cash Flows



Statement of Cash Flows: A reminder Walking Through From Earnings to Cash Flows Accrual-based Versus Cash-Flow-based performance measures



FCFF and Assessment of Earnings Quality



Earnings (net income) and cash flows will differ in each accounting period However, over the lifetime of a company (accumulated) earnings and (accumulated) cash flows should be the same Assessment of earnings quality



Cash Conversion Rate =



(All amounts in € million)



FCFF Net Earnings



Year 1



Year 2



Year 3



Year 4



Year 5



FCFF



460



795



874



1,058



1,739



Net income



487



622



830



898



1,115



94%



128%



105%



118%



156%



Cash conversion rate
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The Income Statement



The Balance Sheet : An Overview Assets Liabilities Shareholders’ Equity



Concept Check and Critical Thinking What is the purpose of the Cash Flow Statement?



How does the statement of cash flows differ from the income statement?



Can a firm with positive net income run out of cash? explain



What is the impact of an increase in depreciation on company’s cash? Why?



What is the difference between FCFF and FCFE?



What are some of the shortcomings related to accrual-based and cash-flow-based performance concepts? 10/23/2013 11:15 AM
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