© 2024 by the American Association of Individual Investors, 625 N. Michigan Ave., Chicago, IL 60611, (372) 676-4300.

AAII.COM/JOURNAL

. FINANCIAL STATEMENT ANALYSIS

Money in, Money out:
What the Cash Flow
Statement Reveals

How the cash flow statement tells
you whether a company is realizing
cash (copacetic) or burning through it
(unsustainable).

BY CHARLES ROTBLUT, CFA

The cash flow statement, a critical tool for investors,
is often the most overlooked financial statement. The
cash flow statement measures how much cash a company
has brought in and how much has flowed out.

Cash is the lifeblood of any company. It pays suppliers
and employees. It funds marketing, expansion and devel-
opment. It can reward shareholders with dividends and
pay interest to bondholders.

Plus, the cash flow statement is the least susceptible of
the three financial statements to accounting preferences
and manipulation. Executives have leeway over depre-
ciating assets and recognizing the timing of expenses.
They have little leeway in reporting how much cash has
flowed in or out over a certain period.

In this fourth installment of our updated series on
financial statements, we show you how to analyze the
cash flow statement. We explain the three parts and
highlight key items to pay attention to.

Why Understanding Cash Flow Statements
Is Crucial for Investors

Publicly traded corporations use accrual accounting.
Accrual accounting recognizes transactions when their
economic benefits become probable. This often leads
to differences between income and cash flow, with the
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balance sheet impacted as well.

Say a company lands a big contract with a new cus-
tomer. To simplify the example, we assume that revenues
from the sale will not be recognized until the product is
delivered.

The company purchases parts and raw materials to
create the product after the order is placed. Inventory and
accounts payable increase on the balance sheet. The two
offset each other on the cash flow statement. Once the
company pays for the inventory it purchased, an outflow
will be recognized on the cash flow statement.

The company recognizes
revenues and income on its
income statement at the
time the product is deliv-
ered. Accounts receivable
increases on the balance
sheet to reflect the amount
owed by the customer while
inventory decreases. The
cash flow statement will not
recognize the dollar amount of sale until the customer
has paid—which may be in a different quarter than when
the sale was recognized.

As you can see, the recognition of cash flows is often
different from when transactions are recorded on the
income statement and balance sheet.

It's worth noting that accounting rules provide corpo-
rate executives some leeway in recognizing revenues and
expenses. They don't have the same leeway when it comes
to reporting cash flows. Cash flows must be recognized at
the time they are realized.

The cash flow statement
will not recognize the dollar
amount of sale until the
customer has paid—which
may be in a different quarter
than when the sale was
recognized.

Key Components of a Cash Flow Statement

The cash flow statement consists of three primary
segments: cash flow from operating activities, cash flow
from investing activities and cash flow from financing
activities. You can see this in Figure 1, which shows the
cash flow statement for Alphabet Inc (GOOGL).

Each segment of the cash flow statement provides a
different look at how a company takes in and spends its
cash. Once you understand the role all three segments
play, you'll be better able to incorporate the cash flow
statement into your analysis of a company.

1. Operating Activities

Cash flow from operating activities tellsyou how much
cash is realized or spent by normal day-to-day business
operations. Positive numbers should be the norm over
most, if not all, years. Positive operating cash flow occurs
when a company brings in more money from selling
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products and/or providing services
than it spends. Negative numbers
are concerning because they signal
that the company is spending more
than it receives from running its
operations.

Normal operations include, but
are not limited to, selling products,
providing services, marketing, labor
costs, acquiring inventory, paying
vendors and collecting invoice pay-
ments from customers.

Cash flow from operating activi-
ties can be negative during a single
quarter or year due to timing issues
or business cyclicality. Management
should explain the reason for such
occurrences.

There are two methods that com-
panies can use to determine cash
flow from operations: the direct
method and the indirect method.
Most publicly traded companies in
the U.S. use the indirect method.

The Direct Method

The actual operating cash flows
for each primary operating seg-
ment are reported under the direct
method. These include collections
received from customers, payments
made to employees, payments to sup-
pliers of goods and services such as
goods used in inventory and adver-
tising, interest expenses and taxes.
You can easily spot when the direct
method is being used because cash
flow from operations will begin with
collections received from customers.

The Indirect Method

The indirect method is the most
common way of determining cash
from operating activities. Compa-
nies such as Alphabet using the indi-
rect method will list net income at
the top of their cash flow statements,
as shown in Figure 1.

Net income is an accounting fig-
ure. The indirect method adds back
noncash expenses. It then further
adjusts net income for nonoperating
income, nonoperating expenses and
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FIGURE 1

Cash Flow Statement for Alphabet Inc.

As of December 31,

(in S millions)

1 Operating Activities

Net income

Adjustments
Depreciation of property and equipment
Stock-based compensation expense
Deferred income taxes
(Gain) loss on debt and equity securities, net
Other

Changes in assets and liabilities, net of effects of acquisitions:

Accounts receivable, net
Income taxes, net
Other assets
Accounts payable
Accrued expenses and other liabilities
Accrued revenue share
Deferred revenue
Net cash used in investing activities

Investing Activities
Purchases of property and equipment
Purchases of marketable securities
Maturities and sales of marketable securities
Purchases of nonmarketable securities
Maturities and sales of nonmarketable securities

Acquisitions, net of cash acquired, and purchases of
intangible assets

Other investing activities

Net cash used in investing activities

3 Financing Activities

Net payments related to stock-based award activities
Repurchases of stock

Proceeds from issuance of debt, net of costs

Repayments of debt

Proceeds from sale of interest in consolidated entities, net

Net cash used in financing activities

Effect of exchange rate changes on cash and cash equivalents

Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

Supplemental disclosures of cash flow information
Cash paid for income taxes, net of refunds

2023 2022
73,795 59,972
11,946 13,475
22,460 19,362
(7,763) (8,081)

823 5,519
4,330 3,483
(7,833) (2,317)
523 584
(2,143) (5,046)
664 707
3,937 3,915
482 (445)
525 367
101,746 91,495
(32,251) (31,485)
(77,858) (78,874)
86,672 97,822
(3,027) (2,531)
947 150
(495) (6,969)
(1,051) 1,589
(27,063) (20,298)
(9,837) (9,300)
(61,504) (59,296)
10,790 52,872
(11,550) (54,068)
8 35
(72,093) (69,757)
(421) (506)
2,169 934
21,879 20,945
24,048 21,879
19,164 18,892



AAII.COM/JOURNAL

balance sheetchangesattributable to operatingactivities.

Alphabet makes two types of adjustments to net
income. The first is noncash. These include depreciation,
deferred income and the gain or loss on investments.
None of these result in cash coming in or flowing out. For
example, the decrease in a server’s resale value does not
impact cash flow while Alphabet continues to own it.

Accounting rules require companies to include unre-
alized gains and losses on investments in reported net
income. These do not impact cash flow and thus are
adjusted for on the cash flow statement.

The second type of adjustment is balance sheet
changes. These frequently include changes in accounts
receivable and accounts payable. Increases in accounts
receivable are deducted from net income because they
represent invoices customers have yet to pay. Increases
in accounts payable are added to net income because they
represent amounts the company owes but has yet to pay
to its vendors.

2. Investing Activities

Beyond their day-to-day business operations, compa-
nies invest in themselves. Long-term expenditures are
made with the intent of boosting future revenues and
profits. As such, they are listed separately on the cash
flow statement.

The types of investments included in this section vary
by what a company does. Companies that are more capi-
tal intensive, such as industrial and construction compa-
nies, will spend heavily on equipment. Financial firms
make loans and invest in other companies.

Capital expenditures (capex) are typically the first line
item. Alphabet saysits capex includesland and buildings,
information technology assets, construction in progress,
leasehold improvements and furniture and fixtures.
Capexisrecorded onthe cash flow statement when money
is spent on such assets. Those assets are then depreciated
on the balance sheet and expensed on the income state-
ment over periods lasting from a few to many years. As
noted before, deprecation is a noncash expense.

Capex will be positive if a company sells a large asset
such as a building or disposes of several long-term assets
in a single year or quarter.

Cash spent on acquiring other companies is recog-
nized as an outflow. Divestitures of product lines and
business units are cash inflows.

Market securities pur-
chased or sold are gener-
ally listed here for most
companies. This differs
from the unrealized gains
and losses that impact net
income—they are adjusted

Cash spent on acquiring other
companies is recognized as
an outflow. Divestitures of
product lines and business
units are cash inflows.

for in the operating activities section of the cash flow
statement. Buying and selling securities impact cash
flow, while unrealized gains and losses do not.

Some transactions involving securities will appear
under cash flow from operations. These include secu-
rities bought or sold for trading purposes by financial
companies. Such activities are part of their normal busi-
ness operations. Companies that use derivatives to hedge
against commodity price fluctuations categorize them
as an operating cash flow activity. The key difference is
whether the securities are directly related to a firm's nor-
mal operations (e.g., to lock in oil prices) or are purchased
as alonger-term investment.

3. Financing Activities

The first two segments of the cash flow statement
focused on activities related to the company’s business
structure. This third section focuses on how the company
raises and distributes capital.

It can be helpful to think of this section in terms of
equity and debt. Equity is ownership interests sold to or
repurchased from shareholders. Debt includes long-term
loans taken, bonds issued and the repayment of either.

Proceeds from the sale of stock (either common or
preferred shares) increase cash from investing activities
since they bring cash into the company. The repurchase
of shares is a cash outflow from the company to share-
holders. Alphabet, for instance, spent more than $61.5 bil-
lion in 2023 buying back shares of stock.

Alphabetincludes net payments related to stock-based
award activities on its cash flow statement. This refers
to stock-based rewards that were settled in cash. Other
companies that rely on stock-based compensation may
include this line item on their cash flow statements.

On the liabilities side, companies can issue debt, pay
down debt or both. These are loans taken out to fund
the business. It is helpful to understand which direc-
tion cash is flowing. Proceeds from the issuance of debt
bring cash into a company. Repayments of debt are an
outflow because the company is paying its creditors
(bondholders).

4. Currency Translation

Beyond the three primary sections is the accounting
of any significant currency translation recognized by the
company. This shows the impact exchange rates had on
cash flow. The more a company operates outside the U.S.
and/or interacts with foreign companies, the proportion-
ately larger its currency translation will be. Currency
translation can be either positive or negative depending
on exchange rates.

There are accounting rules written to supervise how
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currency is translated. A separate line item, often called
“cumulative effect of exchange rate changes,” details
the effect of the currency exchange rate changes on the
company’s cash flow.

5. Net Cash Change

Near the bottom of the income statement is a line
showing the net cash change. It is often listed as “Net
increase (decrease) in cash and cash equivalents.” This
line item shows the difference between the cash the com-
pany held at the beginning of the reported period and the
amount that it holds at the reporting period’s end.

Alphabet incurred a $2,169 million increase in net
cash and cash equivalents for 2023. It is an informa-
tional figure affected by the timing of when cash flows
were recognized. The number matters less than how the
cash was generated (positive numbers) or spent (negative
numbers). Timing factors will affect this number. Posi-
tive cash flows from operating activities should be seen
repeatedly over several years with prudent decisions
made regarding investing and financing activities.

A goodrule of thumb is that a company should hold on
to enough cash to fund growth, weather cyclical down-
turns and reward shareholders. The amount of cash
should also be below a level that enables management to
make potentially bad decisions regarding expansion and
acquisitions.

On the last line of Figure 1, Alphabet lists how much
cash was spent on income taxes. This is purely informa-
tional for most individual investors.

Using the Cash Flow Statement to Calculate
Free Cash Flow

A useful metric derived from the cash flow statement
is free cash flow. Free cash flow is cash available to spend
on activities not directly related to the company’s ongo-
ing operations.

A business needs a certain level of funding to main-
tain its operating activities. There should also be enough
cash flow to maintain and upgrade fixed assets (facilities,
plants, machinery, computers, etc.) Any additional cash
flow is “free” to be used at management’s and the board of
directors’ discretion. Such amounts can be distributed as
dividends, used to repurchase stock, spent to expand the
business operations or be set aside for future use.

Free cash flow can be calculated by subtracting capi-
tal expenditures and dividends paid from cash flow from
operating activities.

Positive free cash flow protects a company from busi-
ness downturns. It also enables a company to maintain
its dividend and interest payments when income drops.
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Free cash flow may be negative because of bad man-
agement decisions, a poor business model, capex made
to grow the business or timing. Capex can be elevated
for a period of time as a company builds facilities to fund
expansion. Cyclical downturns or spending on product
development may also temporarily depress free cash flow.

Conversely, free cash flow can be positive for compa-
nies that are struggling. This occurs when expenses are
falling faster than sales. During such situations, less
money is spent on replenishing inventory, funding new
products and labor. This boosts cash flow in the short
termbutisnotsustainableifthebusinessisnotstabilized.

Applying Cash Flow Analysis in Investment
Decisions

The cash flow statement tells you whether a company
is realizing cash or burning through it. The former is
good while the latter is unsustainable.

A simple way to use the
cash flow statement is to
determine whether cash flow
from operating activities has
been mostly positive or nega-
tive over the past several years
(e.g., five to seven years). Then
look at or calculate free cash
flow to determine if it is posi-
tive or negative.

Youwill also want to look at the most recently reported
12-month period or calendar year to understand why free
cash flow is positive or negative. For example, it is not
unusual for retailers to have negative free cash flow dur-
ing their first quarter, as sales drop following the busy
holiday season. Companies less exposed to cycles, such as
Alphabet, will generally have more consistent cash flow
trends.

The cash flow statement also shows the impact of
changes on the balance sheet and income statement. For
example, if sales and income are rising, but cash flow
from operations is not, it may mean that customers are
slow to pay. m

A simple way to use the
cash flow statement is

to determine whether
cash flow from operating
activities has been mostly
positive or negative over
the past several years.
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