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1 Introduction
Section 7 Statement of Cash Flows sets out the information that is to be
presented in a statement of cash flows and how to present it.

Although the title of Section 7 is Statement of Cash Flows, entities are
not required to use that title for the statement itself. For example,
some entities may instead use the title ‘Cash flow statement’

There are various differences between Section 7 Statement of Cash Flows
and old UK GAAP, FRS 1 Cash Flow Statements. The most significant of
these are highlighted below:

● Under FRS 1, certain entities were exempt from the requirement to
prepare a cash flow statement. Section 7 of FRS 102 retains exemp-
tions for mutual life assurance companies, retirement benefit plans
and investment funds meeting certain conditions. In addition,
although Section 7 does not include an exemption for subsidiaries,
most subsidiaries will be ‘qualifying entities’ and therefore able to take
advantage of reduced disclosures, including an exemption from prepa-
ration of a statement of cash flows. However, there is no exemption for
small companies in FRS 102 but such companies would be eligible to
prepare their financial statements in accordance with the FRSSE.

● Similarly, Section 7 of FRS 102 does not contain any exemption from
preparation of a statement of cash flows in relation to the separate
financial statements of a parent. However, in practice, most such
entities will be ‘qualifying entities’ and therefore able to take advan-
tage of reduced disclosures, including an exemption from preparation
of a statement of cash flows.

● FRS 1 focused on movements in cash, whereas FRS 102 is concerned
with movements in cash and cash equivalents, being certain highly
liquid short-term investments.

● FRS 1 required cash flows to be classified under (up to) nine headings
and mandated the order in which they were to be presented in the cash
flow statement. FRS 102 specifies only three headings (operating,
investing and financing) and does not mandate the order in which
they are presented.

● Under FRS 1, the reconciliation between operating profit and net cash
flow from operating activities was not permitted to be shown as part of
the primary cash flow statement on the basis that the reconciling
items are not cash flows and therefore have no place in the cash flow
statement. This was required to be shown either adjoining the cash
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flow statement (kept separate from the cash flow statement itself and
clearly labelled) or as a note. Under FRS 102, the reconciliation can be
shown as part of the primary cash flow statement.

● Under FRS 1 there was a requirement to provide a statement recon-
ciling the movement of cash in the period with the movement in net
debt. This statement would have historically either been disclosed as a
separate note or adjoining the cash flow statement. There was also a
requirement to provide a reconciliation showing the movement for
each component of debt within the period. These reconciliations are
not a requirement under FRS 102.

Section 7 is consistent with IAS 7 Statement of Cash Flows in its
approach to the content and presentation of a cash flow statement although
it is less detailed. The one significant difference is that, under IAS 7, there
are no exemptions from the preparation of a cash flow statement. All
financial statements prepared in accordance with IFRSs are required to
include a statement of cash flows. When consolidated financial statements
are presented, IFRSs require a statement of cash flows as part of the separate
financial statements of the parent as well as a consolidated cash flow
statement.

2 Scope of Section 7

This section sets out the information that is to be presented in a statement
of cash flows and how to present it. The statement of cash flows provides
information about the changes in cash and cash equivalents of an entity
for a reporting period, showing separately changes from operating activi-
ties, investing activities and financing activities. [FRS 102.7.1]

This section and paragraph 3.17(d) do not apply to:

(a) mutual life assurance companies;

(b) retirement benefit plans; or

(c) investment funds that meet all of the following conditions:

(i) substantially all of the entity’s investments are highly liquid;

(ii) substantially all of the entity’s investments are carried at
market value; and

(iii) the entity provides a statement of changes in net assets. [FRS
102.7.1A]
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In addition to the exemptions set out in FRS 102.7.1A, a ‘qualifying entity’
meeting certain conditions is also exempt from presenting a statement of
cash flows as part of its individual or separate financial statements (see 3.3
in chapter B1). Therefore, in practice, most subsidiaries will not be
required to present a statement of cash flows and most parents will not be
required to present one in relation to their separate financial statements.

The exemptions from preparation of a statement of cash flows are in practice
the same as those available under FRS 1 except that there is no exemption
for small entities. The Accounting Council took the view that an entity
qualifying as small could prepare its financial statements in accordance with
the FRSSE if it wished to take advantage of this and other exemptions
available to small entities. Although the exemption for ‘qualifying entities’
is slightly more restrictive in that certain conditions and formalities have to
be observed, it is also broader in that it is not restricted to those subsidiaries
where 90 per cent or more of the voting rights are controlled within the
group.

Under IAS 7 there are no exemptions from the preparation of a statement of
cash flows. All financial statements prepared in accordance with IFRSs are
required to include a statement of cash flows.

3 Cash and cash equivalents

Cash flows are inflows and outflows of cash and cash equivalents. [FRS
102 Glossary]

FRS 102 and full IFRSs require that the cash flow statement provide
information about changes in cash and cash equivalents whereas under old
UK GAAP, FRS 1 Cash Flow Statements, the focus was on movements in
cash. In fact, FRS 102 returns UK GAAP to where it was before FRS 1 was
revised in 1996 in this respect. The original version of FRS 1 was more
closely based on its international equivalent.

3.1 Cash

Cash comprises cash on hand and demand deposits. [FRS 102 Glossary]
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Some issues concerning the definition of cash are set out below.
However, the statement of cash flows required by FRS 102 is based
on movements in cash and cash equivalents (see 3.2 below). There-
fore, whether or not an account meets the narrower definition of cash
has no real practical effect so long as it meets the broader definition
of a cash equivalent.

3.1.1 Demand deposits

The term ‘demand deposits’ is not defined in FRS 102, but the term
may be taken to refer to deposits where the reporting entity can
withdraw cash without giving any notice and without suffering any
penalty. A seven-day call deposit would therefore not qualify as cash,
because seven days’ notice of withdrawal is required. The deposit
could, however, be reported as a cash equivalent.

Similarly, if an entity has an account with its bank under which the
entity has to give ninety days’ notice to the bank before it can
withdraw money, the account does not meet the definition of cash
because it is not a demand deposit. However, only ninety days’
notice is required and, therefore, it may meet the definition of a cash
equivalent.

The term ‘demand deposits’ is not restricted to deposits with banks
or financial institutions.

3.1.2 Minimum average cash balances

Some entities have banking arrangements that require them to main-
tain a minimum average cash balance over a specified period instead
of a constant minimum balance at the end of each day. It is therefore
possible to have balances below the threshold for certain days as
long as the average balance over the period is in excess of the
minimum requirement. For such arrangements, it is necessary to
consider whether the balance can be withdrawn on demand, in a
way similar to demand deposits; i.e. whether the entity can with-
draw the cash without giving any notice and without suffering any
penalty. If these criteria are met, the cash balances will meet the
definition of cash in FRS 102.
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3.2 Cash equivalents

Cash equivalents are short-term, highly liquid investments that are readily
convertible to known amounts of cash and that are subject to an insignifi-
cant risk of changes in value. Therefore, an investment normally qualifies
as a cash equivalent only when it has a short maturity of, say, three months
or less from the date of acquisition. Bank overdrafts are normally consid-
ered financing activities similar to borrowings. However, if they are
repayable on demand and form an integral part of an entity’s cash
management, bank overdrafts are a component of cash. [FRS 102.7.2]

FRS 102 does not provide any further guidance on the definition of
cash and cash equivalents. Due to the consistency between section 7
of FRS 102 and IAS 7, it would seem reasonable for an entity
preparing financial statements under FRS 102 to consider the require-
ments in IAS 7 which goes on to explain that cash equivalents are
held for the purpose of meeting short-term cash commitments rather
than for investment or other purposes. The application of this
definition is illustrated further below at 3.2.1 to 3.2.6 below.

3.2.1 Held to meet short-term cash commitments

In order to determine whether a particular investment qualifies for
classification as a cash equivalent, it is necessary to look at the
purpose for which it is held. Even though the investment may meet
the definition set out in FRS 102.7.2, unless it is held for the purpose
of meeting short-term cash commitments, it will not be classified as a
cash equivalent.

For example, an entity purchases a two-year bond in the market
when the bond only has two months remaining before its redemp-
tion date. The purchase is made for investment purposes. The bond
does not qualify as a cash equivalent because, even though it meets
the definition in FRS 102.7.2, it is not held for the purpose of meeting
short-term cash commitments.

3.2.2 Presumption of maturity of three months or less

The definition of cash equivalents includes the requirement that they be
held for the ‘short-term’. In order to qualify as such, FRS 102 states that the
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investment will normally have a maturity of three months or less from the
date of acquisition. Therefore, the requirement for a three-month maturity
is not part of the definition, but will nevertheless be a presumption except
in very exceptional circumstances.

FRS 102 implicitly suggests that only in unusual cases will invest-
ments with more than three months to maturity nevertheless be free
from significant risk of changes in value (arising, for example, from
changes in interest rates). An entity purchasing a two-year bond in
the market when the bond only has three months remaining before
its redemption date could therefore classify the bond as a cash
equivalent (assuming that there are no other factors causing it to be
subject to a significant risk of change in value, and that the under-
lying purpose of holding the bond is to meet short-term cash
commitments). However, the reference to three months or less ‘from
the date of acquisition’ means that, if the entity instead purchased
the same two-year bond when it had four months remaining before
maturity, the entity could not classify the bond as a cash equivalent
either at the date of purchase or once it has less than three months
remaining to maturity (unless it could justify a departure from the
three-month guideline, in which case the instrument would be
classified as a cash equivalent throughout the entire four months).

The three-month limit may appear somewhat arbitrary, but the
intention is to promote consistency between entities.

3.2.3 Foreign currency investments

Provided that the definition of a cash equivalent is met, there is no reason
why an investment acquired in a foreign currency could not be classified
as a cash equivalent. Indeed FRS 102.7.13 refers specifically to cash and
cash equivalents held or due in a foreign currency.

3.2.4 Equity investments

Equity investments will not normally meet the definition of a cash
equivalent because, even when they are readily convertible to cash,
the amount of that cash is generally not known and the risk of
changes in value is generally not insignificant, although there are
exceptions. The example of an exception given under full IFRSs is
that of preferred shares with a specific redemption date which, when

B7 Statement of Cash Flows

216

Letterpart Ltd • Typeset in XML • Division: DIGNUK_B07 • Sequential 6

Letterpart Ltd • Size: 248mm x 153mm • Date: November 13, 2013 • Time: 11:41L



acquired, are close to maturity. Under full IFRSs, the majority of
equity investments will not meet the definition, however, and there-
fore cannot be classified as cash equivalents. FRS 102 is silent in
mentioning the classification of equity investments as cash equiva-
lents but, due to the consistency with full IFRSs, it would seem
reasonable to draw a similar conclusion under FRS 102.

3.2.5 Gold bullion

Gold (and similar traded commodities) will not qualify as cash
equivalents for the same reason as equity investments (see above).

3.2.6 Bank borrowings

The definition of cash equivalents makes no reference to the inclusion of
bank borrowings. Bank borrowings are generally considered to be financ-
ing cash flows. However, FRS 102 acknowledges that bank overdrafts
repayable on demand may form an integral part of an entity’s cash
management, in which case they should be included as a component of
cash and cash equivalents.

FRS 102 does not therefore mandate the inclusion of bank overdrafts
in cash equivalents in all circumstances. But it does require their
inclusion when the bank overdraft forms an integral part of the
entity’s cash management. FRS 102 also emphasises that bank bor-
rowings are generally considered to be financing activities. There-
fore, FRS 102 does not allow for other short-term loans (e.g. short-
term bank loans, advances from factors or similar credit
arrangements) to be classified as cash equivalents, because they are
financing in nature.

Although the statement of cash flows may present movements in
cash and cash equivalents net of overdraft balances, this does not
imply that they may be offset with positive cash balances in the
balance sheet. They may be offset in the balance sheet only if the
conditions in FRS 102.11.38A are met (see 12.1 in chapter B11).
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4 Information to be presented in the
statement of cash flows

An entity shall present a statement of cash flows that presents cash flows
for a reporting period classified by operating activities, investing activities
and financing activities. [FRS 102.7.3]

The classification of cash flows under FRS 102 is consistent with that
under full IFRS and there does not appear to be any specific order
that these headings are required to be shown. Usual practice under
full IFRSs, which an FRS 102 reporter may consider adopting, is to
follow the order of the headings as listed in the Standard (i.e.
operating and then investing and then financing).

Old UK GAAP required cash flows to be classified under (up to) nine
headings and mandated the order that they were to be presented in the cash
flow statement.

The headings for the statement of cash flows are standard, and
should not be altered to suit individual circumstances (unless, very
exceptionally, the use of the standard wording is likely to mislead
readers of the financial statements). There are no requirements,
however, that would prevent further sub-classifications or analyses
appropriate to the entity’s business being shown within these three
headings in the statement of cash flows.

Cash flows should be classified under the standard headings in the
most appropriate manner for the entity’s business. When a single
payment or receipt of cash represents a number of smaller payments
or receipts, each should be classified according to its nature. For
example when the cash repayment of a loan includes both interest
and capital, the interest element may be classified as an operating
activity and the capital element is classified as a financing activity.
This guidance is drawn from IAS 7 and would appear sensible for an
FRS 102 reporter to follow due to the consistency of IAS 7 require-
ments with those of Section 7.

Cash flows from operating activities will generally be presented as a
single net number using the indirect method and reconciled to a
measure of profit or loss (see section 5 below). Cash flows from
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investing and financing activities should be analysed into major
classes of gross receipts and payments with some limited exceptions
(see section 6 and section 7 below). Such analysis may be given
either on the face of the statement of cash flows or in the notes.

4.1 Operating activities

Operating activities are the principal revenue-producing activities of the
entity. Therefore, cash flows from operating activities generally result
from the transactions and other events and conditions that enter into the
determination of profit or loss. Examples of cash flows from operating
activities are:

(a) cash receipts from the sale of goods and the rendering of services;

(b) cash receipts from royalties, fees, commissions and other revenue;

(c) cash payments to suppliers for goods and services;

(d) cash payments to and on behalf of employees;

(e) cash payments or refunds of income tax, unless they can be specifi-
cally identified with financing and investing activities;

(f) cash receipts and payments from investments, loans and other
contracts held for dealing or trading purposes, which are similar to
inventory acquired specifically for resale; and

(g) cash advances and loans made to other parties by financial institu-
tions.

Some transactions, such as the sale of an item of plant by a manufacturing
entity, may give rise to a gain or loss that is included in profit or loss.
However, the cash flows relating to such transactions are cash flows from
investing activities. [FRS 102.7.4]

Consistent with old UK GAAP and full IFRS, cash flows from operating
activities should be reported using either the direct (gross) method or the
indirect (net) method as discussed in section 5 below. The use of the
indirect method is almost universal by UK companies.

Cash flows from operating activities may also include interest and divi-
dends paid and interest and dividends received although FRS 102 allows
some alternatives as described at 9.1 below.
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4.2 Investing activities

Investing activities are the acquisition and disposal of long-term assets
and other investments not included in cash equivalents. Examples of cash
flows arising from investing activities are:

(a) cash payments to acquire property, plant and equipment (including
self-constructed property, plant and equipment), intangible assets
and other long-term assets;

(b) cash receipts from sales of property, plant and equipment, intangi-
bles and other long-term assets;

(c) cash payments to acquire equity or debt instruments of other entities
and interests in joint ventures (other than payments for those instru-
ments classified as cash equivalents or held for dealing or trading).;

(d) cash receipts from sales of equity or debt instruments of other
entities and interests in joint ventures (other than receipts for those
instruments classified as cash equivalents or held for dealing or
trading);

(e) cash advances and loans made to other parties (except those made by
financial institutions – see paragraph 7.4(g));

(f) cash receipts from the repayment of advances and loans made to
other parties;

(g) cash payments for futures contracts, forward contracts, option con-
tracts and swap contracts, except when the contracts are held for
dealing or trading, or the payments are classified as financing
activities; and

(h) cash receipts from futures contracts, forward contracts, option con-
tracts and swap contracts, except when the contracts are held for
dealing or trading, or the receipts are classified as financing activi-
ties.

When a contract is accounted for as a hedge (see Section 12 Other Financial
Instruments Issues), an entity shall classify the cash flows of the contract in
the same manner as the cash flows of the item being hedged. [FRS 102.7.5]

As explained at 9.1 below, cash flows from investing activities may also
include interest and dividends received because they are returns on
investments although FRS 102 also permits them to be reported as cash
flows from operating activities.

Although not mentioned in FRS 102.7.5, cash flows from investing activi-
ties also include the aggregate cash flows arising from acquisitions and
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from disposals of subsidiaries or other business units which must be
presented separately as required by FRS 102.7.10 (see section 6 below).

As noted above, cash flows associated with the acquisition and
disposal of property, plant and equipment, intangible and other
long-term assets will generally be classified as investing activities.
However, for entities that routinely sell items of property, plant and
equipment that they have previously held for rental to others, the
resulting cash flows are cash flows from operating activities

It is odd that FRS 102.7.5 refers explicitly to interests in joint ventures
but not to interests in associates. However, this is not significant and
any cash flows from the acquisition or disposal of interests in
associates should be included in cash flows from investing activities.

4.2.1 Classification of expenditure as operating or investing

Inevitably there will be situations where an FRS 102 reporter is
required to make a distinction between those expenditures that are of
an operating nature and those which are of an investing nature for
classification within the cash flow statement. FRS 102 contains no
requirements to help preparers distinguish between the two different
categories. In the absence of such guidance, FRS 102 preparers are
recommended to follow the guidance provided in IAS 7 which states
that only expenditures that result in a recognised asset in the state-
ment of financial position are eligible for classification as investing
activities. So, for example, expenditure for exploration and evalua-
tion activities would be classed as investing activities only if the
entity’s accounting policy is to capitalise such costs. Similarly the
guidance in IAS 7 suggests that marketing expenditure that has been
written off to the income statement cannot be treated as an investing
activity cash flow in the statement of cash flows. Whilst the approach
under full IFRSs is recommended, it is also recognised that in the
absence of guidance in FRS 102, a range of approaches may be
adopted in practice.

4.3 Financing activities

Financing activities are activities that result in changes in the size and
composition of the contributed equity and borrowings of an entity. Exam-
ples of cash flows arising from financing activities are:
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(a) cash proceeds from issuing shares or other equity instruments;

(b) cash payments to owners to acquire or redeem the entity’s shares;

(c) cash proceeds from issuing debentures, loans, notes, bonds, mort-
gages and other short-term or long-term borrowings;

(d) cash repayments of amounts borrowed; and

(e) cash payments by a lessee for the reduction of the outstanding
liability relating to a finance lease. [FRS 102.7.6]

As explained at 9.1 below, cash flows from financing activities may also
include interest and dividends paid because they are a cost of obtaining
financial resources although FRS 102 also permits them to be reported as
cash flows from operating activities.

4.3.1 Sale and leaseback transactions

For some sale and leaseback arrangements, the substance of the
arrangements is that the asset is not ‘sold’, but that the lessor makes a
loan to the lessee (i.e. a sale and finance leaseback) with the asset as
security. From an accounting perspective, the entity has not disposed
of the asset. In this case, the receipt from the ‘sale’ of the asset should
be included as a financing cash flow rather than an investing cash
flow. This treatment is consistent with that in the statement of
comprehensive income and the statement of financial position. In
contrast, when the substance of the transaction is that the asset is
sold and then an operating lease is put in place, the receipt from the
disposal of the asset should be included as an investing cash flow.

4.3.2 Factoring

FRS 102 does not provide guidance on the treatment of factored
receivables in a statement of cash flows. When receivables are
factored without recourse in circumstances qualifying for derecogni-
tion of the receivables, no particular problems arise. The receipt of
the proceeds from the factor will simply be treated as an operating
cash flow, just as if it had been received directly from the customer.
When receivables are factored with recourse, however, and the
advances from factors are treated as financing creditors in the state-
ment of financial position, the appropriate treatment is less clear.
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The guidance in IAS 7, which an FRS 102 reporter may follow,
requires that cash flows are analysed under the standard headings
according to the substance of the underlying transactions. When
factoring is viewed as being, in substance, a financing transaction, it
might be argued that all of the cash flows received from the factor
should be viewed as financing cash inflows. This would be consistent
with the treatment of finance leases prescribed by FRS 102, when
entering into the lease is viewed as a non-cash transaction and so
does not appear in the statement of cash flows. The capital elements
of the lease payments then appear as a financing outflow. This could
be argued as leading to an overstatement of the financing outflows,
and an understatement of the investing outflows. But the treatment
for finance leases is specifically required by FRS 102 and is well
established under both IFRSs and old UK GAAP.

It could be argued that a similar principle should be applied to
factored receivables. The distortion would be more significant, how-
ever, and potentially the entity would have no operating cash
inflows at all if all of its receivables were factored with recourse. It
appears questionable whether showing all of an entity’s sales rev-
enue as cash flows from financing could be said to give a true and
fair view of its cash flows. Also, importantly, the treatment of
factored receivables is not referred to in FRS 102, whereas the
treatment of leases is specifically addressed.

If it is concluded that the receipts from the factor should be viewed
as operating cash flows rather than financing cash flows (because
they are, in substance, the receipts from trade customers), there is a
second question to be addressed. This is whether all of the cash flows
should be shown as operating or the movement on the financing
creditor should be treated as a financing cash flow. The preferable
treatment is to show this movement as a financing cash flow because
this results in operating cash flows including the cash flows from the
customers as if the factoring had not been entered into. It also results
in financing cash flows as if the customers had been financed by a
loan. Finally, it also reflects the FRS 102 definition of financing
activities as those “that result in changes in the size and composition
of … borrowings”.

Due to lack of clarity in FRS 102 as to the appropriate treatment of
such transactions, it is important that the policy adopted is clearly
explained.
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4.3.3 Capital contributions

Capital contributions are a means sometimes used by a parent
company to increase ‘capital’ in a subsidiary. Quite simply, the parent
passes funds to the subsidiary in the form of a non-returnable gift (as
discussed at 3.2.2 in chapter A5). FRS 102 does not indicate how such
contributions from shareholders should be treated either from the
perspective of the parent company or the subsidiary. For the subsidi-
ary, as they are a form of capital financing, they should be treated as
inflows within the ‘Financing’ section of the statement. For the
parent it would be considered that the cash flows should be included
as investing as the effect of the capital contribution is to increase the
equity stake of the parent in the subsidiary.

5 Reporting cash flows from operating
activities

An entity shall present cash flows from operating activities using either:

(a) the indirect method, whereby profit or loss is adjusted for the effects
of non-cash transactions, any deferrals or accruals of past or future
operating cash receipts or payments, and items of income or expense
associated with investing or financing cash flows; or

(b) the direct method, whereby major classes of gross cash receipts and
gross cash payments are disclosed. [FRS 102.7.7]

As noted above, there are two methods for the presentation of cash flows
from operating activities – the indirect or the direct method. FRS 102 does
not provide a preference for a method to adopt; full IFRSs encourage (but
do not require) the use of the direct method. In practice it is likely that UK
companies adopting FRS 102 will continue to use the indirect method
which almost all will have been using under old UK GAAP.

5.1 Indirect method

Under the indirect method, the net cash flow from operating activities is
determined by adjusting profit or loss for the effects of:
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(a) changes during the period in inventories and operating receivables
and payables;

(b) non-cash items such as depreciation, provisions, deferred tax,
accrued income (expenses) not yet received (paid) in cash, unrealised
foreign currency gains and losses, undistributed profits of associ-
ates, and non-controlling interests; and

(c) all other items for which the cash effects relate to investing or
financing. [FRS 102.7.8]

The presentation for operating cash flows using the indirect method
is illustrated in example 5.1. This example starts with profit before
taxation which is consistent with the illustrative example accompa-
nying IAS 7 but other approaches, including beginning with operat-
ing profit, may be acceptable (see 5.1.1 below).

FRS 102.7.8 is in fact describing the method of calculation of cash
flows from operating activities rather than imposing an explicit
disclosure requirement. However, disclosing the reconciliation is
established practice under both IFRSs and old UK GAAP and it is
likely that FRS 102 will be interpreted as requiring it to be disclosed.

FRS 102 is therefore not explicit as to whether the adjustments should
be presented in the statement of cash flows or in a supporting note.
Most UK reporters under old UK GAAP will have reported these
adjustments in a separate note and it is therefore expected that this
practice will continue upon transition to FRS 102. Either approach
would be acceptable under FRS 102.

Under FRS 1, the reconciliation between operating profit and net cash flow
from operating activities was not permitted to be shown as part of the
primary cash flow statement on the basis that the reconciling items are not
cash flows and therefore have no place in the cash flow statement. This was
required to be shown either adjoining the cash flow statement (kept separate
from the cash flow statement itself and clearly labelled) or as a note.
Presentation in a note was the most common practice.
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Example 5.1

Indirect method of presenting operating cash flows

20X1 20X1
£’000 £’000

Cash flows from operating activities
Profit before taxation 19,696
Adjustments for:

Depreciation 6,174
Foreign exchange loss 829
Interest expense* 7,305

Profit before working capital changes 34,004
Increase in trade and other receivables (7,601)
Increase in trade payables 5,224
Decrease in inventories 3,652

Cash generated from operations 35,279
Interest paid* (5,933)
Income taxes paid (13,447)

Net cash from operating activities 15,899

* ‘Interest expense’ is included above as an ‘adjustment’ to profit before
tax. If interest is considered an operating activity (see section 9 below),
the adjustment from profit to cash flow is the difference between the
interest expense in profit or loss and the interest actually paid during
the period, i.e. £1,372,000. However, in order that the amount of
interest paid can be disclosed separately as required by FRS 102.7.14
(see section 9), the above example adds back the interest expense in
full and then deducts the full amount of interest paid.

5.1.1 Indirect method: which profit or loss?

When using the indirect method of presentation for operating cash
flows, FRS 102.7.8 requires that ‘profit or loss’ is adjusted for certain
items. As noted above, this paragraph is expressed in terms of a
method of calculation rather than specifying a disclosure require-
ment. However, assuming that FRS 102 is to be interpreted as
requiring such a reconciliation to be presented as part of the financial
statements, the question arises as to which profit or loss should be
the starting point.

Under old UK GAAP, FRS 1 was clear that it required a reconciliation
of operating profit to operating cash flows. Practice under IFRSs has
been more varied with some companies following the lead given by
the illustrative example appended to IAS 7 which begins with profit
before tax. However, many UK companies have continued with the
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UK GAAP practice of starting with operating profit which has the
advantage of usually reducing the number of reconciling items.

It has been suggested that the reference to ‘profit or loss’ in FRS
102.7.8 has the effect of mandating the use of the ‘bottom line’ profit
for the financial year. This is because ‘profit or loss’ is defined in the
glossary to FRS 102 as ‘the total of income less expenses, excluding
the components of other comprehensive income’. However, it seems
unlikely that it was intended to mandate any particular starting
point for the reconciliation or require a departure from practice
under old UK GAAP in this respect. Therefore, beginning the recon-
ciliation with operating profit should be considered acceptable.

5.2 Direct method

Under the direct method, net cash flow from operating activities is
presented by disclosing information about major classes of gross cash
receipts and gross cash payments. Such information may be obtained
either:

(a) from the accounting records of the entity; or

(b) by adjusting sales, cost of sales and other items in the statement of
comprehensive income (or the income statement, if presented) for:

(i) changes during the period in inventories and operating
receivables and payables;

(ii) other non-cash items; and

(iii) other items for which the cash effects are investing or financ-
ing cash flows. [FRS 102.7.9]

Full IFRSs encourage (but do not require) the use of the direct method.
This method is rarely used in practice with the vast majority of UK
companies adopting the indirect method (see 5.1). Example 5.2 illustrates
the operating cash flows section of a statement of cash flows using the
direct method.
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Example 5.2

Direct method of presenting operating cash flows

20X1
£’000

Cash flows from operating activities
Cash receipts from customers 252,376
Cash paid to suppliers (127,045)
Cash paid to and on behalf of employees (78,014)
Other cash payments (12,038)

Cash generated from operations 35,279
Interest paid (5,933)
Income taxes paid (13,447)

Net cash from operating activities 15,899

5.3 Sales taxes

FRS 102, as with full IFRSs, does not explicitly address whether cash
flows reported in accordance with FRS 102 should be measured as
inclusive or exclusive of sales taxes. This lack of guidance creates a
choice for FRS 102 reporters. An FRS 102 reporter should provide
sufficient disclosure of the measurement basis selected in the notes to
the financial statements. Under old UK GAAP, cash flows were
required to be shown net of VAT and other sales taxes unless the tax
was irrecoverable by the reporting entity. As this is still an allowable
option under FRS 102 it is expected that this will continue to be
adopted by those old UK GAAP reporters transitioning to an FRS 102
environment.

5.4 Discontinued operations

Under IFRSs, the treatment of discontinued operations creates some
challenges for the presentation of the cash flow statement and related
reconciliation of operating cash flows. This is because of the way in
which IFRS 5 requires the results of discontinued operations to be
disclosed as a separate item in the income statement. This treatment
is not required (or permitted) by FRS 102 which, in keeping with old
UK GAAP under FRS 3, merely requires additional analysis of line
items in the profit and loss account between continuing and discon-
tinued operations.
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There is no requirement in FRS 102 to provide an analysis of cash
flows between continuing and discontinued operations. In some
cases such additional analysis may be seen as helpful and may be
provided on a voluntary basis. This might take the form of merely
analysing operating cash flows between continuing and discontin-
ued operations or, at the other extreme, providing a columnar layout
for the cash flow statement and related reconciliation of cash flows
from operations.

6 Reporting cash flows from investing and
financing activities

An entity shall present separately major classes of gross cash receipts and
gross cash payments arising from investing and financing activities,
except to the extent that net presentation is permitted by paragraphs 7.10A
and 7.10D. The aggregate cash flows arising from acquisitions and from
disposals of subsidiaries or other business units shall be presented sepa-
rately and classified as investing activities. [FRS 102.7.10]

Consistent with full IFRSs, major classes of gross cash receipts and gross
cash payments arising from investing and financing activities are reported
separately, except to the extent that net presentation is permitted by
paragraphs 7.10A and 7.10D as discussed in section 7 below.

Such analysis may be provided either on the face of the statement of
cash flows or in the notes.

7 Reporting cash flows on a net basis

Cash flows arising from the following operating, investing or financing
activities may be reported on a net basis:

(a) cash receipts and payments on behalf of customers when the cash
flows reflect the activities of the customer rather than those of the
entity; and

(b) cash receipts and payments for items in which the turnover is quick,
the amounts are large, and the maturities are short. [FRS 102.7.10A]
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Examples of cash receipts and payments referred to in paragraph 7.10A(a)
are:

(a) the acceptance and repayment of demand deposits of a bank;

(b) funds held for customers by an investment entity; and

(c) rents collected on behalf of, and paid over to, the owners of proper-
ties. [FRS 102.7.10B]

Examples of cash receipts and payments referred to in paragraph 7.10A(b)
are advances made for, and the repayment of:

(a) principal amounts relating to credit card customers;

(b) the purchase and sale of investments; and

(c) other short-term borrowings, for example, those which have a matu-
rity period of three months or less. [FRS 102.7.10C]

Financial institutions may report cash flows described in paragraph 34.33
on a net basis. [FRS 102.7.10D]

A financial institution that undertakes the business of effecting or carry-
ing out insurance contracts, other than mutual life assurance companies
scoped out of this section in paragraph 7.1A(a), should include the cash
flows of their long-term businesses only to the extent of cash transferred
and available to meet the obligations of the company or group as a whole.
[FRS 102.7.10E]

These paragraphs do not appear in the IFRS for SMEs and did not
appear in FRED 48 but were added to address comments received on
that exposure draft. No specific explanation is provided in FRS 102 or
the related advice of the Accounting Council to the FRC.

Paragraphs 10A, 10B and 10C are identical to paragraphs 22, 23 and
23A of IAS 7. Paragraph 10D cross refers to paragraph 33 in sec-
tion 34 which is identical to paragraph 24 of IAS 7. The effect is
therefore to provide consistency with the treatment under IFRSs and
permit netting when it would be permitted under IAS 7. In addition,
paragraph 10E addresses the specific situation of long-term insur-
ance business.

The exemption under FRS 102.7.10A(b) for items with a quick
turnover has some similarities to a requirement in FRS 1 to net cash
flows in some cases where they ‘relate in substance to a single
financing transaction’ or ‘are due to short maturities and high
turnover occurring from rollover or reissue (for example, short term
deposits or a commercial paper programme)‘.
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Further details regarding the reporting of cash flows by a financial
institution are in section 5 of chapter B34.

8 Foreign currency cash flows
Foreign currency cash flows arise in two instances – when the reporting
entity enters into an external transaction involving inflows or outflows in a
foreign currency, and when the reporting entity includes a foreign opera-
tion (usually an overseas subsidiary in the context of consolidated
accounts but sometimes a branch of an individual legal entity) and there
are cash movements between that foreign operation and other entities in
the group.

Old UK GAAP was surprisingly brief on how to deal with the effects of
foreign currency in a cash flow statement. However, although the guid-
ance was brief, it did follow similar principles to those required under FRS
102 as detailed in 8.1, 8.2 and 8.3 below.

8.1 Reporting entity enters into an external transaction
involving inflows or outflows in a foreign currency

An entity shall record cash flows arising from transactions in a foreign
currency in the entity’s functional currency by applying to the foreign
currency amount the exchange rate between the functional currency and
the foreign currency at the date of the cash flow or an exchange rate that
approximates the actual rate (for example, a weighted average exchange
rate for the period). [FRS 102.7.11]

The words ‘or an exchange rate that approximates the actual rate (for
example, a weighted average rate for the period’ do not appear in the
equivalent paragraph of the IFRS for SMEs and were added by the
Accounting Council to make the requirement easier to apply in
practice.

Example 8.1

Foreign currency cash flows

An entity, whose functional currency is Sterling, buys an item of equipment
for US$100,000. It recognises the purchase in its accounting records on the
date of delivery of the equipment. The rate of exchange on that date ($2 to
£1) results in the equipment being recognised at £50,000. The invoice for the
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equipment is settled by bank transfer 30 days later, at which date £55,000 is
needed to settle the liability. The exchange difference of £5,000 is recognised
in profit or loss.

The purchase of the equipment should be presented in the statement of cash
flows as an investing cash outflow of £55,000. Therefore, if the operating cash
flows are shown using the indirect method, one of the adjustments to net
profit will be to adjust for the exchange difference of £5,000.

If the item purchased had been goods for resale, then the cash flow for the
purchase would have been reported in operating (not investing) cash flows.
Under the requirements of FRS 102, a cash outflow of £55,000 would have
been included in the operating cash flows section of the statement of cash
flows in respect of the purchase. In the statement of comprehensive income,
the cost of the goods, recognised at £50,000, would have been included in
purchases and the exchange difference of £5,000 would have been recognised
in arriving at profit for the year. Therefore, the full £55,000 would have been
recognised in the statement of comprehensive income in arriving at the net
profit for the year. Consequently, if the operating cash flows are shown using
the indirect method, there will be no need to adjust for the exchange
difference of £5,000.

8.2 Reporting group includes an overseas subsidiary

An entity shall translate cash flows of a foreign subsidiary at the exchange
rate between the entity’s functional currency and the foreign currency at
the date of the cash flow or at an exchange rate that approximates the
actual rate (for example, a weighted average exchange rate for the period).
[FRS 102.7.12]

In practice, it is likely that the same approach will be adopted as for
the translation of income and expenses in the profit and loss account.
Although FRS 102.30.18 refers to exchange rates at the date of the
transaction, FRS 102.30.19 clarifies that, for practical reasons, an
entity may use a rate that approximates the exchange rates at the
date of the transaction, for example an average rate for the period.
However, it does add that if exchange rates fluctuate significantly,
the use of the average rate for the period is inappropriate.

This paragraph refers to a foreign subsidiary and is therefore written
in the context of the consolidated statement of cash flows for a group.
However, a similar issue would arise where an individual legal
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entity has a foreign branch which falls within the definition of a
foreign operation in FRS 102 and the same approach should be
adopted.

It is slightly odd that the paragraph refers to ‘the entity’s functional
currency’ in the context of consolidated financial statements because,
in accordance with FRS 102.30.17, a group has a presentation cur-
rency rather than a functional currency.

8.3 Unrealised gains and losses arising from changes in
foreign currency exchange rates

Unrealised gains and losses arising from changes in foreign currency
exchange rates are not cash flows. However, to reconcile cash and cash
equivalents at the beginning and the end of the period, the effect of
exchange rate changes on cash and cash equivalents held or due in a
foreign currency must be presented in the statement of cash flows.
Therefore, the entity shall remeasure cash and cash equivalents held
during the reporting period (such as amounts of foreign currency held and
foreign currency bank accounts) at period-end exchange rates. The entity
shall present the resulting unrealised gain or loss separately from cash
flows from operating, investing and financing activities. [FRS 102.7.13]

This paragraph is taken directly from the IFRS for SMEs and uses the
term ‘unrealised gains and losses’ which may be confusing in a UK
context. As explained in section 5 of chapter A5, realised profits are
those that are readily convertible to cash and can include gains
arising on remeasurement as well as gains arising from transactions.
Consequently, unrealised gains and losses would be those that are
not readily convertible to cash. However, in FRS 102.7.13 the term
‘unrealised gains and losses’ is intended to refer to those arising from
remeasurement rather than transactions irrespective of whether they
are readily convertible to cash.

The practical consequence of this requirement is that a statement of
cash flows prepared in accordance with FRS 102 will include a line
towards the foot of the statement representing the retranslation of the
opening balance of cash and cash equivalents. This is a reconciling
item rather than a cash flow and is consistent with the treatment
under IFRSs. Under old UK GAAP, the remeasurement of any
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foreign currency cash balances fell within the definition of cash flows
and was not generally reported separately although practice did
vary.

This issue can arise in the context of an individual legal entity with
foreign currency cash balances but is more frequently relevant in the
case of consolidated accounts which include overseas subsidiaries.

9 Interest and dividends

An entity shall present separately cash flows from interest and dividends
received and paid. The entity shall classify these cash flows consistently
from period to period as operating, investing or financing activities. [FRS
102.7.14]

The Standard permits each entity to choose how it wishes to classify its
interest and dividends, subject to the constraints set out at 9.1 below,
provided that the classification is consistently applied from period to
period.

IAS 7.32 requires that the amount of interest paid to be disclosed in
the cash flow statement is the total amount of interest paid during
the period by an entity. This may be different from the expense
recognised in profit or loss if interest has been capitalised. However,
in May 2012, as part of its 2010/12 improvements cycle, the IASB
issued proposals to amend this requirement and to require that
interest payments which are capitalised in accordance with IAS 23
should be classified in the statement of cash flows consistent with the
underlying asset into which those payments are capitalised. The
finalised amendment is expected to be issued in the fourth quarter of
2013.

FRS 102 does not specify a treatment for capitalised interest in the
statement of cash flows and entities are free to choose between the
existing requirement in IAS 7 and the proposed amended require-
ment although the latter seems to better reflect the substance of the
transactions.
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The following table summarises the treatments permitted by FRS 102 as
more fully explained at 9.1 below.

Operating Investing Financing
Interest received ✓ ✓ ✗

Dividends received ✓ ✓ ✗

Interest paid ✓ ✗ ✓

Dividends paid ✓ ✗ ✓

As explained at 9.4 below, dividends on shares that are classified as
liabilities should be presented consistently with other interest paid which
may be presented differently from dividends on equity shares.

9.1 Classification of interest and dividends paid and
received

An entity may classify interest paid and interest and dividends received as
operating cash flows because they are included in profit or loss. Alterna-
tively, the entity may classify interest paid and interest and dividends
received as financing cash flows and investing cash flows respectively,
because they are costs of obtaining financial resources or returns on
investments. [FRS 102.7.15]

Under full IFRS interest paid and interest and dividends received
should generally be classified as operating cash flows by a financial
institution. This choice would be permitted by FRS 102 which, unlike
IAS 7, is silent in suggesting the classification in respect of financial
institutions and other entities.

FRS 1 did not provide such choice in classification as permitted under FRS
102 and full IFRSs and was more prescriptive as to where interest paid and
interest and dividends received were to be disclosed. Specifically, cash flows
relating to interest paid were always required to be shown under the
‘Returns on investment and servicing of finance’ heading. Dividends
received will ordinarily have been required to be shown under the ‘Returns
on investment and servicing of finance’ heading.

As with FRS 102, under old UK GAAP, interest received was permitted to
be shown under ‘operating activities’ if it was included within operating
profit. In most other instances, old UK GAAP required interest received to
be shown under ‘Returns on investment and servicing of finance’.
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An entity may classify dividends paid as a financing cash flow because
they are a cost of obtaining financial resources. Alternatively, the entity
may classify dividends paid as a component of cash flows from operating
activities because they are paid out of operating cash flows. [FRS 102.7.16]

The Standard suggests that dividends paid should be reported in either
financing or operating activities. The argument for the classification of
dividends paid as financing outflows is that the dividends represent a cost
of obtaining financial resources. The argument in favour of classification
within operating activities is that such classification will assist users to
determine the ability of an entity to pay dividends out of operating cash
flows.

Under FRS 1, dividends paid to non-equity shareholders will have been
classified under the standard heading ‘Returns on investment and servicing
of finance’. Dividends paid to equity shareholders will have been disclosed
under a separate standard heading, ‘Equity dividends paid’.

9.2 Debt securities issued at a discount or premium

For more complex financial instruments, it is important not to
confuse principal amounts of finance with the nominal amounts of
the instruments concerned. The principal amount of a financing
arrangement is the amount borrowed at the beginning of the
arrangement. It is not necessarily the same as any amount shown as
the nominal amount of the financial instrument. This distinction is
necessary to ensure that cash flows relating to finance costs are
appropriately classified.

If an entity issues debt securities at a discount or a premium (e.g.
zero-coupon debt securities), the proceeds received from issuing the
debt securities should be classified as a financing cash inflow. The
excess of the amounts paid out (during the life of the instrument and
at maturity) over the amount received when the debt securities were
issued should be reported as a cash outflow, classified in the same
way as interest paid.
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Example 9.2

Zero-coupon bond issued at a discount

An entity receives £100,000 on 1 January 20X1, when it issues a zero-coupon
bond. On 31 December 20X5, it redeems the bond by paying cash of £140,255
to the bondholder. In its statements of comprehensive income for the five
years ended 31 December 20X5, the entity classifies the £40,255 as interest
expense.

In its statement of cash flows for the year ended 31 December 20X5, £100,000
is classified as a financing cash flow and £40,255 is classified according to the
entity’s general classification for interest (see 9.1).

9.3 Investments in debt securities acquired at a discount
or premium

If an entity invests in debt securities at a discount or a premium (e.g.
zero-coupon bonds), the cash paid at acquisition is classified as an
investing cash flow.

The excess of the amounts received (during the life of the instrument
and on maturity) over the amount of the original investment should
be reported as a cash inflow, classified in the same way as interest
received.

9.4 Shares classified as liabilities

When instruments that are legally shares (e.g. certain preference
shares) are classified as financial liabilities in accordance with Sec-
tion 22 Liabilities and Equity, the question arises as to how the cash
flows relating to the dividends paid on those instruments should be
classified in the statement of cash flows.

FRS 102.7.15 and FRS 102.7.16 (see 9.1 above) set out considerations
for the classification of interest and dividends and allow entities a
number of alternatives. Interest paid and dividends paid may each
be classified under either operating activities or financing activities.

When instruments that are legally shares are classified as financial
liabilities in accordance with Section 22, the dividends paid on those
shares will be presented as part of the interest expense in the
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statement of comprehensive income. It follows that, in the statement
of cash flows, the dividends paid on such shares should similarly be
presented as interest paid and not as dividends and, therefore,
should be classified consistently with other interest payable.

9.5 Treasury shares

The acquisition by an entity of its own equity instruments represents
a transaction with owners (who have given up their equity interest)
rather than a gain or loss to the entity and, accordingly, any consid-
eration paid is recognised as a deduction in equity (see FRS
102.22.16). When consideration paid is in the form of cash, the
associated cash flows should be classified as cash flows from financ-
ing activities.

10 Income tax

An entity shall present separately cash flows arising from income tax and
shall classify them as cash flows from operating activities unless they can
be specifically identified with financing and investing activities. When tax
cash flows are allocated over more than one class of activity, the entity
shall disclose the total amount of taxes paid. [FRS 102.7.17]

When it is practicable to identify a tax cash flow with an individual
transaction that is classified as investing or financing, the tax cash
flow will be classified as investing or financing in accordance with
the underlying transaction. In these circumstances, the total amount
of taxes paid is also disclosed. However, it is very rare to allocate tax
cash flows in this way in practice under IFRSs. IAS 7.36 points out
that, because it is often impracticable to identify tax cash flows in
respect of investing and financing activities, and because such cash
flows often arise in a different period from the cash flows of the
underlying transaction, taxes paid should generally be classified as
cash flows from operating activities. This is likely to be the same for
entities applying FRS 102.

Under FRS 1, cash flows arising from income tax would not have been
classified under ‘Operating activities’ but would have been classified under
their own standard heading; ‘Taxation’.

B7 Statement of Cash Flows

238

UK

Letterpart Ltd • Typeset in XML • Division: DIGNUK_B07 • Sequential 28

Letterpart Ltd • Size: 248mm x 153mm • Date: November 13, 2013 • Time: 11:41L



11 Non-cash transactions

An entity shall exclude from the statement of cash flows investing and
financing transactions that do not require the use of cash or cash equiva-
lents. An entity shall disclose such transactions elsewhere in the financial
statements in a way that provides all the relevant information about those
investing and financing activities. [FRS 102.7.18]

As a general principle, only transactions that require the use of cash or
cash equivalents should be included in a statement of cash flows. Note,
however, that when the indirect method of presenting cash flows from
operating activities is used (as discussed in 5.1), this will result in certain
non-cash items appearing in the statement of cash flows as adjustments to
profit or loss for the period. The disclosure required by FRS 102.7.18 for
non-cash transactions will normally be in narrative form in the notes.

Many investing and financing activities do not have a direct impact on
current cash flows even though they affect the capital and asset structure
of an entity. The exclusion of non-cash transactions from the statement of
cash flows is consistent with the objective of a statement of cash flows
because these items do not involve cash flows in the current period.
Examples of non-cash transactions are:

(a) the acquisition of assets either by assuming directly related liabili-
ties or by means of a finance lease;

(b) the acquisition of an entity by means of an equity issue; and

(c) the conversion of debt to equity. [FRS 102.7.19]

The inception of a finance lease contract is one of the most commonly
encountered non-cash transactions. Such a transaction, although
reflected in the statement of financial position by recognising an asset
and a matching liability, should not be reflected in the statement of
cash flows because the reporting entity neither pays nor receives
cash. It is not appropriate to show a cash outflow in respect of an
asset purchase and the drawdown of a loan. A sale and leaseback
arrangement, however, will generate cash flows and, therefore,
should be included in the statement of cash flows (see 4.3.1).
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12 Analysis and reconciliation of net debt

Under FRS 1 there was a requirement for the financial statements to include
a statement reconciling the movement of cash in the period with the
movement in net debt. This statement would have historically either been
disclosed as a separate note or adjoining the cash flow statement. There was
also a requirement to provide a reconciliation showing the movement for
each component of debt within the period. These reconciliations are not a
requirement under FRS 102 or full IFRSs.

The FRC’s Financial Reporting Lab has issued a recommendation
encouraging voluntary disclosure of net debt reconciliations by listed
companies. Such reconciliations are generally valued by users of
financial statements and it has been suggested that IAS 7 should be
amended to include such a requirement. However, there is no
requirement for a company applying FRS 102 to present such a
reconciliation and the Financial Reporting Lab’s recommendation is
principally aimed at listed companies. Some unlisted companies may
wish to continue with the old UK GAAP practice of presenting such
a reconciliation in which case the examples given at 12.1 and 12.2
below may be useful.

Under old UK GAAP, comparatives were not required for the recon-
ciliation. FRS 103.3.14 contains a general requirement to present
comparative information in respect of the preceding period for all
amounts presented in the current period’s financial statements. This
does not distinguish between those disclosures required by FRS 102
and additional voluntary information although it seems unlikely that
an entity would be criticised for failing to give comparatives for the
net debt reconciliation.

12.1 Reconciliation of net cash flow to movement in net
debt

The following examples provide illustrations of reconciliations of net cash
flows to movements in net debt and are based on old UK GAAP under
FRS 1 but amended for consistency with FRS 102. The first example is
reasonably straightforward, with all of the changes in net debt generated
by cash flows. The second example is more complicated, involving non-
cash changes in net debt.
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Example 12.1A

Reconciliation of net cash flow to movement in net debt
£’000

Increase in cash and cash equivalents in the period 2,631
Cash to repurchase debenture 149
Cash used to purchase investments 450

Change in net debt 3,230
Net debt at 1 January (2,903)

Net funds at 31 December 327

Example 12.1B

Reconciliation of net cash flow to movement in net debt
£’000 £’000

Decrease in cash and cash equivalents in the period (6,752)
Cash inflow from increase in debt and lease
financing (2,347)
Cash inflow from sale of investments (700)

Change in net debt resulting from cash flows (9,799)
Loans and finance leases acquired with subsidiary (3,817)
New finance leases (2,845)
Translation difference 643

Movement in net debt in the period (15,818)
Net debt at 1 January (15,215)

Net debt at 31 December (31,033)

12.2 Analysis of changes in net debt

The following examples provide illustrations of the analysis of changes in
net debt and are based on old UK GAAP under FRS 1 but amended for
consistency with FRS 102.
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Example 12.2A

Analysis of changes in net debt

At 1 Jan
20XX

Cash
flows

Other
changes

At 31 Dec
20XX

£ ‘000 £‘000 £‘000 £‘000
Cash at bank and in hand 42 847 – 889
Overdrafts (1,784) 1,784 – –

2,631
Debt due within one year (149) 149 (230) (230)
Debt due after one year (1,262) – 230 (1,032)
Current asset investments 250 450 – 700

TOTAL (2,903) 3,230 – 327

Example 12.2B

Analysis of changes in net debt

At
1 Jan
20XX

Cash
flows

Acquisition
(exc. cash

and
overdrafts)

Other
non-
cash

changes

Foreign
exchange

movements

At 31 Dec
20XX

£‘000 £‘000 £‘000 £‘000 £‘000 £‘000
Cash at bank
and in hand 235 (1,250) – – 1,392 377
Overdrafts (2,528) (5,502) – – (1,422) (9,452)

(6,752)
Debt due
after one
year (9,640) (2,533) (1,749) 2,560 (792) (12,154)
Debt due
within one
year (352) (1,156) (837) (2,560) 1,465 (3,440)
Finance
leases (4,170) 1,342 (1,231) (2,845) – (6,904)

(2,347)
Current asset
investments 1,240 (700) – – – 540

TOTAL (15,215) (9,799) (3,817) (2,845) 643 (31,033)
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13 Components of cash and cash
equivalents

An entity shall present the components of cash and cash equivalents and
shall present a reconciliation of the amounts presented in the statement of
cash flows to the equivalent items presented in the statement of financial
position. However, an entity is not required to present this reconciliation
if the amount of cash and cash equivalents presented in the statement of
cash flows is identical to the amount similarly described in the statement
of financial position. [FRS 102.7.20]

It is unlikely that there will be an amount described as ‘cash and cash
equivalents’ in the statement of financial position because of the
requirement in section 4 of FRS 102 to comply with the statutory
formats which include ‘cash at bank and in hand’. Short-term invest-
ments falling within the definition of cash equivalents would be
included under another heading such as ‘other investments’.

Although not explicitly required under old UK GAAP, a similar level of
information will have been shown in the analysis of changes in net debt
reconciliations as described in section 12 above.

Under full IFRSs, there is also a requirement to disclose the policy adopted
in determining the composition of cash and cash equivalents. There is also a
requirement to report the effect of a change in the policy for determining the
components of cash and cash equivalents in accordance with IAS 8
Accounting Policies, Changes in Accounting Estimates and Errors.

Entities applying Part 1 General Rules and Formats of Schedule 2 to the
Regulations should include as cash only cash and balances at central
banks and loans and advances to banks repayable on demand. [FRS
102.7.20A]

Section 3 above describes what would constitute cash and cash equiva-
lents for companies that are not banking or insurance companies. For
banking companies, which are required to apply Part 1 General Rules and
Formats of Schedule 2 to the Regulations, cash and cash equivalents
would constitute cash and balances at central banks and loans and
advances to banks repayable on demand as required by FRS 102.7.20A.
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14 Investments in subsidiaries, associates
and joint ventures

Consistent with full IFRSs and old UK GAAP, when an entity
prepares a consolidated statement of cash flows, that statement of
cash flows includes the cash flows of consolidated subsidiaries, but
excludes any that are intragroup.

When a consolidated subsidiary is only partly owned by the group,
the dividends paid to the non-controlling interests (but not the
dividends paid to group entities) are classified as either financing or
operating cash outflows, consistently with the classification of divi-
dends paid by the parent (see 9.1 above).

When an interest in an associate, a joint venture or a subsidiary is
accounted for using the equity or the cost method, the investor’s
statement of cash flows should report only the cash flows between
itself and the investee, such as dividends and advances. Such guid-
ance, drawn from IAS 7 and consistent with that provided under old
UK GAAP, would be considered good practice to follow in the
absence of any similar guidance in FRS 102.

15 Changes in ownership interests in
subsidiaries and other businesses

15.1 Separate presentation of cash flows relating to
changes in ownership interests

FRS 102 is silent on how to account for cash flows that arise as a
result of changes in ownership interests. In such circumstances an
FRS 102 reporter may choose to apply the guidance contained within
IAS 7, set out in 15.1.1 and 15.1.2, below. This approach, although not
mandatory, would be considered good practice in the absence of
other applicable guidance.
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15.1.1 Changes in ownership interests involving a change
in control

When an entity has obtained or lost control of subsidiaries or other
businesses during the reporting period, the aggregate cash flows
arising should be presented separately and classified as investing
activities. The single-line entry in the statement of cash flows com-
prises the amount of cash paid or received as consideration for
obtaining or losing control, net of the cash and cash equivalents in
the subsidiaries or businesses at the date of the transaction, event or
change in circumstance. The cash flow effects of losing control are
not to be deducted from those of obtaining control. Rather, each is to
be shown separately.

Example 15.1.1

Cash flows arising on sale of a subsidiary

On 30 June 20X1, an entity sells its 100 per cent holding in a subsidiary for
£900,000. At that date, the net assets of the subsidiary included in the
consolidated statement of financial position are as follows.

£’000
Property, plant and equipment 500
Inventories 150
Accounts receivable 230
Cash 80
Cash equivalents 100
Trade payables (110)
Long-term debt (300)

650

The consideration is received during the year ended 31 December 20X1 and
comprises cash of £300,000 and equity shares of £600,000.

In the investing activities section of the statement of cash flows for the year
ended 31 December 20X1, the entry in respect of the sale of the subsidiary
will be an inflow of £120,000 (being £300,000 cash received less cash and cash
equivalents of £180,000 in the subsidiary at the date of sale). The cash and
cash equivalents of £180,000 in the subsidiary at the date of sale are deducted
from the cash received because the cash and cash equivalents of the group
are reduced by this amount as a result of the sale of the subsidiary.

If the cash consideration of £300,000 were instead received over two years
with £150,000 being received in 20X1 and £150,000 being received in 20X2,
the investing activities section of the statement of cash flows would present
an outflow in 20X1 of £30,000 (being £150,000 less the cash and cash
equivalents of £180,000) and an inflow in 20X2 of £150,000.
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The group’s property, plant and equipment is reduced by £500,000 as a result
of the sale. However, this is not presented in the statement of cash flows as a
sale of property, plant and equipment for cash.

When the indirect method is used to present the operating activities section
of the statement of cash flows, the increase or decrease in inventories and
accounts receivable and payable will need to be adjusted for the sale of the
subsidiary. Taking inventories as an example, assume that on 31 December
20X1 the inventories in the consolidated statement of financial position total
£950,000 and at 31 December 20X0 total £1,000,000. In the adjustments from
profit before taxation to the operating cash flow, the movement in invento-
ries is an increase of £100,000 (being the decrease in the year of £50,000 offset
by the subsidiary’s inventories in the consolidated statement of financial
position at the date of sale of £150,000).

Although not explicitly required by FRS 102, it would be considered
good practice to disclose each of the following, in aggregate, in
respect of obtaining control of subsidiaries or other businesses dur-
ing the period:

● the total consideration paid;

● the portion of the consideration consisting of cash and cash
equivalents;

● the amount of cash and cash equivalents in the subsidiaries or
other businesses over which control is obtained; and

● the amount of the assets and liabilities other than cash or cash
equivalents in the subsidiaries or other businesses over which
control is obtained, summarised by each major category.

Similarly where the requirements of IAS 7 are followed, it would be
considered good practice to disclose, each of the following, in aggre-
gate, in respect of losing control of subsidiaries or other businesses
during the period:

● the total consideration received;

● the portion of the consideration consisting of cash and cash
equivalents;

● the amount of cash and cash equivalents in the subsidiaries or
other businesses over which control is lost; and
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● the amount of the assets and liabilities other than cash or cash
equivalents in the subsidiaries or other businesses over which
control is lost, summarised by each major category.

15.1.2 Changes in ownership interests in a subsidiary not
resulting in a loss of control

FRS 102 does not address cash flows arising in connection with
changes in ownership interests in a subsidiary not resulting in a
change of control. The following guidance is based on the require-
ments of paragraphs 42A and 42B of IAS 7 although other
approaches might be possible under FRS 102.

When there has been a change in ownership interests in a subsidiary,
but the transaction, event or circumstance has not resulted in a loss of
control, the associated cash flows are classified as financing activities
(in contrast to cash flows associated with a loss of control, as
discussed at 15.1.1, which are classified as investing activities).

Such changes will arise from transactions such as the purchase or
sale by a parent of a subsidiary’s equity instruments. Transactions of
this nature are accounted for as equity transactions – i.e. as transac-
tions with owners in their capacity as owners.

15.2 Cash flows arising from shares issued by a
subsidiary

FRS 102.7.6(a) states that cash proceeds from issuing shares should
be classified as financing activities. Applicable guidance in IAS 7:39
(which an FRS 102 reporter may consider following in the absence of
FRS 102 guidance) states that cash flows arising as a result of a
transaction, event or change in circumstance when control of a
subsidiary is lost should be classified as investing activities. The
question arises as to how the cash flows from a rights issue by a
partly-owned subsidiary should be reflected in the statement of cash
flows.
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Take, for example, a rights issue when the shares of the subsidiary
are issued on a pro rata basis to its parent and to the other sharehold-
ers (i.e. the non-controlling interests). In the subsidiary’s own state-
ment of cash flows, the entire proceeds from the rights issue should
be shown under financing activities because they clearly represent a
cash inflow from issuing shares. In the consolidated statement of
cash flows, when shares are issued to the parent and to the other
shareholders on a pro rata basis such that the percentage interest
held by the group is not changed, the cash received from issuing
shares to the parent will be eliminated on consolidation, leaving the
receipt from the other shareholders as a cash inflow to the group.
Because there is no change in the group’s interest in the subsidiary,
this cash flow is also financing in nature, and should be classified as
such in the consolidated statement of cash flows.

When shares are issued only to the other shareholders (i.e. the
non-controlling interests), the treatment in the subsidiary’s own
statement of cash flows is the same as that described above. From the
group perspective, although the other shareholders have injected
new funds into the subsidiary, the issue of shares outside the group
gives rise to a reduction in the group’s interest in the subsidiary The
presentation in the consolidated statement of cash flows will depend
on whether control has been lost as a result of that reduction.
Following the principles outlined in 15.1.1 above, when the trans-
action has resulted in a loss of control, the associated cash flows
should be classified as investing activities. When control remains
with the parent, the transaction is considered an equity transaction
and the associated cash flows are classified as financing (see 15.1.2).
This is illustrated in the following example.

Example 15.2

Loss of control as a result of shares issued by a subsidiary

Company P enters into a joint arrangement with Company Q under which
Company Q acquires a 50 per cent interest in Company R, formerly a
wholly-owned subsidiary of Company P. Company R, which issues new
shares to Company Q for cash, has a bank overdraft of CU250,000 at the date
that it ceases to be a subsidiary of Company P. The bank overdraft is
included as a component of cash and cash equivalents for the purposes of
preparing the statement of cash flows.

Following the disposal transaction, its investment in Company R is classified
as a joint venture in accordance with Section 15 Investments in Joint Ventures
(and, consequently, accounted for using the equity method).

How should the change in status from a subsidiary to a joint venture be
reflected in the consolidated statement of cash flows?
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Although Company P retains a 50 per cent interest, Company R is no longer
part of the group, and its cash flows will no longer be consolidated. Drawing
on the guidance in IAS 7:39 (see 15.1.2), when a transaction results in the loss
of control of a subsidiary, the amount to be shown under investing activities
comprises cash and cash equivalents received as consideration net of any
cash or cash equivalents transferred. In this case, because the shares were
issued directly to Company Q by Company R, Company P receives no
disposal proceeds. Therefore, the only amount to be presented in the
consolidated statement of cash flows is an investing cash inflow of
CU250,000, representing the balance on the subsidiary’s overdraft at the date
it ceases to be a subsidiary.

15.3 Cash flows arising subsequent to an acquisition

Cash flows relating to an acquisition may arise subsequent to the
acquisition. Examples of cash outflows include the payment of
deferred and contingent consideration. Examples of cash inflows
include the receipt of proceeds of a warranty claim or in respect of an
indemnification asset. FRS 102 provides no explicit guidance on the
treatment of such items.

Consideration payable shortly after the acquisition date

When consideration is payable shortly after the acquisition date, so
that no adjustment is necessary for the effects of discounting, the
cash outflow will be classified as investing. This is because there is
no significant financing element and the payment clearly represents
the cost of making the acquisition.

Deferred consideration

In the case of deferred consideration, both the principal and any
interest element could be presented as financing cash flows on the
basis that the payments represent the servicing and settlement of a
financing liability recognised on the acquisition. This approach is
consistent with Section 19 Business Combinations and goodwill which is
implicit in its requirement to discount deferred consideration in
order to arrive at the acquisition date fair value. It is also consistent
with the treatment of finance leases under Section 20 Leases, when the
inception of the lease is treated as a non-cash transaction so that the
cash cost of acquiring the asset is recognised in financing cash flows
over the lease term.
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Contingent consideration

In the case of contingent consideration, under FRS 102, an entity is
required to estimate the contingent payments to be made at the date
of acquisition and include in the cost of the business combination
where the payment is probable and the payment can be measured
reliably. Any subsequent changes in contingent consideration (e.g. a
payment becomes probable and can be measured reliably, or there is
an adjustment to a previously recorded amount) are adjusted against
the original cost of the business combination and affect the goodwill
value. Because these changes are treated as a cost of the acquisition,
and adjustments to goodwill, the payment of contingent considera-
tion could be presented as an investing cash flow.

Warranties

Warranties may be received from the seller regarding the value and
condition of the assets of the acquiree and its business, and are often
short term in nature. For example, the seller may warrant that, at the
acquisition date, there will be at least a specified level of working
capital within the business, with a warranty payment becoming due
to the extent that the actual level of working capital turns out to be
lower. When a warranty payment is determined based on the facts
and circumstances that existed at the acquisition date, any receipt by
the acquirer is, in substance, an adjustment to the consideration paid
for the acquisition (and, consequently, gives rise to a reduction in
goodwill). Generally, such a payment will be made shortly after the
acquisition date and will not include any significant financing ele-
ment, in which case it should be shown as an investing cash flow in
the statement of cash flows. When such a payment is deferred and
includes a significant financing element, it should be classified as a
financing cash flow, following the logic outlined above in respect of
deferred consideration.

Indemnification asset

When a seller provides an indemnity, giving rise to an indemnifica-
tion asset, it is agreeing to reimburse the buyer for specific outflows
it may incur. Because receipts under indemnities are a direct reim-
bursement of an outflow incurred, the receipt should be classified in
accordance with the nature of the cash outflow. This matching of
inflows and outflows is consistent with the treatment of reimburse-
ment assets under Section 21 Provisions and Contingencies.
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16 Other disclosures

An entity shall disclose, together with a commentary by management, the
amount of significant cash and cash equivalent balances held by the entity
that are not available for use by the entity. Cash and cash equivalents held
by an entity may not be available for use by the entity because of, among
other reasons, foreign exchange controls or legal restrictions. [FRS
102.7.21]

The above requirements are consistent with full IFRSs and old UK GAAP,
which required these to be presented in a note.

IAS 7.49 states that examples include cash and cash equivalent balances
held by a subsidiary that operates in a country where exchange controls or
other legal restrictions apply when the balances are not available for
general use by the parent or other subsidiaries.

Under old UK GAAP, FRS 1.68 stated that the note identifying the
amounts and explaining the circumstances where restrictions prevent
transfer of cash from one part of the business or group to another should
refer only to circumstances where access is severely restricted by external
factors such as strict exchange controls rather than where the sole con-
straint is a special purpose designated by the reporting entity itself.

That paragraph also noted that, depending on the regulatory environment,
cash balances in escrow, deposited with a regulator or held within an
employee share ownership trust may be subject to restrictions on remitta-
bility that should be disclosed.

Example 16

Cash and cash equivalents

Cash at bank and in hand includes an amount of £245,000 (20X7 – £250,000)
deposited with banks in Mozambique. This cash cannot currently be trans-
ferred outside Mozambique due to exchange control restrictions.

Full IFRS recommends further additional disclosures that are not men-
tioned in FRS 102. Such disclosures would include, among other things, the
amount of cash flows arising from operating, investing and financing
activities of each reportable segment under IFRS 8 Operating Segments.
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