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In a statement of cash flows prepared by the indirect method, an increase in accounts receivable should be
recognized as a cash outflow. This adjustment is vital for accurately reflecting the company's cash position
during a specific period. Understanding how changes in accounts receivable impact the cash flows is essential
for financial analysts, accountants, and stakeholders aiming to interpret a company's liquidity and
operational efficiency correctly.

Understanding the Statement of Cash Flows and the Indirect
Method

What Is The Statement of Cash Flows?

The statement of cash flows is a financial statement that provides a detailed analysis of a company's cash
inflows and outflows over a specific period. It offers insights into the company's liquidity, operational
efficiency, and financial health by categorizing cash movements into three primary activities:

Operating activities

Investing activities

Financing activities

The Indirect Method Explained

The indirect method is one of the two primary approaches to prepare the cash flows from operating activities
section. It starts with net income, which is derived from the income statement, and then adjusts for non-cash
items and changes in working capital to arrive at net cash provided by or used in operating activities.

This method is widely used because it provides a clear link between net income and cash flows, highlighting the
adjustments necessary for non-cash expenses and changes in current assets and liabilities.

Impact of Accounts Receivable on Cash Flows

What Is Accounts Receivable?

Accounts receivable represents the amount of money owed to a business by its customers for goods or services
delivered but not yet paid for. It is classified as a current asset on the balance sheet and is a critical



component of working capital management.

Why Do Accounts Receivable Fluctuate?

Accounts receivable levels fluctuate due to various factors such as changes in credit policies, customer
payment behaviors, sales volume, and economic conditions. An increase in accounts receivable typically
indicates that a company is making more credit sales or experiencing delays in collections.

Effect of an Increase in Accounts Receivable on Cash Flows

Cash Flow Adjustments in the Indirect Method

When preparing the statement of cash flows using the indirect method, changes in current assets like accounts
receivable are adjusted to reconcile net income to net cash from operating activities. Specifically:

If accounts receivable increases during the period, it signifies that sales on credit have grown, but cash1.
has not yet been received.

This increase is subtracted from net income because it represents cash that has not been collected,2.
reducing actual cash flows.

Conversely, a decrease in accounts receivable would be added back to net income, indicating that cash3.
has been collected from previous credit sales.

Practical Example

Suppose a company reports net income of $100,000 for the period. During the same period, accounts receivable
increased by $20,000. In the cash flow statement prepared by the indirect method, this increase would be
reflected as:

Net income: $100,000

Less: Increase in accounts receivable: $20,000

Cash flows from operating activities: $80,000

This adjustment ensures that the cash flow statement accurately captures the cash impact of sales and
collections, not merely the accrual-based net income.

Implications of an Increase in Accounts Receivable

Operational Efficiency Concerns

An increase in accounts receivable might signal inefficiencies in the company's credit and collection policies. It
could indicate that customers are delaying payments or that the company is extending more credit than it can



effectively collect, potentially leading to cash flow problems.

Financial Health Indicators

While some increase in accounts receivable might be due to higher sales, sustained or significant increases
without corresponding cash collections can suggest liquidity issues. Stakeholders should analyze:

The company's accounts receivable turnover ratio

The days sales outstanding (DSO)

The aging schedule of receivables

Strategies to Manage Accounts Receivable Increases

To mitigate potential adverse effects, companies can implement strategies such as:

Strengthening credit policies to assess customer creditworthiness

Implementing prompt collection procedures

Offering discounts for early payments

Regularly reviewing aging receivables and following up with delinquent accounts

Impact on Financial Analysis and Decision Making

Assessing Liquidity

Analysts use the cash flow statement to evaluate a company's liquidity position. An increase in accounts
receivable, reflected as a cash outflow, might highlight potential liquidity constraints if not accompanied by
corresponding cash collections.

Impact on Cash Flow Forecasting

Understanding how accounts receivable fluctuations affect cash flows aids in more accurate forecasting and
planning. Companies can anticipate periods of tight liquidity and plan accordingly, such as arranging short-
term financing or adjusting operations.

Investor and Creditor Perspectives

Investors and creditors scrutinize the cash flow statement to assess whether a company generates sufficient
cash from operations to meet its obligations. Persistent increases in accounts receivable without adequate
cash collection may raise red flags about the company's operational health and credit risk.



Conclusion

In a statement of cash flows prepared by the indirect method, an increase in accounts receivable should be
reported as a decrease in cash flows from operating activities. Recognizing this adjustment is essential for
accurately depicting the company's cash position and operational efficiency. While increases in accounts
receivable can sometimes indicate growing sales, sustained or significant rises warrant careful analysis and
effective management to ensure ongoing liquidity and financial stability. Stakeholders should monitor these
changes closely and interpret them in conjunction with other financial metrics to make well-informed decisions.

Frequently Asked Questions

How does an increase in accounts receivable impact cash flows in the
indirect method of preparing a statement of cash flows?

An increase in accounts receivable reduces cash flows from operating activities because it indicates that more
sales are made on credit, decreasing cash received compared to net income.

Why is an increase in accounts receivable subtracted in the operating
activities section when using the indirect method?

Because it represents cash that has not yet been received, so it decreases the cash balance, and is therefore
subtracted from net income to reconcile it to actual cash flows.

In the context of the indirect method, what does a rise in accounts
receivable suggest about a company's cash position?

It suggests that the company has collected less cash relative to sales during the period, which can negatively
impact cash flow from operating activities.

Should an increase in accounts receivable be considered a positive or
negative adjustment in the cash flow statement using the indirect method?

It should be considered a negative adjustment because it indicates that the company has more sales on credit
and less cash received, reducing overall cash flows from operating activities.

How can a company improve its cash flows if it notices a significant increase
in accounts receivable in its indirect statement of cash flows?

The company can tighten credit policies, accelerate collections, or offer discounts for early payments to
reduce accounts receivable and improve cash inflows.

Additional Resources
Accounts Receivable: The Key to Cash Flow Clarity in the Indirect Method

---

Introduction



In the realm of financial analysis, the statement of cash flows stands as a fundamental document that offers
invaluable insights into a company's liquidity, operational efficiency, and overall financial health. Among the
three primary sections—operating, investing, and financing activities—the operating section often sparks the
most interest and complexity. This is especially true when preparing the statement via the indirect method, a
technique favored by many accountants for its simplicity and direct link to net income.

One critical aspect that can significantly influence the operating cash flows reported is the change in
accounts receivable. Specifically, an increase in accounts receivable during a reporting period is a common
scenario that can lead to misunderstandings if not interpreted correctly. This article delves into the nuances
of how an increase in accounts receivable impacts the cash flow statement prepared by the indirect method,
offering a comprehensive guide for financial professionals, students, and business owners alike.

---

Understanding the Statement of Cash Flows and the Indirect Method

What Is the Statement of Cash Flows?

The statement of cash flows provides a detailed account of a company's cash inflows and outflows over a
specific period. It categorizes cash activities into three sections:

- Operating Activities: Cash generated or used in core business operations.
- Investing Activities: Cash flows related to buying or selling long-term assets.
- Financing Activities: Cash flows from borrowing, repaying debt, or equity transactions.

The goal is to reconcile the beginning and ending cash balances, illuminating how the company’s operational
performance affects its liquidity.

The Indirect Method Explained

The indirect method is a widely used approach for preparing the operating activities section. It starts with net
income from the income statement and adjusts it for non-cash items and changes in working capital. This method
is favored because:

- It links directly to net income, making it easier to reconcile.
- It utilizes readily available data from the income statement and balance sheet.
- It provides insights into how changes in balance sheet accounts impact cash flow.

The core formula for the operating section under the indirect method is:

> Cash flows from operating activities = Net income + Non-cash expenses (like depreciation) +/- Changes in
working capital

---

The Role of Accounts Receivable in Cash Flows

What Is Accounts Receivable?

Accounts receivable (AR) represent amounts owed to a company by its customers for goods or services
delivered but not yet paid for. It appears as a current asset on the balance sheet and is a crucial component of
working capital management.

When a company makes a sale on credit, it recognizes revenue immediately, increasing accounts receivable. When
customers settle their bills, accounts receivable decrease as cash is received.

Why Do Changes in Accounts Receivable Matter?

Changes in accounts receivable directly influence the cash flows from operating activities because they reflect



the timing of cash collections relative to revenue recognition. An increase in AR suggests that more sales are
made on credit, but cash has not yet been received. Conversely, a decrease indicates that the company has
collected more cash from previous credit sales.

Understanding this relationship is vital for accurate cash flow analysis. An increase in AR is often
misunderstood if viewed solely from the income statement perspective, where revenue increases net income
regardless of cash inflows.

---

Impact of an Increase in Accounts Receivable on the Cash Flow Statement (Indirect Method)

The Core Principle

In preparing the statement of cash flows via the indirect method, adjustments are made to net income to reflect
cash effects. Since net income includes revenue earned on credit (which does not immediately generate cash), any
increase in accounts receivable must be deducted from net income to arrive at actual cash generated from
operating activities.

In simple terms:

> An increase in accounts receivable reduces cash flows from operating activities.

Step-by-Step Explanation

1. Start with Net Income: The process begins with the net income figure from the income statement.

2. Adjust for Non-Cash Items: Add back depreciation, amortization, and other non-cash expenses.

3. Adjust for Changes in Working Capital:

- For accounts receivable:
- If AR increases: subtract the increase from net income.
- If AR decreases: add the decrease to net income.

This adjustment ensures that the cash flow statement accurately reflects cash received versus revenue
recognized.

Practical Example

Suppose a company reports:

- Net income: $100,000
- Accounts receivable at the start of the period: $50,000
- Accounts receivable at the end of the period: $70,000

The change in AR:

> $70,000 (end) - $50,000 (beginning) = $20,000 increase

Implication:

- The $20,000 increase in AR indicates that the company made more sales on credit than it collected in cash.
- Therefore, in the cash flow statement, this increase is deducted from net income:

> Cash flows from operating activities = $100,000 (net income) - $20,000 (increase in AR) = $80,000

This adjustment correctly portrays the cash that was actually received during the period.



---

Comprehensive Overview of the Adjustment Process

| Scenario | Effect on Accounts Receivable | Effect on Cash Flows | Adjustment in Cash Flows |
|------------|------------------------------|----------------------|--------------------------|
| Increase in AR | Accounts receivable increases | Cash collections are less than revenue | Deduct the increase
from net income |
| Decrease in AR | Accounts receivable decreases | Cash collections are more than revenue | Add the decrease to
net income |

Significance of Proper Adjustment

Failure to adjust for increases in accounts receivable can lead to overstated operating cash flows, giving a
misleading picture of the company's liquidity. Conversely, recognizing decreases correctly ensures accurate
reflection of cash inflows from customers.

---

Broader Implications and Strategic Considerations

For Financial Analysis

- Liquidity Assessment: An increasing AR balance may indicate that a company is extending more credit to
customers, which could impact liquidity if not managed carefully.
- Efficiency Evaluation: Trends in AR can signal operational efficiency, collection effectiveness, or potential
cash flow issues.
- Comparative Analysis: When comparing companies or periods, understanding how AR fluctuations affect cash
flows enables more nuanced insights.

For Managers and Business Owners

- Credit Policy Impact: Tightening or relaxing credit policies can influence AR levels and, consequently, cash
flows.
- Working Capital Management: Monitoring AR helps optimize cash conversion cycles.
- Forecasting: Accurate adjustments for AR changes improve cash flow projections and financial planning.

---

Common Pitfalls and Clarifications

- Misinterpreting AR Changes: Confusing revenue growth with cash inflows can result in misjudging liquidity.
- Ignoring the Adjustment: Omitting the adjustment for AR increases leads to overstating cash flows.
- Timing Issues: Recognizing that AR changes are about timing differences between revenue recognition and cash
collection is crucial.

Summary

An increase in accounts receivable during a reporting period, when preparing the statement of cash flows via the
indirect method, should be deducted from net income in the operating activities section. This adjustment
accurately reflects the cash that has been earned but not yet collected, ensuring that the cash flow
statement provides a truthful depiction of the company's liquidity position.

Understanding this adjustment is essential for anyone involved in financial analysis, reporting, or management.
It underscores the importance of working capital management and highlights how seemingly straightforward
balance sheet changes have profound implications on cash flow interpretation.

---



Final Thoughts

In sum, the treatment of accounts receivable movements in the indirect method is a cornerstone of transparent
and accurate cash flow reporting. Recognizing that an increase in AR diminishes cash inflows from operations
allows financial professionals to present a clear, truthful picture of a company's ability to generate
cash—a vital element in strategic decision-making, investor confidence, and overall financial health
assessment.

By mastering these concepts, stakeholders can better navigate the complexities of cash flow analysis, ensuring
that financial statements serve as reliable tools for evaluating and guiding business performance.
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