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Abstract
The statement of cash flows explains how an entity’s cash and cash equivalents changed during a
reporting period. Operating cash flows may be presented through the direct method, which reports
major classes of gross cash receipts and payments, or the indirect method, which reconciles
accounting profit to cash generated from operations. Both methods produce the same total operating
cash flow when prepared correctly, but they communicate different information. The direct method
makes actual cash collection and payment patterns visible, whereas the indirect method emphasizes
the relationship between accrual profit and cash. This paper explains the structure of the statement of
cash flows, compares the preparation, advantages, and limitations of the two operating-section
methods, and evaluates their usefulness for investors, creditors, managers, and auditors. It also
considers current requirements under IAS 7 and the implications of IFRS 18. The paper concludes that
the direct method generally offers stronger information for forecasting cash flows, while the indirect
reconciliation remains valuable and should be available as complementary information.

Introduction
Profit and cash are related but not identical. Revenue may be recognized before a customer pays,
expenses may be recorded before cash is disbursed, and noncash charges such as depreciation can
reduce profit without reducing current cash. An organization may therefore report accounting income
while experiencing difficulty paying employees, suppliers, lenders, or taxes. The statement of cash
flows helps users assess liquidity, financial flexibility, and the ability to generate cash from ordinary
activities.

IAS 7 classifies cash flows as operating, investing, or financing activities. Operating activities
generally arise from the entity’s principal revenue-producing operations. Investing activities relate to
the acquisition and disposal of long-term assets and investments. Financing activities involve changes
in equity and borrowings. For the operating section, IAS 7 permits either the direct or indirect method
(International Accounting Standards Board [IASB], 2024).

This paper argues that the choice between direct and indirect presentation is not merely technical. It
affects what users can observe. The direct method emphasizes the sources and uses of operating
cash, while the indirect method explains why profit differs from cash. A complete understanding of
performance benefits from both perspectives.
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Purpose and Structure of the Statement of Cash
Flows
The statement of cash flows serves several purposes. It shows whether operations generate enough
cash to sustain the business, indicates how capital expenditure and acquisitions are financed, and
reveals reliance on debt or equity. It also assists users in evaluating the timing and certainty of future
cash flows.

Operating cash flow is particularly important because a business cannot depend indefinitely on
borrowing or asset sales to fund routine activity. Persistent negative operating cash flow may indicate
a weak business model, rapid growth that requires working capital, temporary disruption, or
aggressive revenue recognition. Interpretation therefore requires context rather than a single
threshold.

Investing cash flows often include purchases and sales of property, equipment, intangible assets, and
investments. Negative investing cash flow may be consistent with productive expansion. Financing
cash flows include borrowings, repayments, share issues, dividends, and share repurchases. Their
meaning depends on the entity’s strategy and stage of development.

Accrual Accounting and the Need for Reconciliation
Accrual accounting recognizes economic events when they occur rather than only when cash changes
hands. This improves performance measurement because revenue can be matched with the
resources used to earn it. However, accruals create timing differences between profit and cash.

Suppose a company sells goods on credit. Revenue and profit may increase immediately, but
operating cash does not increase until the receivable is collected. If inventory is purchased and
remains unsold, cash may decrease before the inventory becomes an expense. Depreciation reduces
profit over an asset’s useful life even though the original cash payment occurred when the asset was
acquired.

The indirect method makes these differences explicit. The direct method bypasses the reconciliation
in the face of the statement and reports cash receipts and payments directly. Both are consistent with
accrual accounting; they answer different questions.

The Direct Method
Under the direct method, an entity reports major classes of gross operating cash receipts and
payments. Typical categories include cash collected from customers, cash paid to suppliers, cash paid
to employees, income taxes paid, and interest paid or received according to the applicable
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classification policy.

Direct-method information may be obtained from accounting records or derived by adjusting income-
statement items for changes in related working-capital balances and noncash items. Modern
enterprise systems can capture cash transaction categories, although data quality and account
mapping remain important.

A simplified direct operating section might appear as follows:

Operating cash flow item Amount

Cash received from customers $1,250,000

Cash paid to suppliers ($690,000)

Cash paid to employees ($310,000)

Cash paid for other operating expenses ($95,000)

Income taxes paid ($45,000)

Net cash from operating activities $110,000

This format allows users to see the scale of the entity’s collection and payment activity. It can support
forecasting because future customer receipts and supplier or payroll payments are often modeled
directly.

Advantages of the Direct Method
The primary advantage is transparency. Users can identify where operating cash comes from and how
it is spent. A company may report stable net operating cash while experiencing large changes in gross
receipts and payments. Net information alone can conceal this activity.

Direct cash-flow data may also improve forecasting. Analysts can compare customer collections with
reported revenue, examine payment patterns, and estimate the cash consequences of changes in
volume, prices, wages, or supplier terms. Research has found that direct-method components can
provide useful information for predicting future cash flows (Orpurt & Zang, 2009).

The method is relatively intuitive for non-specialists. Cash received and cash paid are easier to
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understand than a long series of accrual adjustments. Managers can also use direct information for
treasury planning, liquidity monitoring, and short-term budgeting.

Finally, the direct method can reveal operating scale. Two entities with the same net cash flow may
have very different gross flows and exposure to collection or payment disruption.

Limitations of the Direct Method
The direct method can be costly when accounting systems are not configured to classify cash
transactions consistently. Organizations with many bank accounts, currencies, subsidiaries, payment
platforms, and intercompany transactions may require extensive mapping and controls.

Derived direct statements can also contain classification estimates. If cash collections are calculated
by adjusting revenue for receivables, acquisitions, foreign exchange, and write-offs, the result may
not be as simple as the presentation suggests. Strong reconciliation procedures remain necessary.

Another limitation is that the direct format does not, by itself, explain the difference between profit
and cash. A user may see customer receipts and supplier payments but still need a reconciliation to
understand accruals, depreciation, provisions, and working-capital changes.

The Indirect Method
The indirect method begins with a profit subtotal and adjusts it for noncash items, nonoperating
items, and changes in operating assets and liabilities. Depreciation is added back because it reduced
profit without using current-period cash. An increase in accounts receivable is generally deducted
because recognized revenue exceeded customer collections. An increase in accounts payable is
generally added because expenses or purchases exceeded cash payments.

A simplified reconciliation may appear as follows:

Reconciliation item Amount

Profit before relevant reconciliation adjustments $135,000

Add: depreciation and amortization $40,000

Deduct: gain on disposal of equipment ($8,000)

Deduct: increase in accounts receivable ($52,000)
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Reconciliation item Amount

Add: decrease in inventory $18,000

Add: increase in accounts payable $22,000

Deduct: taxes paid in excess of tax expense adjustment ($45,000)

Net cash from operating activities $110,000

The final total is the same as under the direct method. The difference lies in the path used to explain
it.

Advantages of the Indirect Method
The indirect method connects the income statement, balance sheet, and cash-flow statement. It helps
users understand the quality of earnings and identify working-capital pressures. A large increase in
receivables may suggest growth, slower collection, or recognition concerns. Inventory growth may
indicate expansion or unsold goods. Increasing payables may preserve cash temporarily while
creating future obligations.

The method is also convenient because the required information is closely aligned with accrual
accounting records. This partly explains its widespread use. It can be prepared through established
consolidation processes and allows users to trace changes in financial-statement balances.

For analysts, the reconciliation is valuable because it identifies noncash charges and timing
differences. It prevents the mistaken assumption that profit equals cash available for distribution.

Limitations of the Indirect Method
The indirect method does not disclose gross operating cash receipts and payments. Users cannot
directly observe how much cash customers paid or how much was paid to suppliers and employees.
This reduces its usefulness for some forecasting and liquidity analyses.

Long reconciliations can also become difficult to interpret. Aggregated labels such as “other working-
capital changes” may hide important movements. The method may encourage mechanical analysis in
which increases and decreases are added or deducted without examining their causes.

In addition, some users misinterpret add-backs. Depreciation is added to profit because it is noncash
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in the current period, not because depreciation creates cash. The asset originally required cash and
will eventually require replacement. Similarly, an increase in payables supports current cash but is
not necessarily a sustainable source of operating strength.

Comparison of the Two Methods

Criterion Direct method Indirect method

Primary question What operating cash was received and
paid?

Why does profit differ from
operating cash?

Visibility Shows major gross cash-flow classes Shows accrual and working-capital
adjustments

Forecasting
usefulness

Strong for receipts-and-payments
models

Useful for earnings-quality and
balance-sheet analysis

Ease of preparation May require detailed transaction
classification

Often easier from existing accrual
records

Accessibility Intuitive for many users Requires knowledge of accrual
mechanics

Main limitation Does not inherently reconcile profit to
cash

Does not show gross receipts and
payments

Standards and Current Developments
IAS 7 permits either method and encourages the direct method because it may provide information
useful in estimating future cash flows. Entities using the indirect method adjust profit or loss for
noncash transactions, deferrals or accruals, and items associated with investing or financing activities
(IASB, 2024).

IFRS 18, issued in 2024, amends aspects of IAS 7. Among other changes, it requires entities using the
indirect method to begin with the operating profit or loss subtotal defined by IFRS 18 and introduces
changes affecting the classification of interest and dividend cash flows. IFRS 18 is effective for annual
periods beginning on or after January 1, 2027, subject to transition provisions and local adoption.
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The IASB is also studying broader improvements to cash-flow reporting, including disaggregation,
noncash transactions, classification consistency, and cash-flow measures not defined by IFRS. These
projects reflect continuing concern that current statements do not always provide sufficiently detailed
or comparable information.

Analytical Use and Common Errors
Users should compare operating cash flow with profit across several periods rather than interpret one
year in isolation. Persistent divergence may require investigation, but it is not automatically evidence
of manipulation. Rapid growth can consume cash through receivables and inventory. Subscription
businesses may receive cash before recognizing revenue. Seasonal companies can show large
working-capital movements.

Common preparation errors include misclassifying investing or financing items as operating, failing to
eliminate noncash acquisitions, double-counting foreign-exchange effects, and treating bank
overdrafts inconsistently. Acquisitions and disposals can also distort working-capital comparisons
because opening and closing balances may include entities not present for the entire period.

Analysts should read the statement with the accounting policies and notes. Supplier-finance
arrangements, restricted cash, factoring, securitization, and changes in financing liabilities may
materially affect liquidity even when the face of the statement appears stable.

Which Method Is Better?
The answer depends on the objective. For understanding gross operating cash behavior and building
forecasts, the direct method is generally more informative. For understanding the relationship
between accrual profit and cash, the indirect reconciliation is indispensable. Treating the methods as
mutually exclusive creates an unnecessary trade-off.

A strong reporting model would provide direct operating categories together with a reconciliation of
profit to operating cash. This combination would allow users to see both cash mechanics and accrual
explanations. The additional cost must be considered, but improved data systems make detailed
reporting increasingly feasible.

Conclusion
The direct and indirect methods report the same net cash from operating activities, yet they offer
different insights. The direct method discloses major cash receipts and payments, supports liquidity
analysis, and may improve forecasts. The indirect method explains how noncash items and working-
capital movements transform accounting profit into cash.
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The indirect method remains common because it aligns with existing financial-reporting systems and
provides a useful reconciliation. Its main weakness is the absence of gross operating cash-flow
information. The direct method’s principal weakness is that it does not automatically explain accrual
differences and may require more detailed data preparation.

Financial-statement users benefit most when they can access both forms of information. Cash-flow
reporting should enable users to understand where cash came from, where it went, and why it
differed from reported profit. Method choice should therefore be evaluated according to transparency
and decision usefulness rather than preparation convenience alone.
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