

Paper 7 Financial Accounting


Chapter 18 Statement of Cash Flows

1.
Objectives

1.1
Explain the purpose of preparing a statement of cash flows.

1.2
Define cash, cash equivalents and cash flows.

1.3
Evaluate the usefulness of a statement of cash flows.

1.4
Prepare a statement of cash flows with supporting notes in the format as specified in HKAS 7.

1.5
Classify and report inflows and outflows of cash and cash equivalents under the standard headings:

(i)
operating activities

(ii)
investing activities

(iii)
financing activities.

1.6
Prepare statement of cash flows for a single company using the direct and indirect methods.
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2.
Introduction

2.1
Neither the statement of comprehensive income nor the statement of financial position provides sufficient information about the entity’s inflows and outflows of cash and cash equivalents.

2.2
The objective of the standard is “to require reporting entities which fall within its scope to prepare a cash flow statements as part of their financial statements setting out on a standard basis their cash generation and absorption for a period.”

2.3
The purposes of preparing a statement of cash flows are as follows:

(i)
Proper management cash flow is essential to the survival of an enterprise, and accordingly, the reporting of cash flow information would be helpful to the users of financial statements in assessing the liquidity of the enterprise.

(ii)
The statement of comprehensive income and the statement of financial position, which are prepared using accruals accounting, form a primary basis to project the future cash flows of an entity. The aim of statement of cash flows is to eliminate the long-term provisions and other allocations associated with accrual accounting and to depict the historical cash generating or cash absorption mechanisms of an entity. The cash flow statement, in conjunction with a statement of comprehensive income and a statement of financial position provides information on liquidity, validity and financial adaptability.

2.4
All entities that adopt HKFRSs will now be required to prepare a statement of cash flows in accordance with HKAS 7 and to present it as an integral part of their financial statements for each period for which financial statements are presented.

2.5
This means that the following exemptions included in SSAP 15 will no longer be available:

(i)
certain entities with revenue of less than HK$ 20 million per annum; and

(ii)
charities and non-profit making entities whose financial statements are prepared on a cash basis.

2.6
The standard applies to all financial statements intended to give a true and fair view of the financial position and profit and loss except for the following:

(i)
Companies are exempt under s. 141D of the Companies Ordinance and are therefore exempt from the requirement to give a “true and fair view” in their financial statements.

(ii)
Banking and insurance companies which take advantage of exemptions under Part III of the Tenth Schedule to the Companies Ordinance.

(iii)
Charities and non-profit making entities whose accounts are prepared on a cash basis.

3.
Definition of Terms

	3.1
	DEFINITION

	
	(a)
Cash – Cash in hand and deposits repayable on demand with any bank or other financial institutions. These include cash in hand and deposits denominated in foreign currencies.

(b)
Cash equivalent (現金等值) – Short-term, highly liquid investments which are readily convertible into a known amount of cash without notice and which were within three months of maturity when acquired; less advances from banks repayable within three months from the date of the advance. Cash equivalents include investments and advances denominated in the foreign currencies, provided they fulfill the above criteria.

(c)
Cash flow – an increase or decrease in an amount of cash or cash equivalent resulting from a transaction.
According to these definitions, cash equivalents must be highly liquid and can be converted into known amount of cash without notice and without incurring and significant risks of changes in value owing to changes in interest rate.
(d)
Operating activities (經營活動) are the principal revenue-producing activities of the enterprise and other activities that are not investing or financing activities.

(e)
Investing activities (投資活動) are the acquisition and disposal of long-term assets and other investments  not included in cash equivalents.

(f)
Financing activities (融資活動) are activities that result in changes in the size and composition of the equity capital and borrowings of the enterprise.


3.2
HKAS 7 adopts three-month maturity as a cut-off for both cash equivalents and bank borrowings.

3.3
According to HKAS 7, an investment purchased with more than three months to maturity does not become a cash equivalent when its remaining maturity is three months.

3.4
Similarly, bank borrowings with a maturity of more than three months when drawn down do not become cash equivalents when their remaining maturity becomes three months.

4.
Contents of a Cash Flow Statement

4.1
To facilitate comparisons of the cash flow performance between different business, HKAS 7 requires that the inflows and outflows of cash and cash equivalents are classified under certain standard headings and reported accordingly. These headings are:

(i)
Operating activities;

(ii)
Investing activities; and

(iii)
Financing activities.


[image: image2.wmf]Operating

Investing

Financing

Classification


	1. Key indicator of sufficiency of cash flow to

· Repay loans

· maintain operating capability

· pay dividends

· make new investments

with recourse to external sources of finance

2. Useful in forecasting future operating cash flow
	1. Separate disclosure is important – cash flows represent extent to which expenditures have been made for resources intended to generate future income and cash flows
	1. Separate disclosure is useful in predicting claims on future cash flows by providers of capital


(A)
Operating activities

4.2
The amount of cash flows arising from operating activities is a key indicator of the extent to which the operations of the enterprise have generated sufficient cash flows to repay loans, maintain the operating capability of the enterprise, pay dividends and make new investments without recourse to external sources of financing.

4.3
Net cash flows resulting from operating and trading activities are reported under this heading. A reconciliation between profit before taxation reported in the statement of comprehensive income and the net cash flow from operating activities should be given as a note to the cash flow statement.

4.4
This reconciliation should disclose separately the movements in stocks, debtors, and creditors relating to operating activities, and other differences between the net cash flow and reported profit.

4.5
Cash flows from operating activities are primarily derived from the principal revenue-producing activities of the enterprise. Therefore, they generally result from the transactions and other events that enter into the determination of net profit or loss. Examples of cash flows from operating activities are:

(i)
cash receipts from the sale of goods and the rendering of services;

(ii)
cash receipts from royalties, fees, commissions and other revenue;

(iii)
cash payments to and on behalf of employees;

(iv)
cash receipts and cash payments of an insurance enterprise for premiums and claims, annuities and other policy benefits;

(v)
cash payments or refunds of income taxes unless they can be specifically identified with financing and investing activities; and

(vi)
cash receipts and payments from contracts (e.g. securities or loans) held for dealing or trading purposes.

4.6
There are two methods to ascertain the net cash flow from operating activities, namely, the direct method and the indirect method.

(a)
Direct method

4.7
The direct method reports major classes of gross cash receipts and gross payments (including, in particular, cash receipts from customers, cash payments to suppliers and cash payments to and on behalf of employees) in the operating section of the statement, the arithmetic sum being net cash flow from operating activities.

(b)
Indirect method

4.8
The indirect method starts with operating profit (or profit before tax) reported in the profit and loss account and adjusts this for non-cash charges and credits to ascertain the net cash flow from operating activities.

	4.9
	EXAMPLE 1

	
	Abstracts of the statement of comprehensive income and statement of financial position of ABC Ltd are shown below:

Statement of Comprehensive Income (Abstract) for the Year Ended 31 December 2008

$000

Sales

1,700

Cost of sales

750

Gross profit

950

Less: Loss on sale of equipment

45

Depreciation of equipment

80

Salaries

22

Other expenses

18

Operating profit

785

Statement of Financial Position (Abstract) at 31 December 2008
2007
2008

$000

$000

Stock

180

198

Trade debtors

285

340

Trade creditors

200

360

Accrued expenses

21

16

Show the cash flow from operating activities.

Solution:

(a)
Direct method
$000

Cash received from customers

1,645

Cash payments to suppliers

(608)

Cash paid to employees

(22)

Other cash payments

(23)

Net cash inflow from operating activities

992

(b)
Indirect method
$000

Operating profit

785

Depreciation charges

80

Loss on sale of equipment

45

Increase in stock

(18)

Increase in debtors

(55)

Increase in creditors

160

Decreased in accrued expenses

(5)

992




4.10
The direct method shows specific sources of cash receipts and specific purposes of cash payments. This information may be useful to the users of financial statements to assess future cash flows because it provides all the information of gross operating cash receipts and cash payments. HKAS 7 encourages, but does not require, the use of the direct method.

4.11
The indirect basis for statement of cash flows clearly indicates the changes in working capital items, for example, debtors and creditors. Also, indirect method provides a useful linkage between the cash flow statement and the profit and loss account and the balance sheet. It was believed that the indirect basis would be preferred by firms which do not want to disclose their major classes of gross operating cash flows and it is less expensive.
(c)
Interest and dividends

4.12
Cash flows from interest and dividends received and paid should each be disclosed separately. Each should be classified in a consistent manner from period to period as either operating, investing or financing activities.

4.13
Interest paid and interest and dividends received are usually classified as operating cash flows for a financial institution. However, there is no consensus on the classification of these cash flows for other enterprises.

4.14
Interest paid and interest and dividends received may be classified as operating cash flows because they enter into the determination of net profit or loss.

4.15
Alternatively, interest paid and interest and dividend received may be classified as financing cash flows and investing cash flows respectively, because they are costs of obtaining financial resources or returns on investments.

4.16
Dividends paid may be classified as a financing cash flow because they are a cost of obtaining financial resources. Alternatively, dividends paid may be classified as a component of cash flows from operating activities in order to assist users to determine the ability of an enterprise to pay dividends out of operating cash flows.

(d)
Tax on income

4.17
Cash flows arising from taxes on income should be separately disclosed as part of operating activities unless they can be specifically identified with financing and investing activities. It is reasonable to include income taxes as part of operating activities unless a question gives a clear indication to the contrary.

4.18
If income tax payments are allocated over more than one class of activity, the total should be disclosed by note.

(B)
Investing activities

4.19
These relate to the acquisitions or disposals of assets held as fixed assets or as a long-term or as a short-term investments (other than assets identified as cash equivalents).

4.20
Cash inflows from investing activities include:

(i)
receipts from sales of fixed assets;

(ii)
sales of investments in other entities, subsidiaries and associates;

(iii)
receipts from repayments or sales of loans made to other entities;

(iv)
interest received on investments or loans;

(v)
dividends received on investments.

4.21
Cash outflows from investing activities include:

(i)
payments to acquire fixed assets;

(ii)
payments to acquire investments in subsidiaries or other entities;

(iii)
loans made to acquire debts of other entities;

(iv)
payments to acquire equity or debt instruments of other enterprises and interests in joint venture.

(C)
Financing

4.22
Receipts from or repayments to external providers of finance such as shareholders or debenture holders in respect of principal amounts of finance are classified as financing cash flows.

4.23
Financing cash inflows include:

(i)
receipts from issuing shares or other entity instruments;

(ii)
receipts from issuing debentures, loans, notes and bonds and from other long- and short-term borrowings (other than those included within cash equivalents, e.g. overdrafts).

4.24
Financing cash outflows include:

(i)
repayments of amounts borrowed (other than those included within cash equivalents);

(ii)
the capital element of finance lease rental payments;

(iii)
payments to re-acquire or redeem the entity’s shares;

(iv)
payments of expenses or commissions on any issue of shares, debentures, loans, notes, bonds or other financing.

4.25
As required by the Standard, a reconciliation of the amounts shown in the balance sheet of the reporting entity in respect of items reported within the financing section of the cash flow statement with the equivalent figures in the previous year’s balance sheet, disclosing separately the movements resulting from cash flows, differences arising from changes in foreign currency exchange rates and other movements, should also be given as a note to the cash flow statement, as follows:
Analysis of changes in financing during the year
	
	Share capital (including premium)
	Debenture loan

	
	$
	$

	Balance at beginning of the year
	X
	X

	Cash inflow/(outflow) from financing
	X
	X

	Exchange difference
	X
	X

	Balance at end of the year
	X
	X


5.
Specific Items

5.1
In the preparation of a cash flow statement, the treatment of the following items deserves special mention:
(i)
Discontinued activities;

(ii)
Exchange differences;

(iii)
Finance leases.

(A)
Discontinued activities

5.2
Cash flows relating to discontinued activities should be shown separately, either on the face of the cash flow statement or by note.

(C)
Exchange differences

5.3
Exchange differences arise when an enterprise enters into foreign currency transactions. In the accounts of an individual company, they may arise due to:

(i)
claims arising from the purchase or sale fixed assets denominated in a foreign currency;

(ii)
trading with a foreign entity;

(iii)
engaging in investing or financing activities involving foreign currencies.

5.4
The exchange profits or losses arising from such transactions would form part of the normal profits for the period. Exchange gains (losses) on settled transactions have already been reflected in cash inflows (outflows) from operating activities. No adjustments are required in respect of these.

5.5
In case of translation gains (losses) arising from monetary working capital, if the exchange difference is ignored, the movements in the respective asset and liability accounts will be distorted to the extent of the exchange differences.

5.6
In calculating the additions and disposals of the respective asset and liability, the movements arising due to exchange differences should be eliminated. For example, exchange differences arising from unsettled debtors and creditors need to be eliminated in computing net cash flows from operating activities.

5.7
Similarly, the translation gains (losses) on a long-term loan denominated in foreign currency do not involve cash flows, and should be deducted (added back) to the net profit in calculating the net cash inflow from operating activities. The differences should also be adjusted against the loan and excluded from this section as cash flows.

5.8
The translation difference should appear in the note to the cash flow statement “Analysis of changes in finance during the year” in order to reconcile the opening and closing balances of long-term liabilities.

	5.9
	EXAMPLE 2

	
	The profit before tax of GHI Ltd for the year ended 31 December 2008 was $650,000. GHI Ltd had the following debtors and loans on 31 December:
2007
2008
$

$

Debtors

420,000

510,000

Loans

890,000

950,000

Included in the 2007 and 2008 figures are debtors and loans denominated in foreign currency. The profit in retranslating debtors was $12,000 while the loss in retranslating the loans was $20,000.

The computing of net cash inflows from operating activities is as follows:

$

Operating profit

650,000

Exchange gains on translating debtors

(12,000)

Exchange losses on translating loans

20,000

Increase in debtors (510,000 – 12,000 – 420,000)

(78,000)

Net cash inflow from operating activities

580,000

The financing cash outflows in the cash flow statement is reported as:

Financing
$

Issue of loan (950,000 – 20,000 – 890,000)

40,000




(C)
Finance lease

5.10
Acquisition of fixed assets by finance lease does not result in cash flows and should not be reported in the cash flow statement.

5.11
Leased assets should be excluded from the total additions to fixed assets, which will be shown as cash outflows under “investing activities”.

5.12
The rental payments for a finance lease are allocated between two components: interest and capital. In the cash flow statement, both the repayment of interest and capital element are classified under the heading of “financing activities”.
6.
Comprehensive Exercise
	6.1
	EXERCISE 1

	
	The draft balance sheets of ABC Ltd as at 31 December are as follows:
2007
2008
$000

$000

$000

$000

Fixed assets

Intangible assets (net)

1,350

1,200

Plant and machinery

- cost

1,990

2,440

-accumulated depreciation

(678)

1,312

(693)

1,747

Investments

440

500

3,102

3,447

Current assets

Stock

1,440

1,600

Trade debtors

1,252

1,620

Cash

44

614

2,736

3,834

Current liabilities

Tax payable

323

225

Deferred tax

210

300

Trade creditors

708

664

Dividends

198

210

Obligation under finance lease

-

160

Net current assets

1,297

2,275

4,399

5,722

2007
2008
$000

$000

$000

$000

Ordinary share capital ($1 each)

2,600

2,860

Share premium

400

638

Retained earnings

1,199

1,714

10% debentures

200

290

Obligation under finance lease

-

220

4,399

5,722

The profit and loss account of ABC Ltd for the year ended 31 December 2008 is shown below:
$000

$000

Sales

6,000

Cost of sales

(4,000)

Gross profit

2,000

Selling and distribution expenses

405

Administrative expenses

270

(675)

1,325

Interest payable

- on debentures

(30)

- on finance lease

(30)

Dividend received from investment

20

Profit before taxation

1,285

Taxation

(350)

935

Dividend

(420)

Retained profit for the year

515

The following information is available for the year ended 31 December 2008:

1.
A machine costing $220,000 on which depreciation of $83,000 had been provided was sold during the year at a profit of $10,000.

2.
A new machine was acquired during the year for $500,000 through a finance agreement. The rental paid during the year amounted to $150,000, of which interest element was $30,000.

3.
No additions to intangible assets were made during the year.

4.
A rights issue was made during the year of one new ordinary share of $1 each for every ten shares held.

Required:

Prepare a statement of cash flows for ABC Ltd for the year ended 31 December 2008 under HKAS 7.


	Solution:




7.
Usefulness of the Cash Flow Statement

(A)
Advantages of the statement of cash flows
7.1
A statement of cash flows can provide information which is not available from balance sheet and income statements.

(i)
It may assist users of financial statements in making adjustments on the amount, timing and degree of certainty of future cash flows.

(ii)
It gives an indication of the relationship between profitability and cash generating ability, and thus of the quality of the profit earned.

(iii)
Analysts and other users of financial information often, formally or informally, develop models to assess and compare the present value of the future cash flow of entities. Historical cash flow information could be useful to check the accuracy of past assessments.

(iv)
A cash flow statement in conjunction with a balance sheet provides information on liquidity, viability and adaptability. The balance sheet is often used to obtain information on liquidity, but the information is incomplete for this purpose as the balance sheet is drawn up at a particular point in time.

(v)
Cash flow cannot easily be manipulated and is not affected by judgement or by accounting policies.

(B)
Limitations of the statement of cash flows
7.2
Statement of cash flows should normally be used in conjunction with income statements and balance sheets when making an assessment of future cash flows.

(i)
Statement of cash flows are based on historical information and therefore do not provide complete information for assessing future cash flows.

(ii)
There is some scope for manipulation of cash flows. For example, a business may delay paying suppliers until after the year-end, or it may structure transactions so that the cash balance is favourably affected. It can be argued that cash management is an important aspect of stewardship and therefore desirable. However, more deliberate manipulation is possible (e.g. assets may be sold and then immediately repurchased).

(iii)
Cash flow is necessary for survival in the short term, but in order to survive in the long term a business must be profitable. It is often necessary to sacrifice cash flow in the short term in order to generate profits in the long term (e.g. by investment in non-current assets). A huge cash balance is not a sign of good management if the cash could be invested elsewhere to generate profit.

(C)
The advantages and disadvantages of the direct and indirect methods

7.3
The two methods which can be used to prepare the cash flow statement are the direct (gross) and indirect (net) methods as we have seen.

7.4
The advantages of the direct method are as follows:

(i)
Information is shown which is not shown elsewhere in the financial statements. This is therefore of advantage to the user of the information.

(ii)
The method does show the true cash flow involved in the trading operations of the entity.

7.5
The disadvantage is the significant cost that there may be in preparing the information. Given that the information is not revealed elsewhere in the financial statements, it follows that there must be some cost in obtaining the information.

7.6
The advantages of the indirect method are as follows:

(i)
By examining the reconciliation between reported profit and net cash flow from operating activities, the user can easily relate trading profits to cash flow and thus understand the “quality” of earnings made by the entity in the accounting period. Earnings are of a good quality if they are represented by real cash flows now or in the near future.

(ii)
There is a low cost in preparing the information.

7.7
The disadvantage is the lack of information on the significant elements of trading cash flows.
8.
Interpretation of Cash Flow Data

8.1
The estimation of the future cash flows in very important in determining the solvency or otherwise of a business. The financial statements are, of course, historical records, but they can provide some evidence of solvency.

(A)
Interpretation of the cash flow statement

8.2
The cash flow statement should be the initial data to review. Points to watch for within the various headings in the cash flow statement include:

(a)
Cash generation from trading operations

8.3
The figure should be compared to the profit from operations. The reconciliation with which the cash flow statement opens if the indirect method is used is useful in this regard. Overtrading may be indicated by:

(i)
high profits and low cash generation

(ii)
large increases in inventory, receivables and payables.

(b)
Dividend and interest payouts

8.4
These can be compared to cash generated from trading operations to see whether the normal operations can sustain such payments. In most years they should.

(c)
Capital expenditure and financial investment

8.5
The nature and scale of a company’s investment in non-current assets is clearly shown.

(d)
Cash flow

8.6
The statement clearly shows the end result in cash terms of the company’s operations in the year. Do not overstate the importance of this figure alone however. A decrease in cash in the year may be for very sound reasons (e.g. there was surplus cash last year) or may be mainly the result of timing (e.g. a new loan was raised just after the end of the accounting period).

(B)
Cash requirements

8.7
There are four areas to consider when identifying whether or not the company has sufficient cash.

(a)
Repayment of existing loans

8.8
All loans to be repaid in the next couple of years should be considered including any convertible loans if the conversion rights are unlikely to be exercised.

(b)
Increase in working capital

8.9
If the business is expanding (making more sales) working capital will also need to increase. The extra cash needed to finance the expansion can easily be calculated by comparing working capital to sales

	Inventory + Receivables – Payables
	x 100%

	Sales
	


8.10
Suppose this is 20% and sales are currently $5m, a 10% increase in sales requires finance of $0.1m ($5m x 10% x 20%) to increase the working capital.

(c)
Capital expenditure requirements

8.11
The notes to the financial statements may disclose capital expenditure contracted for. It is necessary to consider if the company will have sufficient cash to meet this capital expenditure.

(d)
Other commitments

8.12
Contingent liabilities – Most contingent liabilities do not crystallise, but if the liabilities are very high, their crystallisation can cause real problems for the company. Some analysts compare the contingent liabilities with total shareholders’ funds to assess the materiality of those commitments. In particular any sharp increases in the amounts involved should act as a warning.

8.13
Leasing commitments – It these are material, they should be carefully monitored in relation to the cash available. The financial statements should disclose both finance lease commitments and also operating lease commitments.

(C)
Cash shortfall

8.14
If there appears to be a cash shortfall, the company may have to take one or more of the following steps:

(i)
increase its overdraft (if it is not already at the limit);

(ii)
increase its longer term borrowings. Remember that the articles or other founding documents often restrict the borrowings by reference to shareholders’ funds, which may need to be artificially increased, for example by revaluing assets.

Alternatively the company may ask the shareholders to pass a resolution changing the borrowing restriction.

(iii)
raising money through a share issue (the company must have a good record of profitability and of dividend growth, and the share price must be high);

(iv)
tightening credit and inventory control, paying suppliers later;

(v)
limiting capital expenditure;

(vi)
entering into sale and leaseback arrangements (it will need some assets which are not already charged);

(vii)
selling some assets; and

(viii)
purchasing a cash-rich company by issuing shares in consideration.

8.15
The company should consider most measures in preference to:

(i)
reducing dividends;

(ii)
reducing its level of activity.


Page 247

_1090999432.bin

_1090998253.bin

