
ACCOUNTING III
Cash Flow Statement

& Linking the 3 Financial Statements
Spring 2019 Comp 

Week 6



Outline for Today
I. A Quick Recap

1) Income Statement
2) Balance Sheet
3) Debt vs. Equity

II. Cash Flow Statement
1) What it is
2) Cash Flow from Operations
3) Cash Flow from Investing Activities
4) Cash Flow from Financing Activities
5) Why is it important

III. Linking the 3 Statements
1) How they fit together
2) Some examples

IV. Accounting: The Big Picture



Income Statement
1) (+) Revenues
2) (-) Cost of Goods Sold (COGS)
3) = Gross Profit
4) (-) Operating Expenses

a. Research & Development
b. Selling, General, & Administrative
c. Depreciation & Amortization

5) = Operating Profit
6) (-) Other

a. Non-recurring
b. Interest

7) (-) Taxes
8) = Net Income



Balance Sheet
A company has to pay for all the things it has (assets) by either 

borrowing money (liabilities) or getting it from shareholders 
(shareholders' equity).



ASSETS

The stuff that a company has

More precisely: resources that bring 
future economic benefit: either the 

prospect of future cash inflows or the 
prevention of future cash outflows. 



Cash (and Equivalents)
Accounts Receivable
Inventory & Supplies

Short-term investments
Long-term investments

Property, Plant & Equipment
Intangibles

(incl. Goodwill)
Land 

Most liquid

Least liquid



LIABILITIES

The stuff that a company owes to others

More precisely: A probable future economic 
sacrifice resulting from a current or past event



EQUITY

The “book value” of the company

What remains when the liabilities are 
subtracted from assets



Debt vs. Equity Financing
A company can acquire assets either by:
1. Taking on debt
2. Issuing equity

So which is the better option?

The answer is “it depends”, as each comes with pros and cons.



Debt vs. Equity Financing
Advantages Disadvantages

Debt

• Lender has no say in how to run 
company

• Interest is tax deductible
• Principal and interest are known 

amounts
• Leverage

• Money must be paid back in fixed 
amount of time

• Possibility of default if weak cash 
flow

• Equity financing more difficult
• Leverage

Equity

• No fixed amounts to pay back
• Investors often have long-term 

views
• Often faster than getting a loan
• No requirement to pay back if 

business fails

• “Cost of equity” usually higher
• Give up percentage of ownership 

(dilution)
• Investors have a say in how to run 

company



The Power of Leverage
Suppose ABC company has $100 in Equity (and thus $100 in 

assets) and will make a 20% return this year

Scenario 1: No leverage
• Return accrues to Equity ($120) for a return of 20%

Scenario 2: With leverage
• ABC company takes on $100 loan, for total assets of $200
• 20% increases total assets to $240
• Now Equity = Assets – Liabilities = $240 - $100 = $140
• Return on Equity is 40% (not incl. interest) 

*Note: leverage also works in the other direction! See: LTCM, 
Washington Mutual (2008), Toys ‘R Us 







CASH FLOW 
STATEMENT



What is it?
The cash flow statement summarizes all of the inflows and 

outflows of cash from ongoing operations and from external 
investments over an accounting period

Essentially, the cash flow statement “corrects” everything that 
was recorded on an accrual accounting basis (i.e. on the 
income statement and balance sheet)

As its name suggest, it is a true representation of the cash flows
of a business



Cash Flow Statement
The cash flow statement starts with net income, which is a first 

approximation of the cash flow.

Then, we make all of our “corrections” by recording the changes 
in cash flow from operations, investing, and financing.

Why should we care about making these “corrections”?



Cash Flow Statement
1) Cash flow from Operations

a. Net Income
b. (+) D&A
c. (+/-) Changes in working capital

2) Cash flow from Investing Activities
a. (-) Capital Expenditures
b. (+/-) Investments

3) Cash flow from Financing Activities
a. (-) Dividends
b. (+/-) Sale/Purchase of Stock
c. (+/-) Net borrowings

4) = Net change in cash



Cash Flow from Operations
1) Cash flow from Operations

a. Net Income
b. (+) D&A
c. (+/-) Changes in working capital

Start with Net Income, which is a rough approximation of the 
operating cash flow during an accounting period

However, we must make a couple corrections:
1) Add back D&A, since these weren’t cash expenses
2) Adjust for changes in working capital

a. *Working Capital  = Current assets – current liabilities
b. E.g. if inventory increased, then we used cash to purchase it
c. E.g. if accounts receivable decreased, then we received cash
d. E.g. if accounts payable decreased, then cash decreases since we paid off items 

bought on credit



Cash Flow from Investing
2) Cash flow from Investing Activities

a. (-) Capital Expenditures
b. (+/-) Investments

These are cash flows related to either a company’s capital stock 
or investments in financial markets
1) Capital Expenditures

a. Purchase (or sale) of capital assets
b. This is what depreciation adjusts for

2) Investments
a. General investments, such as purchase/sale of another 

company’s stock or debt—treat this as constant 



Cash Flow from Financing
3) Cash flow from Financing Activities

a. (-) Dividends
b. (+/-) Sale/Purchase of Stock
c. (+/-) Net borrowings

These are cash flows related to a company raising capital and 
repaying investors
1) Dividends

a. Recurring cash payments to equity holders
2) Sale/Purchase of Stock

a. Companies sell shares of stock to raise money, or buy 
back their shares if they think it’s undervalued

3) Net borrowings
a. Companies also issue debt to raise money, but they 

eventually need to pay back the principal



Why is the Cash Flow Statement 
Important?

The cash flow statement gives investors a good idea of:

1) Gives us best sense of liquidity
2) Demonstrates changes in assets, liabilities, and equity
3) Improved comparability of firm’s operating performance by 

eliminating subjectivity

Just remember this- cash is king.  Ultimately, every company’s 
goal is to generate cash flow.  The cash flow statement gives an 
objective view of a company’s short-term financial health.



Linking the Financial Statements
We’ve covered all 3 of the financial statements

Now we will understand how they all work together to give us a 
comprehensive view of a business



Linking the Financial Statements



Linking the Financial Statements
1) Income Statement 

1. Revenues minus expenses to get Net Income
2) Cash Flow Statement

1. Net Income becomes top line of the Cash Flow Statement
2. Add back non-cash charges like D&A, and make adjustments for 

changes in working capital to get Cash Flow from Operations
3. Take into account all Investing and Financing activities, and end up 

with Net Change in Cash
3) Balance Sheet

1. Assets: Cash equals beginning cash balance plus Net Change in Cash, 
any changes to PP&E from CapEx

2. Liabilities: Any changes from Investing/Financing Activities
3. Equity: Net Income enters as Retained Earnings  
4. Make sure you’re balanced! (Assets = Liabilities + Equity)



Example #1
Suppose D&A increases by $100
-Assume a tax rate of 40%
Walk me through the 3 financial statements

Anybody want to give it a shot?



Example #1
Suppose D&A increases by $100
-Assume a tax rate of 40%
1) Income Statement 

1. D&A expense increases by $100
2. Tax expense reduced by $40 (= $100*40%, we no longer have to 

pay this since our profit dropped)
3. Net Income down by $60

2) Cash Flow Statement
1. Start with Net Income of -$60
2. Add back D&A of $100 since it was a non-cash expense
3. Cash up $40 (this is what you saved on taxes)

3) Balance Sheet
1. Assets (-$60): Cash up $40, PP&E down $100 due to D&A
2. Equity (-$60): Retained Earnings down $60



Example #2
Suppose company buys $100 plant with cash on Dec. 31
-Assume depreciation over 5 yrs. and a tax rate of 40%
Walk me through the 3 financial statements this year and next 

year

Anybody want to give it a shot? 



Example #2: This year
Suppose company buys $100 plant with cash on Dec. 31
-Assume depreciation over 5 yrs. and a tax rate of 40%
1) Income Statement 

1. No effect, buying PP&E (CapEx) is not tax deductible
2) Cash Flow Statement

1. Start with Net Income of $0 at top
2. Cash flow from investing activities (CapEx) falls by $100
3. Net change in cash is -$100

3) Balance Sheet
1. Assets (No change): Cash down $100, PP&E up $100
2. Liabilities & Equity (No change): Purchase was only cash



Example #2: Next year
Suppose company buys $100 plant with cash on Dec. 31
-Assume depreciation over 5 yrs. and a tax rate of 40%
1) Income Statement 

1. D&A expense of $20 (= $100/5 yrs.)
2. Tax expense reduced by $8 (= $20*40%, we no longer have to pay 

this since our profit dropped)
3. Net Income down by $12

2) Cash Flow Statement
1. Start with Net Income of -$12
2. Add back D&A of $20 since it was a non-cash expense
3. Cash up $8 (this is what you saved on taxes)

3) Balance Sheet
1. Assets (-$12): Cash up $8, PP&E down $20 due to D&A
2. Equity (-$12): Retained Earnings down $12



Example #3
Suppose company buys $100 plant using debt financing on Dec. 

31
-Assume depreciation over 5 yrs., tax rate of 40%, and 10% 

interest rate
Walk me through the 3 financial statements this year and next 

year

Anybody want to give it a shot?



Example #3: This year
Suppose company buys $100 plant using debt financing on Dec. 

31
-Assume depreciation over 5 yrs., tax rate of 40%, and 10% 

interest rate
1) Income Statement 

1. No effect, buying PP&E (CapEx) is not tax deductible
2) Cash Flow Statement

1. Start with Net Income of $0 at top
2. Cash flow from investing activities (CapEx) falls by $100
3. Cash flow from financing activities (debt) increases by $100
4. Net change in cash is $0

3) Balance Sheet
1. Assets (+$100): PP&E up $100
2. Liabilities (+$100): Took on $100 of debt



Example #3: Next year
Suppose company buys $100 plant using debt financing on Dec. 31
-Assume depreciation over 5 yrs., tax rate of 40%, and 10% interest rate
1) Income Statement 

1. D&A expense of $20 (= $100/5 yrs.)
2. Interest expense of $10 (= $100/10 yrs.)
3. Tax expense reduced by $12 (=$30*40%)
4. Net Income down by $18

2) Cash Flow Statement
1. Start with Net Income of -$18
2. Add $20 D&A since it was non-cash, don’t add interest
3. Cash up $2

3) Balance Sheet
1. Assets (-$18): Cash up $2, PP&E down $20 due to D&A
2. Equity (-$18): Retained Earnings down $18
3. Liabilities (No change): We still owe back the $100 debt



Strategies
• Can assume simplest cases 

• Income Statement à Cash Flow à Balance Sheet 

• Use round numbers and easy ratios to calculate in your head 

• These are rather cartoonish



Accounting: The Big Picture
We’re (finally) done with our accounting section.  But you will 

continuously see these concepts throughout the rest of comp 
and your investing career.

You can memorize every single line item, but it’s most important 
that you understand the big picture.

As investors, the financial statements are the way a business 
communicates to us how it operates, its financial health, and 
ultimately helps us determine whether or not the business can 
sustainably make money.



Accounting: The Big Picture
Congratulations, you now are all able to “speak the language of 

finance”

Next up…

Valuations



Thank you!
See you next Thursday!



CODE: CA$H


