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Introduction

The financial statements of a company have consisted
traditionally of a Balence Sheet, an TIncome Statement, and
a Retained Earnings Statement. The decisions of management,
investors, and stockholders have been guided by these three
statements for a number of years. Even recently, thess three
statements have been mentioned as the only ones a person needs
to study when planning to invest in a particular firn.

Since the late 1950's, a growing number of accountants
and businessmen hsve questioned whether acdequate decisions
can be based on these three finoncial statements. This vaper
discusses "cash flow" and how it relates to the Statement of
Source and Application of Funds. This statement, when proper-
1y prepared, is an additional tool which decisions-makers can
use as a guide in determining their companies' needse.

The statements shown in this paper were created by this
writer for purposes of illustration, and any similarity be-
tween them 2nd those of an existing company is purely coin-

cidental.

TnTips You Can Dig Out of Financial Reports," Changing
Times, lMarch, 1966, po. 29-31.



Objectives

The term "cash flow" has many meanings., In financial
analysis "cash flow" means net income after adding exnense
items not currently using cash and deducting revenue items not
currently providing cash.? Other writers define "cash flow"

as net profit after dividends, depreciation, denletion, net

deferred income taxes, and non-cash income have been added to
the net income reported on the income statement. -

The term "cash flow" is really not correct, because "cash
flow" is neither cash nor flow. Adding items such as deprecia-
tion does not convert net income to cash flow, because the
result still reflects accrued items in Cost of (oods Sold and
Operating Fxnenses. It is not flow either because the total
is a result of 2 flow, not a measure of the flow itself.h

Persons wno calculate cash flow emphasize it is not a
substitute for net income, because it does not measure the

increase in stoclkholders! equity.s

2Perry Mason, Cash Flow Analysis and the Funds Statement,
An Accounting Research Study, No. 2 (New York: American
Institute of Certified Public Accountants, 1961), p. xVv.

3J. B. Weiner, "Masters of Cash Flow llanagement,' Duns
Review, July, 1966, p. 31.
hMason, D% B

5

Mason, p. 39.
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What type of firm is able to generate 2 high cash flow?

Is a high cash flow indicative of size, prestige, or a par-

7

ticular industry? The answer to the second cuestion leads
to the answer to the first one. The sizc or prestige of a
firm bears little resemblance to its cash flow, but the type
of industry may be indicated by its cash flow. Two traits
seem to stand out in firms having a high cash flow. The fimm
is usually involved in either selling high profit margin pro-
ducts or leazsing more of its products than it s 115.6 ror

instance, "Xerox Corporation's cash flow has been twice its

LoD

nethmmmjﬂEmﬁlﬁ“melmﬂ'mnymm&”i
Cash flow colculations are useful in meny ways. The

figure may be used in trying to judge a firm's ability to

meet debt retirement, or its ability to maintain its dividend

. T el ,
policy.Y HManagement may find the

Hs
1
o

icures useful in determin-

=

(1

ing wvhether the company can plan for expansion or finance
replacements of machinery and equinment.9 Investors may study
it for the same reasons.

Depreciation is, in many cases, the only major item added
back to the net income of a company. OCash flow does not nec-
essarily vary with the rate or method of depreciation used.

Tt does vary to the extent that a certain depreciation method

6wbiner, e 31,
7Hbiner, pe 38s
8Hason, XV

9Mason, XV.
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Comparative funds statements have recently gained sig-
nificance. Comparative statemeits, prenared for several years,
give a small history of the firm. These statements show the
past and present financing methods, dividend nolicies, contri-
bution of funds derived from operations to growth of the com-
nany, =nd provide clues to future money requirements.ls Com-
parative statements have some definite adventages. These
include the fact that trends are shown, nprogress and effect
of financial policics are shown, and long-term results are
shown.1®  Comnarative statements also have some definite dis-
advantages. The first is that they lack flexibility. Another

) = TR 5

is that the statements become very long and difficult to read.
.3 }

The last disadvantace is that they do not show clearly the

company's current problems snd policies.Ll

15Mason, De 50,
16Mason, D« 80,

1Titason, . 88.



Definitions and Prevaration

¥

The funcs st-tement starts wifn a comparative bolance
sheet. The net changes during the period are then listed.
The funds statement is an attempt to analyze the changes in
a particular account or group of accounts for the neriod
being examined.

The net change in each of the accounts must be divided
into a source of funds or an aonlicstion of funds, This is
the mejor nroblsm in orenaring the funds statement.

3

What constitutes a source or arnvlication of funds?

salking, sources of funds are decreases in assets

[oy]
O]
o
®
3
)
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=
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or increases in liabilities or in stockholders' ecuity.
Increases in assets or decreases in liabilities or stockholders'
equity constitute an apnlication of funds.lB
Probably the most common adjustment made on a funds state-
ment is the addition of denreciation to net income. Does this
mesn that denreciation is a source of funds? According to the
Anerican Institute of Certified Public Accountants, depreciation

is not a source of funds. It is a non-fund transaction, since

cash is not transferred when the charge is made.

19 Ma son P hi2s
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i
Some of the items, besides depreciation, that are adjusted

on the funds statement include deferred taxes, deferred exec-
utive compensation, unexovected nension costs, znd long-term
S Tl S o L R L o A i
deferred credits. A few items are similar; therefore, they
should be hondled in o similar manner. These include depre=
ciation, amortization of int-ngibles, research costs, and
- a . . (9]
bond discounts.ot

o)

Five different definitions of funds exist, of which four

have been used by commanies preparing funds statements. One

'
i

o o P ik . o . 5
of the definitions is "cash".22 Tn this definition, cash means

undeonosited crsh 2nd demand devosits. It corresoonds to the

1

cash hasis of accounting. Wet income is adjusted for changes

-
|

in Accounts Receiveble, Accounts Payable, Inventories, Accrued
Revenue and Expenses. Under this definition, the funds state-
ment will have the largest number of non-fund adjustments.
Another definition commonly used is '"net monetary assets."23
The funds statement compiled under this definition is very
similar to the one computed under the cash definition. The
mrin differences occur in the manner in which inventories and

nrenaid exoense items are handled. These differences are illus-

trated later in the paver. (See page 9.)

20 x
LOi—'lason, e 53,

2

liason, p. 60.

L) : AR : =
22Harry Simons and Wilbert E. Karrenbrock, Intermediate

Accoun@igg_(Cinncinnati, Ohio: South-Western Publishing
Companv, 196l), o. 8L1.

238imons and Karrenbrock, p. 840,
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A third definits S| T : 2l
A third definition of funds is "working cavital. A
funds statement made up under this definition accounts for
the change in working cavital in the veriod being considered.
This is the most common method of vremaring = funds statement.25

A fourth definition of funds is "cash and marketable

g s« S o) s < ; ;
securities. This method includes temporary investments
along with cash as the changes that the statement is to ex-
nlain. This method is not used very often, because it is very
similar to the cash definition.

The final definition of funds is the "all financial re-

" =S Dol ! :
sources" definition. Under this concent, all tronsactions
affecting a2 source or aoonlication of funds are showm on the
stetements. This includes items that are not showm on the
other statements, such as, exchanges of stock for assets and
gifts. The iunds statement will have fewer non-fund adjust-
ments under this conceot than under any of the other definitions.28

One of two methods is usually emploiad when prenaring a

) 29 y i

funds statement. The most common method is to adjust net

income by reversing the non-fund transactions. The second

method includes all income and deducts all out-of-pocket ex-

Simons n~nd Kerrenbrock, p. 8.0,

2[“
“Mason, pe 53

26

Mason, p. 52
27Simons and Karrenbrock, p. 839.
2BMason, p. 59.

29Mason, bs 58
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penditures. This second method diffsrs from the first in that
it shows no non-fund transactions.

The following discussion relates orimerily to the actual
orevaration of the funds statement. All the definitions of
funds except "cash and morketable securities" are illustrated
in the Aooendix, to which this d?scussion refers. The illus-
trations do not show all the tyoes of transactions that affect
the funds flow in a firm; however, seversl transactions that
require deteiled anslysis follow the analysis o' the funds
statements shovm in the Apnendii,

The two year Balance Sheet with net changes for Company
A is presented as Exhibit A in the Apoendix. This is the
starting point for the funds statement. The Income Statement
and Retained Earnings Statement are nresented as Exhibits B
and G. These two statements give additional information
which is needed for comoleting the funds statement.

After one has completed the balance sheet =nd changes
section of the working opapers, the next step is to analyze the
transactions that affected the accounts during the year. An
explanation of certein transactions affecting the accounts of

Comoany A apnears as Exhibit D in the Anpendix. The main job

confronting the vreparer of the funds statement is to show the

|—h

effect of these transactions on the funds flow of the company.
His adjustments are affected by the definition of funds that
he is using.

Exhibit E in the Apnendix is a funds statement prepared
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under the "cash" definition of funds.30 Note that under this
definition, the net income or loss from operntions is adjusted
for all current items, both assets and lisbilities, as well
as the non-fund adjustments of depreciation and amortization.
The adjustments follow the general rule that decreases in assets
and increases in lisbilities are considered as funds orovided,
and that decreases in liabilities and increases in assets are
congidered zs funds apnlied. The illustration shows that the
Uoash! definition accounts for the difference between the
beginning and ending cash belances shown on the comparative

31
balance sheet.

The socond method or definition illustrated in the Apvencdix
is the '"net monetary asset" definition.2¢ This method requires
some additional comments. First, when one considers the def-
inition of net monetary ascets, one finds that it is the
diiference between the total liabilities =nd the monetary assets

£

of a firm. Und r the "nst monetary asset" definition of funds,

the definition is changed. In fact, it is changed so much that
it is a complete misnomer, although the present writer could
not find a definite statement to this effect. Instead of being
called the net monetary asset definition, it should bz called

a "quick asset" definition. The following discuscion points

out the fallacy of the net monetary asset definition.

3Simons =nd Karrenbrock, p. 8ll.

31

Simons and Karrenbrock, p. 8lLl.

32Simons ond Karrenbrock, p. 8hl.



1
when examining the funds statemont prepared under this
method, one will sec that the total funds anpvlied are equal
to those in the examnle done under the cash definition. One
will also note that only prensid expenses and inventories enber
the adjustments portion of the statement instead of &ll current
s and liabilities. TIs the figure shown at the bottom of

the statement really the actual decrease in net monetary assets?
The funds provided are correct as shomm as prenaid items
and inventories are not monebary assets becauvse their value is
affected by price level changes. The funds anplied is wrong,
however, because it takes into account the decrease in a

ty that s

1

Tiabilid houvld be shovm in the bobttom part of the

statement. The bonds recuire = fixed amount be paid whether
they are paid off today or in ten years. They are definitely
monetary in nature. JInstead of a decrease of $5,100 in net
monetary assets as is shown on the statement, this writer
believes an increase in net monetary assets of 99,900 has

]
!

5,000 decrease

ck

occurred during the year, because of the H1!
in bonds payable., This statement can be sunpnorted by refer-

to the. definition of net monetary assets: total liobil-
ities minus monetary assets. Using the figures in the illus-
tration, the excess of total liabilities over monetary assets
has decreased by $9,900. This clearly indicates the definition
off net monetary assets for fund statement purposes does not

follow the true deiinition of net monetary assets.

The third method, iliustrated in Exhibit G, is the “working
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capital! method. As was noted earlier nod reconciles

- ~

: s 5 4 £ A o 22
the cnange 1n I'TC)‘.’TLC‘_H}': capltal irom one period to anotner.’-

Onece again the totsl funds anplied is the same as in “he two

55

orevious methods; however, the only additions ond deductions

from the renortad net income or loss are those thet do nob

12}

. N
L

affect the current assets or current liabilities. In this

fJ

case, only the non-fund adjustments of denrsciation and amor-

tization are added to the net income. If theore were losses

@]
=
ca

gains on sales of assets, these would also be shown in the
funds nrovided section as additions to or deductions from net
incone, ne results of this method can be checked very easily:
one can Tigure out the working copital for each ear oad corm-
nare the two totals; the total difference should equal the
total shown on the funds statement.

The last exhibit in the Apvendix shows a funds statement
prepared under the "1l financial resources! definition of
funds.Bh The main difference between this and the other methods
illustrated is that the exchange of stock for the addition to
the building is showm, while in the other methods this trans-
action is not shown, Another dilference is that under the
"gll finaneiesl resources" method, the "total funds applied"
balances with ths "total funds provided." Because it shows

more trensactions, the "all financial resources" method is

the one recommended by the American Institute of Certified

3

3simons and Karrenbrock, p. 8LO.

Lsimons end Karrenbrock, v. 839.

)



Public Accoun‘uants.35 This

=
i

ethod is somewhat contradictory.
While it does show more information than other methods, it,

like those methods, does not show a stock

ividend, because

there was no receipt or exvenditure under any conceot of the
term funds. This transaction cowld, in some cases, greatly
influence investors.

Cne type of transaction that requires detailed analysis
is the converting and refunding of stock. Under the 211 finan-
cial resources definition, this transaction should be showm.
The preparer of the funds statement must break the transaction
into its two marts, the redeeming of the first stock and the
issuing of the new stock. At times a company may both issue
and retire long term debt securities in the same vear. The
company may be temnted to '"net" these two figures on the funds
statement. The American Institute of Certified Public Accountants
recommends that under the all finanecial resources method, both
the issue and the redemption figures should be shown if the
statement is to show 2 clear picture of the company's funds

flow.

3;Grady, Dae 315 .



Use

Is "cash flow" gaining in immortence? If so, what are

accountants! responsibllitics in seeins that it is revorted
vroperly? One might think the answer to the first gquestion

is obvious; however, three factors lead to inconsistent ideas
concerning acerual accounting and cash flow. One of these
three items is the lack of uniformity of accounting nrinciples.
Another is the attemot by persons to simnlifv things as much
as nossible, The third fsctor is the tremendous imoortonce
placad on the net income fiﬁure.Bé Although these factors may
be limiting the growtn of immortsnce of cash flow, the American
Institute of Certified Public Accountants recommends that a
funds statement showing cash flow be shorn in the

2
vear-end fin-ncial statements of a firm.”

The answer to the second guestion requires more detoil
because an accountant!s responsibility to his client is Just
as important as his responsibility to the genera Dﬁblic.
Because the transact ons vary in significance greatly from

year to year, consistency as to the arrangement of items is

less impmortant than the arrangement of items on either the

ol
3OMason, xi.

37Mason, D U3

1l
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If this distortion is taking place, a separate funds statement
]

1
Le /)

should be shown for each comnony.

L3itason it ek



Conclusion

=

While the American Institute of Certified Fublic Account-
ants as a whole seems to feel that the funds statement should
apnear with the other financial statements, the Opinion Board
leaves 1t up to the individual companies znd their accountants

2 ity % XL o . . .
and auditors. The title of the funds statement should in-
dicate clesarly that it is "not a statement of financial posi-
tion, but is a revort of financial chancges duringz the 'oe-:‘riod..“L15
It is "a condensad renort of how the activities of the business
have been financed, end how the finsncial resources have been

itk c= . Soalt b6

used during the period covered by the statement."”

The imoortance of cash flow in today's fast moving economy
is best summed up by the following two statementse.

By using cash flow to its fullest, a company
may increasse the physical plant and egquipment

without increasinc invested capital, if all
of the funds s=ved byhéepreciation were used

1

to buy new eocuipmente
Russell Erickson, President of Rayonier, Inc. says:

To me, in terms of financial planning, cash

huGrrdy, s 315,

115Me.son, Pa Bl
héﬁason, ne 90,

J'Ll?l-‘iason, D. 35s

it
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flow is the basic criterion, OCur entire

long range plannincs progrem is based on cash
flow. As a matter of foct, in the last eight
vears we've been eble to finance all our srowth--
canital exmenditures, dividends, interest cogis,
and so on--from internally generaied funds.ls

Mthougn the first statement may not be true in times of
rising »rices, together these statements show that businessmen

2

as well as accountants have recognized the need for more in-

formation if they are to nroverly guide the multi-million

dollar industries of today.

L8

Weiner, p. 3le
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Company A
Comparative Balance Sheet

December 31, 1967

Merchandise Inventory
Accrued Income
Prevaid Expenses
Land
Building

Acc. Depr. - Building
Office Equipment

Acc. Depr. - Off. Equip.
Machinery

Acc. Depr. - Machinery
Goodwill
Patents

:

LIABILITTES AND STOCKHOLDER

Notes Payable
Accounts Payable
Accrued Expenses
Bonds Payable

2,000
L. 30,000

B

EQUITY:
$ 7,500
32,000
1,800
100,000

5% Preferred Stock($100 par)100,000

Common Stock ($50 ps)

Additional Paid-in-Capital

Retained Earnings

150,000
10,000
31, 700

TOTAL LIAB. & EQUITY§L 36,000

EXHIBIT A

Inc.
or
1967 (Dec,)

% 37,000 $(5,500)
35,000 7,000
61,500 (L,000)

1,700 (L00)
2,000 (200)
95,000 20,000
200,000 30,000
(79,00C)  (10,000)
33,000 3,000
(19,000) (L, 300)
68,000 6,000
(L6, 200) (L,600)
50,000 (10,000)
21,000 (3,000)

360,000 52,000

$ 12,000 $ 1,500
3L ,000 2,000

1,500 (300)
85,000 (15,000)
120,000 20,000
155,000 5,000
25,000 15,0C0
27,500 (7,200)
$L.60,000 #214,000_



Company A

EXHIBIT B

Comoparative Income St310hcnt

For the Years Ended December 31,

Tncome:

Sales (Net)

Cost of Goods Sold:
Msde. Inv. (Bez.)
Purchases (Net)
Goods Availl for Sale
Less: Fnd. Inve
Cost of Goods Sold

Gross Profit

Operating Fxoenses:
Utilities
Depreciation
Patent Amortization
Goodwill Amortization
Interest
Salaries & Wages
Taxes & Insurance

Total Fxnenses

IRT INCOME (LOSS)

1966

j_S-i § o rf"‘f;
% 62,000
81,500
1] 13,500
_65,500

18,000

3,50

$ 2,600
15,5100
10,000
3,000
5,000
246,000
6,500
SO e St

68 500

’t,’ 000

-——__._'— -—

Company A

1954

6 and 1967
1967
$159,5C0
% 65,500
85,000
$150,500
61 500
""" 89,000
% 70,500
3 2,900
18,900
10,000
3,000
5,000
27,000
i 900
s 71,700
3(L,200)

EXHIBIT C

Comparative Retained Earmings Statement
For the Years Fnded December 31, 1966 and 1967

Retained Fornings January 1
Add: UNet Income (Loss)

Less: Dividends

Retained Earnings Dscember 31

5 000
3&"‘700
11,000
‘I‘7oo

1967

3,700
_(1,200)
33, 333,500

6,000

$2YZ§OO
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Comprony A

Malyvsis of Changes

Sold Common Stock (100 shares, 350 Par)

Paid for building adcdition by issuing
200 shares, %100 par, to contractor

Purchased Land

Retired Bonds

Purchased Machinery
Purchasad Office Equioment
Paid Dividends

Depreciation:
Building
Office Zguipment
Machinery
Total

Amortization:
Goodwill
Patents

Total

$10,000
Li,300
11,600

$10,000

3,000

$10,000

$30,000
$20,000
515,000
$ 6,000
% 3,000

$ 6,000

$18,900

$13,000



Compeny A
Statement of Source and Application of Funds
Defined as Cash
For the Year Ended Decerber 31, 1967

Cash was provided by:

Sele of Common Stock $10,000
Ooerations:
Net Income (Loss) $(1,200)
Add: Depreciation 18,900
Amortization 13,000
Dec. in Prepaid FExp. 200
Dec. in Tnventories 1,000
Dec. in Accrued Income 1,00
Inc. in Accounts Pay. 2,000
Tnc. in Notes Payable 14,500 113,000
351,800
Deduct:
Dec. in Accrue=d Exp. 5 300
Tnc. in Accounts Rec. 7,000 7300
B BLL ,500

Cash was applied to:

Purchase of Land $20,000
Purchase of Equipment 6,000
Purchase of Ofiice Eguivment 3,000
Retirement of Bonds 15,000
Dividends 6,000 50,000

Decrease in Cash $ 5,500
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Company A

Statement of Source and Application of Funds

Defined as Net lMonetary Assets
For the Year Ended December 31, 1947

Net lonetary Assets were provided by:
Sale of Common Stock

Cperations:
Net Income (Loss)
Add: Depreciation
Amortization
Dec., in Prevzid Exo.
Dec. in Inventories

Net lMonetary Assets wore applied to:
Purchase of Land
Purchase of Machinery
Retirenent of Bonds
Purchase of Office Equipment
Dividentds

Decrease in Monestary Assets

EXHIEIT F

310,000
$(1,200)
18,900
13,000
200
4,000 31,900
535‘1'.)43 900
20,000
6,000
15,000
3,000
6,000 50,000

$ 5,100

The decrease in Monetary Assets is accounted for as follows:

Bes, 3L  Dee, 3. iBo..

Net Monetary Assets 1966 1967 (Dec.)
Monetary Assets:
Cash $u2,500  $37,000  $(5,500)
Accrued Income 2,100 1,700 (Loo)
Accounts Receivable 28,000 35,000 7,000
Current Liabilities:
Notes Payable 7,500 12,000 (Li,500)
Accounts Payable 32,000 3L,000 ' (2,000)
Accrued Fxpenses 1,800 1,500 300

Decrease in lMonetary Assets

B ;zloO
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Cormonny A

Statement of Source and Application of Funds
Defined as Working Capital

For the Year Ended December 31, 1967

Working Capital was provided by:

Sale o Common s5tock

Oper~tions:
Net Income (Loss)
Add: Depreciation
Amortiz tion

Working Capital was apolied to:

Purchase of Land
Retirement of Bonds
Purchase of Machinery

Purchase of O0ffice FEquioment

Dividends
Decrease in Working Capital

EXHIBIT G
$10,000
$(1,200)
18,900
13,000 30,700
$L0, 700
20,000
15,000
6,000
3,000
6,000 50,000
$ 9,300

The decrease in working canital is accounted for as follows:

Dec. 31 Dec. 31 Inc.

Working Capital Ttems 1966 1967 (Dec.)
Current Assets:

Cash 842,500  $37,000  $(5,500)

Accounts Receivable 28,000 35,000 7,000

Merchandise Inventory 65,500 61,500 (L,000)

Prepaid Ppenses 2,200 2,000 (200)

Accrued Income 2,100 1,700 (L0o0)
Current Liagbilities:

Notes Payable 7,500 12,000 (L4,500)

Accounts Payable 32,000 34,000 (2,000)

Accrued Expenses 1,800 1,500 300

Decrease in Working Capital

2 9,300
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EXHIBIT H

Company A
Statement of Source and Anvlication of Funds
Definzd as All Financial Resources
For the Yesr Ended December 31, 1967

Funds were provided by:

Sale of Common Stock 10,000
Operations:
lNet Income (Loss) $(1,200)
Add: Depreciation 18,900
Amortization 13,000
Dec. in Working Capital 9,300
Issuance of Preferred Stock30,000 70,000
Total Funds Provided $00,000

Funds were applied to:

Purchase of Land $20,000
Purchase of Building 30,000
Purchase of Machinery 6,000
Purchase of Oifice Egquipment 3,000
Dividends 6,000
Retirement of RBonds 15,000

Total Funds Applied 80,000
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