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Nash Co. reported a net income of $150,000 for the fiscal year 2020. While
this figure provides a snapshot of the company's profitability, it does not
necessarily reflect the company's cash position or cash flow during the
period. To gain a comprehensive understanding of the company's liquidity and
cash management, the accountant must prepare a statement of cash flows. This
financial statement adjusts net income for non-cash transactions and changes
in working capital, revealing the actual cash generated or used by operating,
investing, and financing activities. In this article, we will explore the
detailed process involved in preparing the statement of cash flows, the key
adjustments required, and the significance of this statement for
stakeholders.

Understanding the Purpose of the Statement of
Cash Flows

Why is the Statement of Cash Flows Important?

The statement of cash flows is essential because it provides insight into the
company's liquidity, financial flexibility, and overall cash management.
Unlike the income statement, which records revenues and expenses based on
accrual accounting, the cash flow statement tracks the actual movement of
cash in and out of the business. This distinction helps stakeholders assess
whether the company generates enough cash to sustain operations, pay
dividends, and fund investments.

Components of the Cash Flow Statement

The cash flow statement is typically divided into three sections:



1. Operating Activities: Cash inflows and outflows from core business
operations.

2. Investing Activities: Cash flows related to the acquisition and disposal
of long-term assets like property, plant, and equipment.

3. Financing Activities: Cash flows from transactions with the company's

owners and creditors, such as issuing debt or equity and paying
dividends.

Preparing the Statement of Cash Flows: Key
Steps

1. Starting Point: Net Income

The process begins with the net income figure reported on the income
statement—in this case, $150,000 for 2020. Since net income is based on
accrual accounting, it includes non-cash revenues and expenses that need to
be adjusted to reflect actual cash flows.

2. Adjustments for Non-Cash Items

Non-cash items are added or deducted to reconcile net income to net cash
provided by operating activities. Common adjustments include:

» Depreciation and Amortization: These are non-cash expenses reducing net
income but not affecting cash.

e Gains or Losses on Sale of Assets: Gains increase net income but do not
represent cash inflows; losses decrease net income but are non-cash

expenses.

» Stock-Based Compensation and Other Non-Cash Expenses: These need to be
added back or subtracted as appropriate.

3. Changes in Working Capital

Working capital includes current assets and current liabilities. Changes in



these accounts impact cash flows, and adjustments are made accordingly:

e Accounts Receivable: An increase indicates cash collected is less than
sales; a decrease indicates cash collections are higher.

e Inventory: An increase suggests cash used for purchasing inventory; a
decrease indicates inventory was sold off.

e Accounts Payable and Accrued Expenses: An increase indicates delayed

payments, increasing cash; a decrease suggests payments made, reducing
cash.

4. Calculating Cash Flows from Operating Activities

After adjusting net income for non-cash items and working capital changes,
the resulting figure is the net cash provided by or used in operating
activities.

5. Analyzing Investing and Financing Activities

Next, the accountant examines cash flows from investing and financing
activities:

e Investing activities typically involve purchases or sales of assets like
equipment or investments.

e Financing activities include issuing or repurchasing stock, borrowing or
repaying debt, and dividend payments.

Practical Application: Hypothetical Example for
Nash Co.

Gathering Financial Data

To accurately prepare the cash flow statement, the accountant reviews various
financial documents, including:

e Balance sheet at the beginning and end of 2020



e ITncome statement for 2020

e Additional supporting schedules and notes

Sample Adjustments and Calculations

Suppose Nash Co. has the following additional data:

e Depreciation expense: $20,000

Gain on sale of equipment: $5,000

Increase in accounts receivable: $10,000

Decrease in inventory: $8,000

e Increase in accounts payable: $6,000

The adjustments would be applied as follows:

e Net income: $150,000

e Add depreciation: +$20,000

e Subtract gain on sale: -$5,000

e Adjust for working capital changes:
o Accounts receivable increase: -$10,000
o Inventory decrease: +%$8,000

o Accounts payable increase: +%6,000

Calculating Net Cash from Operating Activities

Applying these adjustments:



Net cash from operating activities = $150,000 + $20,000 - $5,000 - $10,000 +
$8,000 + $6,000 = $169,000

Interpreting the Cash Flow Statement Results

Significance for Stakeholders

The prepared cash flow statement provides key insights:

Is Nash Co. generating sufficient cash from operations?

Are the company’s investing activities leading to growth or decline?

How is the company financing its operations and investments?

Does Nash Co. have enough liquidity to meet short-term obligations?

Assessing Financial Health

Positive cash flows from operating activities suggest strong core business
performance. Conversely, significant outflows in investing activities might
indicate expansion efforts or asset sales. Financing activities reveal how
the company manages its capital structure.

Challenges and Considerations in Preparing the
Cash Flow Statement

Complex Transactions

Some transactions are complex and require careful analysis, such as lease
accounting, derivative instruments, or debt restructuring. Proper
classification and disclosure are vital.

Timing Differences



Differences between cash receipt/payment timing and recognition of
revenues/expenses can complicate adjustments, especially for companies with
seasonal or cyclical operations.

Use of Indirect Method

The indirect method is commonly used, starting with net income and adjusting
for non-cash items and working capital changes. Alternatively, the direct
method presents cash receipts and payments directly, but it is less prevalent
due to data collection complexities.

Conclusion: The Value of the Cash Flow
Statement for Nash Co.

In summary, while Nash Co. reported a net income of $150,000 for 2020, this
figure alone does not provide a complete picture of the company's financial
health. The accountant's role in preparing the statement of cash flows is
critical to understanding the company's liquidity position, operational
efficiency, and capacity to fund future growth. By systematically adjusting
net income for non-cash transactions and working capital changes, the
accountant crafts a transparent view of actual cash movements, enabling
management, investors, creditors, and other stakeholders to make informed
decisions. Ultimately, the cash flow statement complements the income
statement and balance sheet, serving as a vital tool in comprehensive
financial analysis.

Frequently Asked Questions

What is the significance of Nash Co. reporting a net
income of $150,000 for 20207

The net income of $150,000 indicates Nash Co.'s profitability for the year
2020, serving as a key indicator of its financial performance and
profitability.

How does the accountant prepare the statement of
cash flows using the net income reported by Nash
Co.?

The accountant adjusts the net income for non-cash items and changes in
working capital to accurately reflect cash inflows and outflows, thereby



preparing the statement of cash flows.

What are common adjustments made to net income when
preparing the cash flow statement for Nash Co.?

Common adjustments include adding back depreciation and amortization,
adjusting for gains or losses on sales of assets, and changes in accounts
receivable, inventory, and accounts payable.

Why is it important for Nash Co. to analyze its cash
flow even with a net income of $150,0007?

Analyzing cash flow helps determine the company's liquidity, ability to meet
obligations, and whether net income is translating into actual cash, which is
vital for financial health.

What role does the accountant's preparation of the
cash flow statement play in Nash Co.'s financial
reporting?

It provides stakeholders with insights into the company's cash management,

operational efficiency, and financial stability beyond what the income
statement reveals.

Could Nash Co. have positive net income but negative
cash flow? Why?

Yes, because net income includes non-cash revenues and expenses, and cash
flow is affected by actual cash movements; timing differences or large
investments can cause this discrepancy.

What specific line items in Nash Co.'s financial
statements would the accountant review when
preparing the cash flow statement?

The accountant reviews net income, depreciation, changes in working capital
accounts (accounts receivable, inventory, accounts payable), and gains or
losses on asset sales.

How can Nash Co. improve its cash flow management
based on the accountant's analysis of the cash flow
statement?

By identifying areas where cash is tied up, such as excess inventory or slow
receivables, Nash Co. can implement strategies to accelerate collections,



reduce expenses, or optimize inventory levels.

Additional Resources

Nash Co. Reported $150,000 Of Net Income For 2020. The Accountant, In
Preparing The Statement Of Cash Flows, faces the important task of
translating that net income into a comprehensive picture of cash movements
within the company. Understanding how net income connects to cash flows is
fundamental for stakeholders to gauge the company's liquidity, operational
efficiency, and overall financial health. This article offers an in-depth
guide to how accountants approach this process, breaking down the steps and
considerations involved in preparing the statement of cash flows for Nash Co.
based on their reported net income.

Understanding the Context: Net Income vs. Cash Flow

Before diving into the specifics of Nash Co.'s scenario, it's crucial to
understand the distinction between net income and cash flow:

- Net Income: The profit after all revenues and expenses (including non-cash
items like depreciation and amortization) are accounted for, as reported on
the income statement.

- Cash Flow: The actual movement of cash into and out of the business during
a period, as depicted in the statement of cash flows.

While net income indicates profitability, it doesn't necessarily reflect the
company's liquidity position. For example, sales made on credit increase net
income but do not impact cash immediately. Conversely, paying off liabilities
or purchasing assets reduces cash but might not affect net income in the same
period.

The Role of the Statement of Cash Flows

The statement of cash flows bridges the gap between net income and cash
position, categorized into three main sections:

1. Operating Activities: Cash flows from core business operations.

2. Investing Activities: Cash flows from buying or selling assets like
property, equipment, or investments.

3. Financing Activities: Cash flows related to borrowing, repaying debt,
issuing stock, or paying dividends.

For Nash Co., the accountant's task is to adjust the net income of $150,000
to reflect actual cash receipts and payments, ensuring a transparent view of
cash movements.



Step-by-Step Guide to Preparing the Statement of Cash Flows for Nash Co.
1. Start with Net Income

Begin with the reported net income:

- Net Income for 2020: $150,000

This figure is the foundation for the operating activities section.

2. Adjust for Non-Cash Items

Non-cash expenses and revenues must be added back or deducted because they
affect net income but do not impact cash:

- Depreciation and Amortization: Common non-cash expenses. For Nash Co.,
suppose depreciation expense was $30,000.

- Impairments or Write-downs: If any, adjust accordingly.

- Gains or Losses on Sale of Assets: For example, if Nash Co. sold equipment
at a gain, subtract that gain from net income.

Sample Adjustments:
| Item | Amount | Effect on Cash Flows |

| Depreciation Expense | $30,000 | Add back |
| Gain on Sale of Equipment | $10,000 | Subtract |

3. Analyze Changes in Working Capital
Working capital components influence cash flows:

- Accounts Receivable: An increase indicates cash outflow (more sales on
credit), so subtract the change.

- Inventory: An increase indicates cash outflow; a decrease indicates cash
inflow.

- Accounts Payable: An increase indicates cash inflow; a decrease indicates
cash outflow.

- Accrued Expenses: Similar to accounts payable, changes affect cash flows.

Example:
| Account | Change From 2019 to 2020 | Effect on Cash Flow | Explanation |
| Accounts Receivable | +$20,000 | Deduct | More sales on credit, less cash

received |
| Inventory | +%$15,000 | Deduct | Increased inventory purchase |



| Accounts Payable | +$10,000 | Add | Delay in payments, more cash retained |
4. Calculate Cash Flows from Operating Activities

Sum the net income, adjust for non-cash items, and account for changes in
working capital:

Net Cash from Operating Activities =

Net Income + Non-cash expenses - Non-cash gains + Decrease in working capital
+ etc.

Using the example numbers:

$150,000 + $30,000 (depreciation) - $10,000 (gain) - $20,000 (AR increase) -
$15,000 (inventory increase) + $10,000 (AP increase) =

$150,000 + $30,000 - $10,000 - $20,000 - $15,000 + $10,000 =
$145,000

5. Assess Investing Activities

Identify cash inflows and outflows related to investments:

- Purchases of Property, Plant, and Equipment (PP&E): Cash outflows.

- Proceeds from Sale of Assets: Cash inflows.

- Purchase or Sale of Investments: Bonds, securities, or other investments.

Example:

- Purchased equipment costing $50,000.
- Sold old equipment for $20,000.

Net cash used in investing activities:

$20,000 (sale) - $50,000 (purchase) = -$30,000

6. Evaluate Financing Activities

Look at changes in debt and equity:

Proceeds from Borrowings: Cash inflow.
Repayments of Debt: Cash outflow.
Issuance of Stock: Cash inflow.
Dividends Paid: Cash outflow.

Example:

- Borrowed $40,000.



- Paid dividends of $20,000.
- Repaid $10,000 of debt.

Net cash from financing activities:

$40,000 (borrowed) - $20,000 (dividends) - $10,000 (debt repayment) = $10,000

7. Summarize and Reconcile
Combine all three sections to determine the net change in cash:

| Section | Cash Flow | Cumulative Effect |
===

| Operating Activities | $145,000 | |
| Investing Activities | -$30,000 | |
| Financing Activities | $10,000 | |
| Net Increase in Cash | $125,000 | |

Add this to the beginning cash balance to arrive at the ending cash balance.

Additional Considerations for Nash Co.'s Scenario

Handling Non-Recurring Items

If Nash Co. had one-time gains or losses, these should be adjusted to reflect
ongoing operations. For example, if the $10,000 gain on sale of equipment was
non-recurring, the accountant might exclude it from operating cash flows to
provide a clearer picture of core operations.

Analyzing Cash Flow Ratios

Post-preparation, Nash Co.'s accountant might evaluate ratios such as:

- Operating Cash Flow Ratio: Operating cash flow / current liabilities.

- Free Cash Flow: Operating cash flow - capital expenditures.

- Cash Return on Assets: Operating cash flow / average total assets.

These ratios aid in assessing liquidity and operational efficiency.

Impact of Changes in Accounting Policies

If Nash Co. adopted new accounting standards or changed depreciation methods,

these adjustments could influence cash flow calculations. The accountant must
ensure consistency and transparency.



Final Thoughts: The Significance of Accurate Cash Flow Reporting

Preparing the statement of cash flows from net income, especially for a
company like Nash Co., is a nuanced process. It requires a thorough
understanding of the company's transactions, non-cash items, and working
capital fluctuations. The goal is to produce a statement that accurately
reflects how cash is generated and used, enabling stakeholders to make
informed decisions.

For Nash Co., reporting a net income of $150,000 is a positive indicator, but
stakeholders will look closely at the cash flow statement to assess the
company's liquidity position, operational health, and ability to sustain
growth or meet obligations.

Summary Checklist for Nash Co.'s Accountant

- Start with net income.

- Adjust for non-cash expenses (depreciation, amortization).

- Remove non-cash gains and losses.

- Analyze changes in working capital components.

- Detail cash flows from investing activities.

- Detail cash flows from financing activities.

- Reconcile to calculate net change in cash.

- Review and interpret the final cash flow statement in context.

By following this structured approach, Nash Co.'s accountant can produce a
clear, comprehensive statement of cash flows that complements the income
statement and balance sheet, providing a full picture of the company's
financial health in 2020.

In conclusion, preparing the statement of cash flows from Nash Co.'s reported
net income involves a detailed process that transforms accrual-based profits
into a real-world view of cash movements. This process is critical for
effective financial analysis and for stakeholders to understand the company's
true liquidity and operational sustainability.
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