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Preparing the operating activities section of the statement of cash flows is
a fundamental component of financial reporting, providing insights into a
company's cash-generating ability from core business operations. The
Johannesburg Stock Exchange (JSE) emphasizes the use of the indirect method
for this purpose, aligning with international accounting standards and best
practices. This article explores the intricacies of the indirect method, its
application on the JSE, and how companies can effectively prepare this vital
financial statement section.

Understanding the Statement of Cash Flows and
Its Significance

Before delving into the indirect method, it is essential to grasp the purpose
and structure of the statement of cash flows.

What Is the Statement of Cash Flows?

The statement of cash flows is a financial statement that provides a detailed
account of a company's cash inflows and outflows during a specific period. It
categorizes cash movements into three sections:

e Operating activities

e Investing activities

e Financing activities

This statement helps stakeholders assess the company's liquidity, solvency,
and overall financial health.

The Importance of the Operating Activities Section

The operating activities section reveals how much cash is generated from core



business operations, excluding financing and investing activities. It
indicates whether the company can sustain operations, pay dividends, and
reinvest in growth.

Overview of the Indirect Method

The indirect method is one of two primary approaches to preparing the
operating activities section, the other being the direct method.

Definition and Rationale

The indirect method starts with net income from the income statement and
adjusts it for non-cash items and changes in working capital to derive cash
flows from operating activities.

Key reasons for using the indirect method include:

1. It is easier to prepare as it relies on readily available data from the
income statement and balance sheet.

2. It provides a reconciliation between net income and net cash flows,
enhancing transparency.

3. It is the preferred method under most accounting standards, including
IFRS and the JSE’s reporting requirements.

Comparison with the Direct Method

While the direct method records actual cash receipts and payments, it is
often more complex to prepare due to the detailed data required. The indirect
method, being more straightforward, is more widely adopted, especially on the
JSE.

Step-by-Step Process to Prepare the Operating
Activities Section Using the Indirect Method

Preparing this section involves a systematic approach, starting from net
income and making adjustments for non-cash items and changes in working
capital.



Step 1: Begin with Net Income

Start with the net profit or loss for the period, as reported on the income
statement.

Step 2: Adjust for Non-Cash Items

Add back or subtract non-cash expenses and revenues, including:

Depreciation and amortization

Impairment losses

Provision for doubtful debts

Losses or gains on sale of assets (adjusted separately in investing
activities)

Step 3: Adjust for Changes in Working Capital

Changes in current assets and current liabilities impact cash flows and
should be adjusted as follows:

e Increase in current assets (e.g., accounts receivable, inventory)
decreases cash, so subtract
e Decrease in current assets increases cash, so add

e Increase in current liabilities (e.g., accounts payable) increases cash,
so add

e Decrease in current liabilities decreases cash, so subtract

Step 4: Consider Other Operating Activities

Include cash flows from operating activities not captured by net income, such
as deferred taxes or unusual items, ensuring they are properly classified.

Step 5: Summarize to Derive Net Cash Provided by
Operating Activities

After adjustments, sum all the figures to arrive at the net cash flow from



operating activities.

Application of the Indirect Method in JSE-
Listed Companies

The JSE mandates that listed companies prepare their financial statements in
accordance with IFRS, which endorses the indirect method for the statement of
cash flows.

Compliance with JSE and IFRS
Most JSE-listed companies follow IFRS standards, specifically IAS 7 -

Statement of Cash Flows, which permits the indirect method and emphasizes the
importance of reconciliation between net income and cash flows.
Key compliance points include:
1. Providing a clear reconciliation of net income to net cash flows from
operating activities.

2. Disclosing significant non-cash transactions separately.

3. Ensuring consistency in reporting periods.

Benefits for JSE Investors and Stakeholders

Using the indirect method offers stakeholders:

e Greater insight into how net income translates into actual cash flows.
e Enhanced transparency regarding changes in working capital.

e Ease of comparison across companies due to standardized reporting
practices.

Best Practices for Preparing the Operating
Activities Section Using the Indirect Method



To ensure accuracy and compliance, companies should adhere to best practices.

Maintain Detailed Supporting Schedules

Maintain schedules for:

e Depreciation and amortization
e Changes in receivables, payables, inventories

e Non-cash transactions

Use Reliable Data Sources

Leverage accounting software and internal controls to ensure data integrity.

Consistency and Clarity

Apply consistent methods across periods and clearly disclose adjustments and
significant items.

Regular Training and Updates

Ensure finance teams stay updated on IFRS changes and JSE reporting
requirements.

Common Challenges and How to Overcome Them

While the indirect method simplifies cash flow preparation, companies may
face challenges such as:

1. Reconciling Net Income with Cash Flows

Solution: Use detailed schedules and supporting documentation to track
adjustments accurately.

2. Handling Complex Non-Cash Transactions

Solution: Properly classify and disclose significant non-cash activities,
such as leasing or debt restructuring.



3. Managing Changes in Working Capital

Solution: Regularly monitor and analyze working capital components for timely
updates.

Conclusion

The indirect method remains the most practical and widely accepted approach
for preparing the operating activities section of the statement of cash
flows, especially for JSE-listed companies adhering to IFRS standards. Its
reliance on readily available financial data, combined with its transparency
and ease of comparison, makes it an invaluable tool for financial reporting.
By following structured steps, maintaining detailed supporting documentation,
and ensuring compliance with JSE and IFRS requirements, companies can produce
accurate, insightful cash flow statements that effectively communicate their
operational cash-generating capacity to stakeholders.

Investors, analysts, and regulators increasingly rely on these disclosures to
assess corporate health and sustainability, underscoring the importance of
mastering the indirect method in financial reporting practices.

Frequently Asked Questions

What is the primary purpose of the indirect method
in preparing the operating activities section of the
cash flow statement?

The primary purpose of the indirect method is to reconcile net income to net
cash provided by operating activities by adjusting for non-cash items and
changes in working capital, providing a clearer picture of cash flows from
operations.

How does the indirect method differ from the direct
method in preparing the cash flows from operating
activities?

The indirect method starts with net income and adjusts for non-cash expenses
and changes in working capital, whereas the direct method reports actual cash
receipts and payments from operating activities directly.

What are common adjustments made when using the
indirect method for the operating activities



section?

Common adjustments include adding back depreciation and amortization,
subtracting gains on sales of assets, and adjusting for changes in accounts
receivable, inventory, accounts payable, and other working capital
components.

Why do most companies prefer the indirect method
over the direct method for the operating activities
section?

Most companies prefer the indirect method because it is easier to prepare, as
it uses readily available information from the income statement and balance
sheet, and it provides insight into the reasons for changes in cash flows.

Are there any specific disclosures required when
preparing the operating activities section via the
indirect method?

Yes, companies must disclose the reconciliation of net income to net cash
provided by operating activities, including details of significant non-cash
transactions and adjustments made in the reconciliation process.

How does understanding the indirect method benefit
financial statement users?

Understanding the indirect method helps users interpret the company's cash
flow health, assess operational efficiency, and analyze the reasons behind
changes in cash flows from operating activities.

What are some common challenges faced when preparing
the operating activities section using the indirect
method?

Challenges include accurately identifying non-cash items, adjusting for
changes in working capital, and ensuring consistency in calculations,
especially with complex transactions or incomplete records.

Is the indirect method required by accounting

standards for preparing the cash flow statement?
While both the indirect and direct methods are acceptable, most accounting

standards, including IFRS and US GAAP, permit the indirect method and often
recommend its use due to ease of preparation and informational value.
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Introduction

The preparation of the Statement of Cash Flows is a fundamental aspect of
financial reporting, providing insights into a company’s liquidity, solvency,
and financial flexibility. Among the three primary methods for preparing this
statement—direct, indirect, and hybrid-the indirect method is the most widely
used, especially for companies listed on stock exchanges like the
Johannesburg Stock Exchange (JSE). This detailed review delves into the
intricacies of employing the indirect method to prepare the operating
activities section of the statement of cash flows, highlighting its
advantages, step-by-step procedures, and best practices.

Understanding the Statement of Cash Flows
Purpose and Significance

The statement of cash flows offers a clear view of how cash is generated and
used within a company during a specific period. It helps stakeholders assess
the company's ability to generate cash, meet obligations, and fund growth
initiatives. The statement is divided into three primary sections:

- Operating activities
- Investing activities
- Financing activities

This review focuses exclusively on the operating activities section, which
captures the core revenue-generating operations of the business.

The Indirect Method: An Overview
Definition and Rationale

The indirect method starts with net income from the income statement and
adjusts it for non-cash items and changes in working capital. Its popularity
stems from several advantages:

- Ease of preparation: It utilizes readily available data from the income
statement and balance sheet.

- Reconciliation clarity: It provides a clear link between net income and
cash flows from operating activities.



- Reduced complexity: It avoids the need to reconstruct cash receipts and
payments on a transaction-by-transaction basis, as required in the direct
method.

Regulatory and Reporting Standards

Under IFRS (International Financial Reporting Standards) and US GAAP,
companies are permitted-and often required—to present the operating
activities section of the cash flow statement using the indirect method,
unless explicitly opting for the direct method.

Step-by-Step Process to Prepare the Operating Activities Section Using the
Indirect Method

1. Start with Net Income

Begin with the net income figure from the income statement for the reporting
period. This serves as the baseline for adjustments.

2. Adjust for Non-Cash Items

Non-cash expenses and income are added back or deducted because they affect
net income but do not impact cash flows:

- Depreciation and amortization: Add back non-cash depreciation expenses.

- Impairment losses: Add back impairment charges that do not involve cash.
- Provision for doubtful debts: Adjust for provisions, if applicable.

- Losses and gains on sale of assets: Remove gains or losses resulting from
investing activities to avoid double counting.

3. Adjust for Changes in Working Capital
Working capital components are adjusted to reflect cash inflows or outflows:

- Increase in current assets (excluding cash): Deduct from net income (e.g.,
accounts receivable, inventory).

- Decrease in current assets: Add to net income.

- Increase in current liabilities: Add to net income (e.g., accounts payable,
accrued expenses).

- Decrease in current liabilities: Deduct from net income.

These adjustments reflect timing differences and accruals that impact cash
but are not captured in net income.

4. Incorporate Other Operating Items
Any other operating cash flows not captured elsewhere, such as deferred tax

adjustments or non-operating expenses, should be reviewed and adjusted
accordingly.



Detailed Breakdown of Adjustments

| Adjustment Type | Effect on Cash Flows | Explanation |

| Depreciation and amortization | Add back | Non-cash expenses reducing net
income |

| Gains on sale of assets | Deduct | Gains increase net income but are
investing activities |

| Losses on sale of assets | Add back | Losses decrease net income, but do
not affect cash flows |

| Provision for doubtful debts | Add back | Non-cash expense affecting net
income |

| Increase in accounts receivable | Deduct | Represents cash not yet received

Decrease in accounts receivable | Add back | Cash collected from customers

Increase in inventory | Deduct | Use of cash to purchase inventory |
Decrease in inventory | Add back | Inventory sold, generating cash |
Increase in accounts payable | Add back | Delay in cash payments, improving
cash position |

| Decrease in accounts payable | Deduct | Cash paid to suppliers |

| Increase in accrued expenses | Add back | Expenses accrued but not yet paid
|

| Decrease in accrued expenses | Deduct | Cash paid for previously accrued
expenses

Practical Application: A Comprehensive Example
Suppose a company reports the following data for the year:

- Net income: R500,000

- Depreciation: R50,000

- Gain on sale of equipment: R20,000

- Increase in accounts receivable: R30,000
- Decrease in inventory: R10,000

- Increase in accounts payable: R15,000

The operating activities section using the indirect method would be prepared
as follows:

Step 1: Start with net income:
- R500,000

Step 2: Adjust for non-cash items:



- + R50,000 (depreciation)
- — R20,000 (gain on sale of equipment)

Step 3: Adjust for working capital changes:

- — R30,000 (increase in receivables)
- + R10,000 (decrease in inventory)
- + R15,000 (increase in payables)

Step 4: Calculate net cash provided by operating activities:
- R500,000 + R50,000 — R20,000 — R30,000 + R10,000 + R15,000 = R525,000

This figure represents the net cash generated from core operating activities
during the period.

Best Practices and Common Pitfalls
Best Practices

- Maintain detailed schedules: Keep detailed records of working capital
components and non-cash items for accurate adjustments.

- Consistent application: Apply consistent adjustment methods across periods
for comparability.

- Reconcile net income and cash flows: Ensure that all adjustments are
accounted for to produce an accurate cash flows figure.

- Use supporting schedules: Prepare sub-schedules for changes in working
capital to facilitate review and audit.

Common Pitfalls to Avoid

- Ignoring non-cash items: Omitting depreciation or amortization adjustments
leads to inaccuracies.

- Misclassifying items: Failing to distinguish between operating, investing,
and financing activities can distort cash flow statements.

- Overlooking non-operating gains/losses: Gains or losses on asset sales
should be removed from operating cash flows.

- Neglecting the impact of working capital: Changes in receivables, payables,
and inventories significantly influence cash flows and must be carefully
analyzed.

Advantages of Using the Indirect Method

- Cost-effectiveness: Requires less detailed tracking of cash transactions
compared to the direct method.

- Ease of preparation: Leverages existing financial data, simplifying the
process.



- Useful for internal analysis: Provides insight into how net income
translates into cash flow.

- Facilitates reconciliation: Offers a clear link between accrual-based net
income and cash basis cash flows.

Limitations and Considerations

- While popular, the indirect method does not show actual cash receipts and
payments, which can be less informative for some users.

- Companies should ensure transparency by providing supplementary
disclosures, such as a direct method reconciliation, if required.

Conclusion

The indirect method remains a vital approach for preparing the operating
activities section of the statement of cash flows, especially within the
context of JSE-listed companies and other entities adhering to IFRS or US
GAAP standards. Its strengths lie in simplicity, efficiency, and the ability
to reconcile net income with cash generated from core operations.

By thoroughly understanding each step—starting from net income, adjusting for
non-cash items, and accounting for changes in working capital-companies can
produce accurate and insightful cash flow statements. Such statements not
only fulfill regulatory requirements but also enhance transparency and
stakeholder confidence in financial reporting.

Adopting best practices, maintaining detailed schedules, and being vigilant
about common pitfalls will ensure the integrity of the cash flow statement
and support effective financial analysis and decision-making.
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