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The issue of a Statement on Cash 
Flow Information (AC 118)1 has gene
rally been welcomed and has contrib
uted to improved reporting standards. 
However, certain problem areas still 
exist and need to be addressed in the 
near future. This article discusses 
some aspects that require clarifica
tion, that have not been addressed or 
that may require reconsideration. 

A cash flow statement drafted on the pure 
cash flow approach only includes trans

actions that affect cash. In contrast, the all fi-
nancial resources approach includes all sig
nificant financial transactions, irrespective of 
whether they affect cash or not. 

AC 118 adopts the all financial resources ap
proach, which is also followed by most listed 
companies in South Africa. This approach has 
in recent years been severely criticized/ espe
cially when used in conjunction with cash flow 
information. The inclusion of any non-cash 
transactions in a cash flow statement can be 
misleading, as both the actual cash receipts 
and the actual cash payments will be over
stated. 

If non-cash transactions are significant, rel
evant and not readily available from the other 
financial statements, such information should 
rather be included in a note to the statement. 
The Financial Accounting Standards Board 
has supported this opinion in its Statement on 
Cash Flow Information (SFAS 95)/ concluding 
that the inclusion of non-cash transactions 
would unduly complicate the cash flow 
statement and detract from its primary objec
tive of providing information about the cash 
receipts and payments of an enterprise during 
a period. 

I suggest that this approach should be fol
lowed even where a transaction is partly cash 
and partly non-cash, in which event only the 
cash portion is reported on the statement of 
cash flows and the non-cash portion is dis
closed in a separate note or schedule to the 
statement. 

So it is my view that AC 118 should adopt 
the pure cash flow approach rather than the all 
financial resources approach. 

The cash flow from operations may be cal
culated using either the direct or the indirect 
method. In A Survey of Financial Reporting in 
South Africa issued by the South African Insti
tute of Chartered Accountants,4 the direct 
method is defined as reporting gross amounts 
of cash receipts and cash payments during a 
period. This is in contrast to the indirect method, 
which reports net cash generated by opera
tions, which is normally calculated by adjust
ing operating income before tax for items 
which do not involve the movement of cash. 

AC 1185 adopts the indirect method of calcu
lating the cash flow from operations. This 
approach conflicts with the general guideline 
in the statement6 of disclosing gross rather 
than net flows of cash to reduce the potential 
for losing important information. The specific 
exclusion of operating cash flows from this 
general guideline, however, suggests that the 
additional information disclosed by the direct 
method is not considered relevant or useful to 
the user of financial statements. 

As strong support exists for both methods, it 
is interesting to note that the Financial Ac
counting Standards Board has allowed both 
methods in its Statement/ but has specifically 
encouraged enterprises to use the direct 
method. 

In support of the direct method Lauver and 
Swieringa, in their dissenting votes to SFAS 
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95, stated that the information disclosed by 
the direct method provides a description of 
the operating activities that is both more in
formative and more consistent with the pri
mary purpose of a statement of cash flows, 
and concluded that the indirect method 
should not be permitted. 

The indirect method is, however, supported 
by several authors.8 The main advantage of 
the indirect method is that it provides a link 
between net income and the cash flow from 
operations, highlighting those revenues and 
expenses which are said to affect the 'quality' 
of income. 

As opinions are divided on the relative 
merits of each method, the solution may be to 
allow both methods. AC 1189 states specif
ically that the format and presentation of a 
statement of cash flow information will de
pend on the particular circumstances of the 
enterprise. Hence the method adopted in cal
culating net cash from operations should also 
depend on the particular circumstances of an 
enterprise, and management should decide 
what method will provide users with the most 
relevant information. 

If an enterprise uses the direct method it 
may be advisable to follow the example of Ad
cock-lngram in its 1988 financial statements by 
including a reconciliation between net income 
and net cash generated from operations as a 
note to the cash flow statement. 

Two theories have evolved on the treatment 
of minority interests in consolidated financial 
statements. The parent company theory' 0 

assumes that the reporting entity does not 
change as a result of the consolidation pro
cess. The parent company is still considered 
the reporting entity, and as a result the inter
est in the minority shareholders is not con
sidered an equity interest in the consolidated 
reporting entity. In contrast, the entity theory 
assumes that the reporting entity has changed 
as a result of the consolidation process and a 
new reporting entity is deemed to exist. As a 
result the parent company shareholders and 
minority interests are both treated as the 
equity interest of the consolidated reporting 
entity. 

AC 118 implicitly adopts the entity theory, as 
the objective of the consolidated cash flow 
statement is to provide information relating to 
flows of cash and not ownership interests.'' 
However, the entity theory has not been ap
plied consistently throughout the statement. 
The statement follows the parent company 
theory in recommending that the acquisition 
and disposal of subsidiaries should be shown 
as a single-line item in the consolidated cash 
flow statement, with separate notes providing 
details of the assets and liabilities. According 
to the entity theory, the movement of the indi
vidual assets and liabilities of these subsidia
ries should be disclosed in the cash flow 
statements.12 

AC 118 concentrates on the information to 
be reported in the cash flow statement. The 
statement only reflects the historical situation, 
however, whereas cash flow accounting is 
mainly concerned with forecasting the future. 

Although it is generally accepted that the 
cash flow statement should not be used in iso
lation to project future cash flows, the relevant 
information may not be readily available in 
the rest of the financial statements. In this re
gard Golub and Huffman'3 give examples of 
additional information that may assist users 
in understanding and projecting the cash flow 
statement. 

These include 

D material, unusual or infrequent operating 
cash flows; 

D reasons for and implications of significant 
increases or decreases in cash flows; 

D the extent to which the current operating 
cash flow is indicative of the future; 

D available unused sources of financing; 
D planned additional investments; 
D the extent to which current and planned ex

penditures are discretionary; 
D the purposes of current and planned financ

ing activities; 
D anticipated needs for future financing. 

Therefore management should provide 
more commentary on the results of the his
torical cash flow statement, and should 
include more useful information on the poten
tial future cash flows. 

After all, the purpose of financial reporting 
is to provide information that is helpful in as
sessing the amounts, timing and uncertainty 
of the prospective cash flows of an enter
prise.'• 

The Accounting Practices Committee may 
assist management in its task by identifying 
the type of information that should be dis
closed with a cash flow statement. This may 
be achieved by adding an appendix to AC 118 
or by issuing a guideline. 
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