
INTRODUCTION
The primary objective of this note is to provide an introductory understanding of the statement of cash flows 
(SCF), its significance, and the information it provides. This document discusses: 

	ӹ How a statement of cash flows is prepared
	ӹ How to read a statement of cash flows
	ӹ The importance of cash flow management

The SCF measures the cash inflows and outflows during a given period, typically a fiscal year. It provides valuable 
information about the company’s ability to generate cash, and its sources and uses of cash. The SCF is an essential 
financial statement for creditors, as it helps assess the company’s liquidity, risk, and cash flow management.

In relation to the other financial statements, the SCF shows where the cash came from and where the cash went 
to arrive at the cash balance on the statement of financial position. Whereas a statement of earnings examines 
revenues and expenses and therefore depicts the activities of the business. It does not show cash movement. A 
statement of financial position reports cash at a single moment in time (fiscal period end). 

Cash flows on a SCF are divided into three sections:

1.	 Operating Activities: reports the cash flows resulting from a company’s primary business operations. It 
includes cash received from customers, cash paid to suppliers, employees’ wages, taxes paid, and other operating 
expenses. This section indicates the cash generated or used by the company’s core activities.
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2.	 Financing Activities: reports cash flows related to a company’s funding requirements. Financing activities are 
changes in statements of financial position item that relate to debt or equity, as these are the sources of funds 
for a business. For example, if a company borrowed money from a bank, it would appear as a source of cash 
under financing activities. If a company paid off part of their loan from a bank, it would appear as a use of cash 
under financing activities. 

3.	 Investing Activities: tracks cash flows related to the purchase and sale of long-term assets. For example, if a 
company purchased a building, it would appear as a use of cash under investing activities. If a company sold an 
old machine, it would appear a source of cash under investing activities.

THE INFORMATION ON A STATEMENT OF CASH FLOWS
Sources and uses of cash refer to the inflows and outflows of cash within a company, which are key elements in the 
SCF. Please refer to Exhibit 1 for an example.

Sources and Uses of Cash

The positive numbers on a SCF are the sources of cash. The negative numbers, in parentheses, on an SCF, is the 
use of cash. The sources of cash indicate increases to cash and cash equivalents throughout the year, while the uses 
of cash indicate decreases to cash throughout the year. 

Cash Flows from Operating Activities

The cash flow from the operations section begins with net income, and then adjustments are made to understand 
cash flow from operations. The first adjustment is adding back any non-cash income statement items to the net 
income. Examples of non-cash income statement items include depreciation, amortization, and unrealized gains 
and losses. In the case of Hemlock Art Supplies (Hemlock), the depreciation expense is added back. 

The second adjustment is adding back or deducting any unusual items from the income statement; realized gains 
and losses, or government grants, may be added back at this stage. These are added or deducted because they are 
not part of the operations section of the statement of cash flows. Hemlock does not have any of these adjustments. 

Any changes in working capital accounts will be listed in this section. It shows the annual changes of working 
capital accounts on the statement of financial position. Exhibit 2 shows two years of statements of financial 
position for Hemlock. 

Consider Hemlock’s accounts receivable balance on the statement of financial position as of December 31:

2023 2022

Accounts Receivable $ 100,000 $ 110,000

The accounts receivable balance has decreased by $10,000 year to year. And accounts receivable is money that 
Hemlock’s customers owe them. This means that on a net basis, customers have repaid Hemlock $10,000 during 
the year. 
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This does not mean that most of Hemlock’s customers have not paid. The term on a net basis means in total. 
Therefore, it is possible that during the fiscal year, 2023, Hemlock collected the full $110,000, and then subse-
quently made $100,000 in new loans to customers, meaning $110,000 incoming cash, and $100,000 outgoing 
cash. Therefore, on a net basis for the year, Hemlock had $10,000 as a source of cash.  

Looking at the other working capital accounts shows that Hemlock spent $85,000 on additional inventory that 
has yet to be sold, and they borrowed an additional $15,000 from their supplier through accounts payable. The 
inventory line item is negative; therefore, this amount is a use of cash, showing that Hemlock spent $85,000. The 
accounts payable line item is positive; therefore, this amount is a source of cash, showing that on a net basis Hem-
lock borrowed more money from its suppliers than the previous year. 

Hemlock’s cash flow from operations—the cash generated from the daily operations of the business—is positive 
$22,500. Therefore, they made cash from their typical business model. 

Cash flows from financing activities

The cash flow from financing activities section goes through the annual changes in the debt and equity amounts 
on the statement of financial position. It also shows any dividends that have been paid out. 

Hemlock paid back $60,000 of their line of credit, as denoted by the use of cash on the SCF. The bank loan line 
item is a source of cash, indicating that Hemlock borrowed $250,000 in the form of a bank loan during the year. 
And Hemlock paid $10,000 in dividends to its shareholders during the year. 

Cash flows from investing activities 

The cash flow from the investing activities section shows all purchases or sales of fixed assets or other investments. 
Hemlock spent $175,000 on additional fixed assets, as denoted by a use of cash on the SCF.

The net cash flow is calculated by summing the cash flows from operating, financing, and investing activities, pro-
viding an overview of the overall change in cash and cash equivalents during the period. Hemlock has net cash 
flow of $27,500. Since Hemlock started the year with $12,000 in cash (beginning cash), they now have $39,500 
in cash (ending cash), which is the number that will be presented on the statement of financial position. 

Helpful Tipsi
	ӹ A statement of cash does not need to be built, but it does need to be analyzed. 
	ӹ When reading a statement of cash flows, refer to the balance sheet as well. This can be helpful when 

determining why something is a source or a use of cash. For example, the statement of financial position 
for Hemlock shows the 2022 line of credit balance at $140,000 and the 2023 line of credit balance of 
$80,000. This elucidates that the line of credit has been paid down, which is why it is a use of cash on the 
SCF. 

	ӹ Make notes in the margin of the statement of cash flows before beginning the analysis. These notes might 
include things like “paid off,” “bought fixed assets, etc. It is much easier to analyze a SCF once the SCF has 
been read correctly.  

Introductory Note on the Statement of Cash Flows
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THE IMPORTANCE OF CASH FLOW MANAGEMENT
Cash flow management is crucial for businesses, and managers, and suppliers; and creditors pay close attention to 
it for several reasons:

Liquidity Assessment 

By analyzing the SCF, creditors can evaluate the company’s ability to meet short-term obligations and determine 
its liquidity position, which refers to how easily a company can generate cash to meet its short-term financial 
obligations. Since creditors are considering becoming one of those liabilities, the liquidity assessment is very 
important to them. Positive operating cash flows indicate a healthy cash-generating ability, enhancing the 
company’s ability to cover expenses, repay debts, and take advantage of investment opportunities.

Financial Planning 

Effective cash flow management enables a company to plan for its financial needs, including managing working 
capital, investing in growth opportunities, and avoiding liquidity issues. By analyzing the statement of cash flows, 
managers can determine where their valuable cash is going, and them make adjustments accordingly. 

Risk Assessment 

Cash flow management provides insights into the company’s financial risk profile. Uneven or negative cash flows 
may indicate operational inefficiencies, excessive debt burdens, or inadequate revenue streams. By understanding 
the company’s cash flow dynamics, creditors and investors can evaluate the risks associated with lending to the 
company. For example, if a company consistently generates negative cash flows from operating activities, it may 
indicate persistent losses or inefficient operations. This could signal a higher risk for the creditors for repayment 
capacity and may require additional analysis and risk mitigation measures.

CONCLUSION

In summary, the statement of cash flows measures a company’s cash inflows and outflows and plays a vital role 
in assessing liquidity, risk, and cash flow management. Creditors rely on this statement to evaluate a company’s 
ability to meet financial obligations, plan for the future, and manage financial risks effectively. 
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EXHIBIT #1

Hemlock Art Supplies
Statement of Cash Flows

For the fiscal year ending December 31, 2023

Cash flow from operations
Net income $ 51,000

Add: depreciation 30,500
Changes in working capital:

Accounts receivable 10,000
Inventory (85,000)
Prepaid expenses (1,000)
Accounts payable 15,000
Other liabilities 2,000

Net cash flow from operations $ 22,500

Cash flow from financing activities
Line of credit $ (60,000)
Bank loan 250,000
Dividends $ (10,000)

Net cash flow from financing $ 180,000

Cash flow from investing activities
Fixed asset purchases, net $ (175,000)

Net cash flow from investing $ (175,000)

Net cash flow 27,500
Beginning cash 12,000
Ending cash 39,500
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EXHIBIT #2

Hemlock Art Supplies
Statements of Financial Position

as at year ending December 31

Assets 2023 2022
Current assets

Cash $ 39,500 $ 12,000
Accounts receivable 100,000 110,000
Inventory 150,000 65,000
Prepaid expenses 2,000 1,000

Total current assets 291,500 188,000

Long-term assets
Land 425,500 425,500
Building $ 250,000 $250,000
Accumulated depreciation - building (50,000) 200,000 (37,500) 212,500
Machinery & equipment 275,000 100,000
Accumulated depration - furniture & fixtures (88,000) 187,000 (70,000) 30,000

Total long-term assets 812,500 688,000

Total Assets $ 1,104,000 $ 856,000

Liabilities
Current liabilities

Accounts payable $ 56,000 $ 41,000
Line of credit 80,000 140,000
Other current liabilities 41,000 39,000

Total current liabilities 177,000 220,000

Long-term liabilities
Bank loan 250,000 -

Total long-term liabilities 250,000 -

Shareholders' equity
Common stock 100,000 100,000
Retained earnings 577,000 536,000

Total shareholders' equity 677,000 636,000

Liabilities plus shareholders' equity $ 1,104,000 $ 856,000


