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Excel Guide: How to Prepare Cash Flows with the
Indirect Method

Cash is king — financial analysts and accountants know this well. But when a company grows
to more than its founding team, understanding where cash is disbursed and received is not
an easy task.

One way to tackle this is to directly track all cash transactions, such as receipts from customers
or payments to employees, in an accounting software. We call this the direct method, and most
financial institutions such as the FASB prefer it because it provides extensive details on the types
of cash flows.

However, hardly any companies use it for the simple reason that accounting information is not
collected in this way, and to do so would be very costly.

Instead, most companies use the indirect method to prepare the statement of cash flows. The
indirect method requires combining information from the company's income statement (or profit
and loss statement) and its balance sheet.

Creating the cash flow statement using the indirect method is considered one of the most
challenging exercises in finance since it requires thorough knowledge of accounting
methodologies, the company's business model, debt calculations, tax calculations, and the
way in which these items fit together.

This article will use Amazon's 2020 financial statements to show you, step-by-step, how to
prepare the statement of cash flows using the indirect method. We will use a free Excel template
so you can interact with the process and apply it to other examples in your work.

Additionally, we will explore some basic concepts about the income statement and balance sheet.
If you think you already have a strong understanding of these, I still encourage you to read
them because we all need a reminder of the fundamentals from time to time. Nevertheless,
you can skip them as needed.

NOTE: this article is more than 4000 words long and will require more than one sitting to finish.

Excel Cash Flow Calculator Template

If you're just looking for a calculator you can use to quickly prepare a cash flow statement, you
can download my Excel calculator here.

You just need to replace all of the hard-coded numbers in blue on the income statement
and balance sheet with your statements' numbers and remove the values of any items not
present on your statements.


https://www.fasb.org/home
https://analystanswers.com/wp-content/uploads/2021/04/Indirect-Method-of-Cash-Flow-Statement-HC.xlsx
https://analystanswers.com/wp-content/uploads/2021/04/Calculator-for-Indirect-Method-of-Cash-Flow-Statement.xlsx
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However, even if you're only looking for a calculator, you have to know which values to input. If
you have any doubts about those, read this article through one time, then come back to the
calculator.

Accrual vs Cash Accounting

The reason why we need the indirect method is a result of the accrual basis of accounting. The
accrual basis of accounting stipulates (1) that financial income should be recorded when the
service is delivered (vs when cash is received), (2) that costs should be recorded at the same time
that the related revenue is earned, and (3) that gains should only be recorded when they are
certain, but losses should be recorded when they are likely.

This means that a company's revenue does not accurately reflect its cash receipts, and that costs
and expenses do not accurately reflect the cash we have paid out. Instead, the balance sheet
records non-cash income and expenses as payables and receivables.

Moreover, we do not record cash received from loans on our profit & loss (P&L) statement.
These amounts are not related to operations, so they’re only present on the balance sheet. Interest
payments, however, are located on the income statement.

Likewise, when we record gains or losses from the sale of an asset on the P&L, this does not
represent the money we've received or disbursed, but the difference between the sale price and
the asset's book value.

These principles of accrual-based accounting are why we need to use the elements of the P&L
and balance sheet to show in what activities we affect our cash flow statement.

If you would like to learn more about financial principles, check out this article on financial
analytics.

Receipts & Disbursements

When we're talking about movements of cash, we use the terms receipts and disbursements. A
receipt is incoming cash whereas a disbursement is outgoing cash.

The reason we use these terms is a question of lexical clarity. When we deliver a product or
service per the accrual method of accounting, we might say "payment," "income," or "revenue."
Likewise, when the company receives an invoice, we might say "payment," "cost," "expense."

It's very common, since these terms naturally come to mind.


https://analystanswers.com/financial-analytics-what-is-it-why-is-it-important/
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But if you say "income" or "payment" when talking about cash, it's unclear whether you are
referring to accrued amounts or cash transactions. As a rule of thumb, use "cash receipt' and
""cash disbursement."

Sample Cash Flow Statement: What We Need to Create

A cash flow statement should look like the following Excel snippet. Its format is important, as
we'll discuss in depth in the next section. For the moment, however, take time to look at each of
the items below.

Note that we're using numbers from the Amazon Inc's SEC 10-k filings in 2020 as a base.
However, official cash flow statements rarely reconcile with official balance sheets and
income statements due to a number of reasons, including non-operational write-offs in current
assets and liabilities, the exclusion of affiliate businesses in the cash flow statement, difference in
FX adjustment among the statements, and balance sheet adjustments for doubtful accounts.

For this reason, I've manually adjusted the numbers for the educational purpose of this article.
Moreover, | have added several line items that Amazon excluded but are important to our
understanding of cash flow.

Without further ado, here's a sample cash flow statement:

Download the Excel for This File Here to Follow Along!

Start of Period
End of Period December 31, 2020

Cash at 5tart of Period $ 19,092.00
Cash at End of Period $ 30,922.00

Cash from Operating Activities

Net income 14,137.00

5
Nen-cash adjustments to net income 5 8,000.00
Depreciation expense 5 8,000.00
Amortization expense 5 4,000.00
‘Gain (loss) on sale of long-term assets s 4,000.00
Working capital adjustments
Assets 5 7,224.00
Accounts receiveable (increase)/decrease 5 3,726.00
Prepaid insurance (increase)/decrease 5 200.00
Imventery (increase)/decrease s 3,298.00
Liabilities 5 38,573.00
Accounts payable increase/(decrease) 5 25,356.00
Salaries payable increase/(decrease) 5 11,659.00
Unearned revenue 5 1,518.00
Net Cash Flow from Operating Activities s 53,486.00
Proceeds from sale of long-term assets 5 6,000.00
Purchase of new long-term assets s 59,548.00
Marketable securities s 23,345.00
Net Cash Flow from Investing Activities s (76,893.00)
Delta on loans (principle amount)
Reciepts from loans 5 26,030.00
Paid-in capital s 9,207.00
Dividends ] -
Net Cash Flow from Investing Activities 5 35,237.00
Total cash flows 5 11,830.00
Cash balance on December 31, 2019 5 19,092.00
Cash balance on December 31, 2020 $ 30,922.00

Check: TRUE


https://www.sec.gov/ix?doc=/Archives/edgar/data/1018724/000101872421000004/amzn-20201231.htm
https://analystanswers.com/wp-content/uploads/2021/04/Indirect-Method-of-Cash-Flow-Statement-HC.xlsx
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Movements Over Time as a Key Concept

First thing's first, we always note the starting and ending dates of our analysis at the top of the
cash flow statement. This allows us to easily reference the period we're examining if we have
any doubts. In this case, it's December 31, 2019 to December 31, 2020. One full year.

Cash flow statements always show the movement of cash over a period of time. Unlike the
balance sheet, which shows holdings at a given date in time, cash flow statements show total
movements in various activities during the course of two accounting closings.

Accounting Closing Dates as Starting and Ending Periods

The start and finish dates on a CFS must correspond to the dates that accounting periods
end. The reason why they must match is that we're using net profit on the P&L as the base for
our cash flows, and all accounts on the P&L are cleared to zero at the end of an accounting
period. Why? Because like the CFS, the P&L shows performance over a fixed period of time.

If you attempt to construct the cash flow statement in the middle of an accounting period, you
must reset the P&L accounts to zero, and in theory this is possible. The problem is that
accountants will not have booked all relevant invoices and adjustments, so your accrual basis
will not reflect the reality.... even if cash reconciles with the balance sheet.

Operating Cash Flows, Investing Cash Flows, and Financing
Cash Flows

Take another look at the cash flow statement above. You'll see that it's broken down into 3 main
sections:

1. Cash flow from operations
2. Cash flow from investing activities, and
3. Cash flow from financing

But what do these mean?
Cash Flow from Operations Overview

Cash flow from operations consists of cash receipts from customers and cash disbursements to
suppliers, employees, and overhead expenses. In the indirect method, we don't see these items
broken down. Instead, we adjust net profit by adding back (or reversing the expense of) non-cash
expenses, namely depreciation.

In the operating section, we also remove gains (or losses) from the sale of long-term assets
because these are investing activities that we address in investing section for the CFS and should
not be "counted twice" by leaving them in net profit.


https://analystanswers.com/reversing-entry-for-depreciation-expense-does-it-exist/#Adjusting-Entries
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For example, if we sold equipment for $6K, and the gain on sale was $4k, then we would have a
total cash movement of $10k, which is not correct. We only received $6k. We'll explore this
thoroughly in the detailed breakdown below.

Cash Flow from Investing Activities Overview

Cash flow from investing activities consist of proceeds from the sale of long-term (LT) assets
and the purchase of new LT assets, as well as the purchase of any marketable securities such as
bonds and stocks.

Simply put, cash flow from investing includes all activities that involve the sale and purchase of
LT assets (not inventory, which is a current asset). It excludes all activities involving loans and
equity injections, as well as cash receipts form the company's operations in exchange for goods
and services.

Cash Flow from Financing Activities Overview

Cash flow from financing activities consists of four core transactions: (1) receipts for increases in
principle loan amounts, (2) disbursements for reductions in loan amounts, (3) receipts of
increases in paid in capital or stock issuance, and (4) disbursements for dividends.

In other words, financing activities deal with loans and equity accounts.

However, interest payments on loans are not a financing activity! They are an operating activity.
This may seem counterintuitive, but it makes sense when we think about liabilities as financing
tools. The loan principle is what we use to finance the purchase of assets, and the interest
payment is the expense we're charged to use that financing.

Some people draw connections between interest payments and current depreciation. They think -
- "if current depreciation is an adjustment to the value of a loan and it's included on the balance
sheet as an expense, then shouldn't we also see the details of the adjustment to a loan on the
balance sheet as well?"

The key word here is "adjustment." Interest expense is not an adjustment to loans. It's an
acquisition cost. Current depreciation, on the other hand, is simply a way of recognizing the cost
of an asset over time as we wear it out with use. The two ideas are separate.

What do you start with?

One of the most common questions about the indirect method of cash flows is where to start. It's
simple. You always start with net profit or loss. Net profit is found on the income statement.
Let's look at it now.
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Income Statement (Profit & Loss Statement)

To construct the cash flow statement using the indirect method, we combine information from
the two fundamental financial statements. The first of these is the Income Statement, also known
as the Profit & Loss Statement (P&L). You've probably heard about this on multiple occasions.

The P&L shows the profitability of a company, i.e., the services and good it delivers and the
costs and expenses it incurs to do so. Here is the P&L we'll use to construct our statement of cash
flows:

Income Statement 2020
Revenue 4 386,064.00
Cost of Sales 5233,307.00
Gross margin 4%152,757.00
Gain on sale of equipment 5 400000 < Sale of eguipment for 56,000
Other income 5 2,446.00
Total operational income £159,203.00
Total Operating Expenses 5141,933.00
Fulfillment 4 58,517.00
Technology and content 5 42,740.00
Marketing 5 22,008.00
SGEA 5 666800
Depreciation 5 600000
Amorization 5 4,000.00
Depreciation on sold eguipment 5 2,000.00
Operating profit 5§ 17,270.00
Interest income 5 55500
Interest expense 5 1,647.00
Equity imvestment share of profit & 16.00
Pre-income profit & 16,194.00
Provision for Income tax &  1,863.00
Net profit $ 13,331.00

The first line of the P&L is revenue. Revenue is the ultimate cash receipt operating activity.
When we refer to how the "business" performs, we're talking about this line. Revenue may be
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earned while the cash is not yet received. To find out how much is "unpaid," we'll need
information from the balance sheet later.
Just under revenue is cost of sales (CoS), which is the direct costs associated with the business.

In the case of Amazon, CoS are "consumer products, inbound and outbound shipping costs,
including costs related to sortation and delivery centers and where we are the transportation
service provider, and digital media content costs." ((Amazon 10k 2020))

Thereafter, we have a list of operating expenses including fulfillment, technology and content,
marketing, and SG&A. While it would be useful to understand these items from an investor's
perspective, we do not need to know them in order to construct the cash flow statement.

Along with CoS, operating expenses may be incurred without Amazon having disbursed any
cash. To find out how much is "unpaid," we'll need information from the balance sheet.

The last three items under operating expenses are depreciation and amortization expenses.
These are wholly non-cash items that represent the current portion of the cost of an asset that
loses value over time. We had a cash disbursement for them up-front on the balance sheet but
only see a portion here.

Finally, we have interest income, interest expense, Interest income is money that Amazon
earns either through money generating interest in a bank or on loans it provides to employees and
other companies. Interest expense is the cost of its loans.

There's also a unique line called "equity investment share of profit." This unusual account refers
to dividends that Amazon received as a result of its minority equity participation in other
companies.

""Additional Information"

You'll see in the picture above a sentence mentioning the proceeds of $6,000 on the sale of an
asset. Normally, this information is only available in sections titled "additional information" of a
company's filing, or through someone with knowledge of the company in a private company.

It's important to seek out even non-financial information when building a cash flow statement,
since we might not be able to easily determine what the total proceeds of the sale of an asset is if
not. As you can see, the gain from the sale is $4,000, suggesting that the remaining value of the
asset on the balance sheet before sale was $2,000.

We'll look at this closer when we build the CES, but keep in mind that not all the information
you need is in the financial statements!


https://www.sec.gov/ix?doc=/Archives/edgar/data/1018724/000101872421000004/amzn-20201231.htm
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Balance Sheet

To construct the cash flow statement using the indirect method, we need to combine information
from the P&L with the balance sheet (B/S).

The balance sheet shows all of the company’s assets, liabilities, and equity accounts. Three
things to always remember about the balance sheet are:

1. the total amount of assets must always equal the total amount of liabilities + equity, a
dynamic commonly notated as A = L + E and referred to as capital structure,

2. liabilities and equity are means of financing assets -- nothing more, and

3. the values in all non-cash B/S accounts always change in relationship to the cash account
(asset) and the retained earnings (equity).

Capital Structure

Assets
100% 30%

Since the balance sheet is a "snapshot" of the company's holdings at a given period in time, the
only way to know what's happened during a specific period is to calculate the changes in account
values during a given period. In our example, we'll calculate the change (or "delta") from
December 31, 2019 to December 31, 2020. Here's the B/S we'll use in our cash flow analysis:


https://analystanswers.com/retained-earnings-corresponding-journal-entries/
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Balance Sheet 31-Dec-19 31-Dec-20 Delta 31-Dec-19 31-Dec-20 Delta
ASSETS LIABILITIES
Cash and cash equivalents § 1909200 $ 3092200 11,83000  Accounts payable S 47,183.00 S 72,539.00 §25,356.00
Marketable securities § 18,929.00 S 42,274.00 23,345.00 Accrued expenses and other 5 3243900 5 4413800 $11,699.00
Inventories $ 20,497.00 5 23,795.00 3,298.00 Unearned revenue 5 819000 5 970800 5 151800
Accounts receivable, net and other & 20,816.00 § 24,542.00 3,726.00  Total current liabilities $ B87,812.00 $126,385.00 $38,573.00
5
$

1,00000 & 1,200.00 200.00
80,334.00 $122733.00 42,399.00 Long-term lease liabilities

Prepaid insurance

W [ o s

39,791.00 % 5257300 $12,782.00
73,414.00 % 3181600 & 8402.00
12,171.00 § 17,017.00 & 4,846.00
75,376.00 $101,406.00 & 26,030.00

Total current assets
Long-term debt

40,409.00 Other long-term liabilities

(6,000.00) Total long-term liabilities

Assets amortizing 400000 & (4,000.00) EQUITY
Equipment 400000 5 (4,000,00) Ouwtstanding shares

$ 7270500 $5113,114.00 $
s $
- s
5 - 5
Operating leases § 2514100 % 37,553.00 S5 1241200  Treasury stock, at cost
5 5
§ $
3 s

£,00000 &

Property and equipment, net

| W

Assets depriating

500 5 500 $
(1,837.00) % (1,837.00) $ -
33,658.00 S 42,865.00 $ 9,207.00

(986.00) S (180.00) & 806.00

Goadwill 14,754.00 5 15,017.00 263.00  Additional paid-in capital
Other assets 16,314.00 & 22,778.00 b,464.00 Accumulated other comprehensive income (loss)

Total Assets 27324800 $311,19500 5 B7,947.00  Retained earnings 29,220.00 % 42,551.00 $13,331.00
Total stockholders’ equity 60,060.00 % B3,404.00 $23,344.00

Total Liabilities and Equity $223,248.00 $311,195.00 $87,947.00

W A0 A

Sale of Equipement Depr. Schedule 31-Dec-19 31-Dec-20

Asset at cost 6,000.00 6,000.00
Accumulated deprection 2,000.00 4,000.00

Current depreciation 2,000.00 2,000.00
Current value 4,000.00 2,000.00
Proceeds from sale (price) &,000.00
Gain on sale 4,000.00

As you can see, I've highlighted asset accounts in blue, liabilities in red, and equity in green. You
can see that the total balances of assets are equal to the total balance of liabilities + equity on
both December 31, 2019 and December 31, 2020. Our balance sheet is in equilibrium.

Current vs Non-current Assets and Liabilities

You can also see from the picture that the assets and liabilities are separated into current and
long-term sections. Current assets are those that are expected to be cash or turned into cash in
less than one year, whereas long-term (or ''non-current'') assets carry value for more than one
year and must be depreciated. The one exception to depreciation is land, which never gets worn-
out with use.

Current liabilities are obligations that must be met within one year, whereas long-term
liabilities are those that must be met over the course of more than one year.

NOTE: long-term liabilities are paid in the current period, but their total value is not repaid
within one year. A monthly payment on a 5-year loan, for example, is the current portion of a
long-term liability.
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Steps to Prepare the Cash Flow Statement
The steps to prepare a cash flow statement with the indirect method follow the structure of the
statement.

In the following sections I will go through the steps, one by one, in a list format. For links and
references, feel free to follow along by downloading the Excel below. Let’s build Amazon’s cash

flow statement for 2020!

Download the Excel Here!

1. Adjust Net Income for Non-Cash Items

1. Put Income Statement and Balance Sheet in separate tabs, then create a blank tab for your
cash flow statement.

2. List the start and end dates of your analysis at the top of the cash flow tab.

List the starting and ending cash balances from the balance sheet’s assets. See figure 1.

b

Start of Period December 31, 2019
End of Period December 31, 2020
Cash at Start of Period S 19,092.00
Cash at End of Period 5 30,922.00

W 0 = M B W ke

[l il T~ S
= T R T Ry

Cash Flow Statement Income Statement (P&L) Balance Sheet +

Figure 1

4. Title your first section "Cash flow from Operating Activities"

5. In the first line, create a reference to net income from the income statement tab.

6. Remove depreciation (for tangible assets) and amortization (for intangible assets)
expenses on the income statement from the net income. Why? Depreciation represents
non-cash portions of a LT asset we will or have already accounted for in the investing
section of the cash flow statement. These items need to be added back since they do not
represent cash expenses.


https://analystanswers.com/wp-content/uploads/2021/04/Indirect-Method-of-Cash-Flow-Statement-HC.xlsx
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Remove gains (losses) from the sale of assets on the income statement. The gains
Amazon has on its income statement are calculated as [proceeds from the sale - net asset
value]. The proceeds from the sale were $6,000 and the net asset value was $2,000, after
depreciation in 2020, so the gains were $4,000.

Explanation: at the moment of the sale, this means we has $6,000 cash receipts. But we
had to remove the remaining value of the asset on our balance sheet of $2,000 since the
asset no longer belongs to us. By adding 6k and removing 2k from our assets, the total
net asset change is +$4,000. That's why we record only $4,000 on the income statement,
which will later be reflected in equity account retained earnings, creating equilibrium.
(This is a tough concept. We won't dwell on it now, but you can learn more about
retained earnings in this article.)

In short, we remove the gains by subtracting them from net profit. Had it been a loss, we

would add it back. Don't forget, we're building a cash statement, so we'll include the
$6,000 cash proceeds under investing activities.

A B L. D E

Start of Period December 31, 2019
End of Period December 31, 2020
Cash at Start of Period 5 19,092.00
Cash at End of Period 5 30,922.00

Cash from Operating Activities

Met income 5 14,137.00
Mon-cash adjustments to net income =5UmM([D12:013)-D14
Depreciation expense 5 8,000.00 |
Amaortization expense 1 5 4,000.00 |
Gain (loss) on sale of long-term assets |_ 5 4, 000.00 l
Figure 2

2. Adjust Net Income for Changes in Non-Cash Working Capital

W=

Create a line titled "Working capital adjustments"

Create a line titled "Assets"

In your balance sheet, make sure you've created a column that calculates the delta, or
change, between the values in the accounts from December 31, 2019 to December 31,
2020. These are the values we'll use next.


https://analystanswers.com/retained-earnings-corresponding-journal-entries/
https://analystanswers.com/what-is-non-cash-working-capital-5-reasons-you-need-it/
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Balance Sheat 31-Dec-19 31-Dec-20 Detta 31-Dec-18 31-Dec-20 Delta
ASSETS LIABILITIES
Cash and cash equivalents 1909200 5 30,922.00 11,830.00 Accounts payable 47,1B3.00 & 7253000 | $25356.00
Marketahle securities 18920.00 5 42,274.00 23,3485.00 | Acerued expenses and other 37,43900 $ 4413800 | $11,699.00

Irvsentories

Prepaid insumance L0D000 5 1,200.00 200.00

5 -] 5

5 5 5

5 2049700 5 23,795.00 | 3,295.00 Uneamed revenue % 819000 5 970800 |5 1,518.00

Accounts receivable, netand other § 2081600 5 2454200 |5 3.726.00 Total curent liabilities 5 87,812.00 $5126,385.00 | $38,573.00

5 5

Total current assets 5 B0334.00 5122,733.00 |5 42,399.00 | Long-term lease labilities $ 3979100 5 52573.00 | $12,762.00
Long-term debt S 2341400 S 3181600 | § 5402.00

S0A00.00: | | ety iong e Gibllifies SEELATLO0, b 5 6 Bes00

(6,000.00) | Total long-term Habilities 5 75376.00 $5101,406.00 | 526,030.00

Property and equipment, net 7270500 $113,114.00
6,000000 5
Assets amortizing 400000 % {4,000.00) | EQUITY

s 5
Assets depriating 5 5
s - 5
Equipment 5 400000 - $ (4,000.00) | Outstanding shares
s 5
5 5
& L]
5

s 500 & 500 | §

Operating leases 25,141.00 & 37,553.00 12,412.00 Treasury stock, at cost $ (LB37.00) 5 (1B37.00)) &
Goodwill 14,754.00 § 15,017.00 263.00 | Additional paid-in capital 5 3165800 § 4286500 |5 9,207.00
Other assets 5 16,314.00 5 22,778.00 6,464.00 Accumulated other comprehensive income {loss) & (986.00) 5 (180.00)| & 80600
Total Assets $223,248.00 $311,19500 | S 87,947.00 | Retained earnings S 2023000 $ 4255100 | $13,331.00
Total stockholders’ equity $ 60,060.00 5 83,404.00 | 523,344.00
Total Liabilities and Equity $223,248.00 $311,195.00 | 587,947.00

Figure 3

Subtract increases in accounts receivable (AR). AR is the portion of income that
customers purchased on credit. They have an obligation to pay Amazon because Amazon
delivered a service. However, they will do so in the future -- no cash has come been
received yet. An increase in this account must therefore be subtracted from net profit,
whereas a decrease must be added back.

Subtract increases in prepaid insurance. Prepaid insurance is a cash disbursement for
coverage over the course of the year. Similar to depreciation, we only include the current
portion of this prepayment on the income statement as an expense. If the balance has
increased, we need to remove it from net profit since we paid this out.

Subtract increases in inventory. Inventory is the balance sheet equivalent of our cost of
sales. When we make a sale and deliver the product, we move the relevant inventory to
the income statement according to the matching principle. However, increases in
inventory means we have disbursed cash, but not yet recorded this on the income
statement. Increases, therefore, must be subtracted from net profit.

Create a line titled "Liabilities"

Add increases in accounts payable (AP). Accounts payable are obligations Amazon has
towards others. When an expense, for example, is recorded on the income statement but
we don’t disburse cash for it, then we record the value under accounts payable. But AP
doesn’t only include income statement expenses. When we increase inventory, some of
this value may be recorded as AP. Any non-cash increases in inventory, therefore, are
offset by increases in AP.

Moreover, in theory, AP can also include amounts that fund long-term assets, but this is
extremely rare. Big asset purchases usually require one up-front payment.

Add increases in salaries payable. Salaries payable accumulates over the course of the
month as employees work but are not paid. At the end of the month, the account is
debited to zero, and we credit cash to pay salaried workers. An increase in salaries
payable thus means that the amounts accrued on the income statement are non-cash. We
thus add increases in salaries payable and subtract reductions.
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10. Add increases in unearned revenue. Unearned revenue, also known as deferred
revenue, is a liability account that represents cash the company has received but not
earned. This means increases in the account represent cash receipts that aren't present on
the income statement. We must add increases to net profit.

11. Add increase in interest payable. While we don't see it in our example of Amazon, it’s
important to look out for interest payable as a current liability adjustment to cash. Interest
payable accrues when the interest on the current portion of a loan is unpaid. The company
may be low on cash and waiting to pay, or simply waiting until the end of a period to
disburse the cash. In either case, increases in interest payable must be added to net profit.

12. Add increase in tax payable. Taxes payable are similar to accounts payable, but specific
to taxes. Increases in this account should be added back to net profit. In our example of
Amazon, there are no taxes payable, but you should know to look for this in other cases.

A B c D E
1
| 2
I 3 Start of Period December 31, 2019
i 4 End of Period December 31, 2020
5
6 Cash at Start of Period S 19,092.00
7 Cash at End of Period S 30,922.00
| 8
e
110 Net income S 14,137.00
|11 Non-cash adjustments to net income 5 8,000.00
112 Depreciation expense S 8,000.00
13 Amortization expense S 4,000.00
14 Gain (loss) on sale of long-term assets S 4,000.00
115 Working capital adjustments
16 Assets | $ 7,224.00 |
1 17 Accounts receiveable (increase)/decrease S 3,726.00
i18 Prepaid insurance (increase)/decrease 5 200.00
19 Inventory (increase)/decrease S 3,298.00
20 Liabilities | S 38,573.00 |
21 Accounts payable increase/(decrease) s 25,356.00
22 Salaries payable increasef(decrease) S 11,699.00
23 Unearned revenue S 1,518.00
24
25 Net Cash Flow from Operating Activities |=Dl[HDll-DlG+D20|
26

Figure 4
3. Add or Subtract Cash from Investing Activities
1. Create a line titled "Cash from investing activities"

2. Increase cash for cash receipts on the sale of assets. In step 1.7 (7th step under adjust
net income for non-cash items), we removed any gains or losses on the sale of an asset
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3. from the P&L. This is the step in which we account for the incoming cash on the sale of

the asset. The details of sold assets are often located in "additional information"
schedules since on the balance sheet these values can be included in total changes in LT
assets. In our case, it's mentioned on the income statement, and we increase net profit by
$6,000 to account for cash receipts on the sale.

Decrease cash for disbursements on the purchase of new LT assets. When we
purchase new assets, we almost always pay up front. The going assumption in a cash
flow statement is that increases in long term assets decrease cash, even if in some cases
they are partially funded by accounts payable. We decrease cash for increases in LT
assets.

Decrease cash for the purchase of marketable securities. Although they are a current
asset, marketable securities are an investing activity. They're current because we could
sell them very quickly for cash, but they have nothing to do with operations. Record cash
disbursements for increases in marketable securities, as is the case with Amazon.
However, in the case of decreases, we actually have a sale of an asset and must follow
the same procedure for removing gain/loss on the income statement and recording the
sale value through details provided in an "additional information" section.

Cash from Investing Activities

[ ] [ |
Proceeds from sale of long-term assets l 5 E,{}Dﬂ.{}ﬂl
Purchase of new long-term assets l 5 59,545.00!
Marketable securities l 5 23,345.{]{!!
Met Cash Flow from Investing Activities =D28-D29-D30

Figure 5

4. Add or Subtract Cash from Financing Activities

—

Create a line titled "Cash from financing activities."

Record cash receipts for increases in principle loan amounts. We don't have any on
our balance sheet for Amazon but increases in loans means the company has taken on
additional debt to finance either the purchase of a large asset or to working capital
obligations. The first is often called a LT loan and the latter a rolling credit facility. In
either case, increases in these accounts means cash receipts for Amazon.
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3. Record cash receipts for interest received on loans we provide. In some cases,
companies provide small loans to employees or other companies. This is most common in
companies with a lot of "float" — what Warren Buffet calls excess cash. When we
provide these loans, there is a cash disbursement for the entirety of the loan. In periods
thereafter, we earn interest on those amounts. This is an asset account, and Amazon does
not have any. However, it’s important to keep this in mind when building a cash flow
statement.

4. Record cash receipts for increases in paid-in capital. Paid-in capital consists of initial
cash contribution as well as subsequent contributions of shareholders. In private
companies, money that entering shareholders provide in exchange for shares is recorded
here. In the case of Amazon, paid/in capital increases mean the company has issued new
shares on the public markets. This is an influx of money and increases cash.

5. Record cash disbursements for increases in dividends. Dividends are cash
disbursements paid to existing shareholders as a means of rewarding them for their
participation. These are often paid out on a quarterly basis in public companies. An
increase in dividends means the company disbursed cash, so we need to subtract these
changes.

12 Month and 3 Month Cash Flow

To project cash flow into the future, we need an integrated financial model with all three
financial statements. The income statement and its revenue growth are the base for the
projection. From there, we can predict working capital items based on a set of basic ratios. Other
current assets can be related to the income statement based on the relevant metric, or projected
with the current trend.

Long-term assets need to be projected based on the depreciation or amortization schedule and
planned CAPEX, and any loan activity can be determined using assumptions for debt issuance or
repayments. A full explanation is outside the scope of this article, but you can learn more about
projections in articles on AnalystAnswers.com.

If you found this article helpful, share it on social media and check out more at the
AnalystAnswers.com homepage!
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