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By Dexter Braff

Go With the Flow

Find Out How to Use the Cash-Flow Statement to
Best Analyze Your Company’s Most Vital Asset

ASH FLOW IS PERHAPS the greatest concem to

home medical equipment (HME) companies. Unfor-
tunately, of the three primary financial statements
generally prepared by accountants—the balance sheet,
income statement and statement of cash flow—the cash-
flow statement is the least understood and hence the most
overlooked. However, with a basic understanding of this

statement, preat insight can be gained into what is
essentiafly the company’s lifehlood—cash flow.

The cash-flow starement is vital because it cap-
tures, In ene place, the cash-flow impact of the firm’s
operafons and its mvestng and financing activities,
The statement is accordingly broken down ino three
categories—eash flow from operarions, cash flow
from investing acrivines and cash flow [rom [mancing
activities.

Gash Flow From Operations

THIS PORTION OF THE STATEMENT represents
the cush How resulting from the company’s primary
function, which forour purposes is the sale and rental
of HME products and services.

Positive cash llow from operations is generated
when billings collected are grearer than expenses dis-
bursed. Operanonal cash flow can be negative as well,
perhaps due to losses from operatons. Negarve cash
[low can also result from exceedmgly rapid yet prol
itahle growth, in which expenses must be paid before
receivables are collected.

Since this ovpe of cash flow comes from the compa-
ny’s profits, it requires the greatest serutiny, Unform-
nately, the operadons portion of the cash-flow stare-
ment can be confusing becanse, for firms using aceru-

al-based accounting, it includes what
seem to be untelated enmies for
depreciation and changes in various
working capital accounts | (cument
assets and labilides). The diffhculy
stems from the face that, in preparing
the smtement, operating cash flow
begins with accrual-based net income,
which must then be adiusfed to rellect non-cash
entries, accrned bue uncollected revenue, accrued bur
unpaid expenses, and other changes in worldng capi-
tal accounts,

Net Income 550,000
Adjustments to Reconcile

Net Income to Net Gash

Provided by Operating Activities:

Depreciation $10,000
Increase in Accounts Receivable {340.,000)
!rgw in Apcounts Payable %@,I_I_Il_
Net Cash Provided by

Operating Activities 525,000

Consider the ahove example of a starement of cash
flow. The company’s net income of $50,000 is net of
the depreciation espense of $10.000. Since de-
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The cash-flow statement is
vital because it captures, in
one place, the cash-flow
impact of the firm’s
operations and its investing
and financing activities.

preciarion is a non-cash expense (the company does
not actually disburse: funds for deprecianon), the net
income must be increased by S10.000. Note that
depreciation does not sctually provide cash—iris sim-
ply a reconciling entry.

The next adjusting entry indicsies that accounis
recavable has increased by $40.000. This incresse
requites a like deduction o
reflect the fact thar accrual-
based ner income includes
£40,000 of mownue that was
booked but nor collecred. Had
accounts receivable decreused,
the reconciling entry  would
be positve to reflect cash col-
lected.

Following similar logic, a
L5000 morease in accouants
payahle requires a $3,000 addition w0 cash [low 1w
reflect the Get that, although net meome is reported
after this expense, it has not vet-been paid. Again, had
accounts pavable decreased, the reconciling enrry
would be negative to reflect cash dishursed.

The sam of net income, depreciation and the rec-
onciliaton of all working capial accounis represents
the total cash generated by the company’s operating
ACOVINES.

Cash Flow From Investing Activities

THIS TYPE OF CASH FLOW penerally reflects the
acquisition o non-current assets. For HME compa-
nies, these assets might include rental equipment,
vehicles, fumniture and Bxtures, leaschold improve-
ments and buildings. As investmenss that provide
benetits for many years, rhese expenses are not imme-
diately reflected on the company’s income statement
Rather, they are recognized over rime through depreci-
ation. However, because they do require cash, such
acquisinons canse a reduction of cash ow

Cash Flow From Financing Activities
THIS REPRESENTS THE CASH FLOW resulting from
berrowings and  equiry—the company’s  primary
sources of capital. Increases in debr or the sale of stock
during the peried, which are not rellected In operating
riet income; add to the company’s cash tlow. Repay-
mint of debt or the payment of dividends, which ure
also not reflected in opemating income, reduce cash
flow. The aseregate of these different rvpes of cash
How represents the ner cash from fnancing activities,
The statement of cash flow combines cash from
operations and investing and financing activities, the
aggregaie of which reconciles cash at the beginning of
the pened 1o cash at the end of the period. With this
statement, HME companies can hegin to understand
why it 15 possible to be profitable and short of cash ar
the sume time. Perhaps substannal revenue—and
hence income—has not been collected, as evidenced
bv an morease in accounts receivable. Perhaps sub-
stantiall ¢ash has been wsed o pay down pror
accounts payable, as evidenced by a decrease in

accounts fkﬁ)‘ﬂhi-‘-‘-

Y o These evenrs would

St?;gmﬂ;t[ﬁif flow ’ gs:nunu:m; stihse-

HHII]IE]IIES quent reducnon in

can begin to understand s flow from o
why it is possible to be '

profitable and short of
cash at the same time.

Crrical  insight
e where cash is
coming from and
where it 15 going
can be gained from
the cash-flow statement. As such, it is an extremely
valuable wol that deserves close scrutiny. HC
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