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Abstract. Financial reporting system includes three main pillars, namely balance sheet, income statement and cash flow. If
the balance sheet reflects shareholders’ wealth at a given time, income statement demonstrates the efficiency or
inefficiency of the activity and cash flows measures the company’s viability. This is the reason for which I have approached
the cash flow matter in this paper, reviewing the latest studies and studying in detail the evolution of cash flow ratios on
small and medium enterprises in Romania for a period between 2006 and 2014, highlighting the effects of the financial
crisis on these enterprises.
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1. Literature Review
Within the system of financial reporting, the balance sheet and income statement are fundamental elements, being a
part of the periodic financial reports worldwide. Unlike these statements, the cash flow statement is not compulsory in all
countries (e.g., Germany, The Netherlands). In Japan, the reporting of cash flows is mandatory only for companies listed on
the stock exchange.
In the case in which cash flow statements are mandatory, their format may differ from country to country. In the
United Kingdom, interests and dividends are grouped in a separate category (Elliot & Elliot, 2002) [1], they are not
included neither in the cash flow from operation, nor in the financial one. Even if this format is said to be superior to the
SFAS 95 form (American format) (Needles, Anderson & Caldwell, 1987) [2], cash flow statements cannot be compared
with respect to the financial information transmitted to the users without performing certain adjustments beforehand.
In some countries, especially in those from South America, entities draw up the report of funding changes. Funds
are defined here as net working capital (current assets minus current liabilities). This financial statement focuses more on
the changes taking place in the working capital of the entity. According to this definition, funds are perceived as a measure
of the company’s liquidity. It is irrelevant for the analyst whether funds are found under the form of cash, receivables or
raw material inventory. Previous to the adoption of SFAS 95, fund flows were also employed in the USA until 1973, when
this modality of financial reporting was abandoned (Backer, Elgers & Asebrook, 1988) [3].
Starting with the International Accounting Standards (i.e., IAS 7) and then with the recent International Financial
Reporting Standards, all companies have the possibility to apply the methodology in order to report “The Cash Flow
Statement”, taking into account national accounting laws (IAS, 2003) [4]. In Romania, this process has begun since 2001
and today, the cash flow statement is as important as the balance sheet and the income statement in the companies’
reporting architecture.
The main difference between fund flows and cash flows is represented by the approach of the movements taking
place between the operational accounts. Thus, the indirect cash flow method imposes the adjustment of net profit to the
variation of the current operational accounts (i.e., of assets and debts), including the non-monetary positions. Unlike cash
flow, the funds from operations do not take into account the net profit adjusted with certain elements from the income
statement.
The second major difference between cash and funds flows refers to the approach of short term debts. Thus, in the
case of funds flows, short term debts remain components of the working capital, while in the case of cash flows from
exploitation, debts represent financing sources of this activity. Because of these two differences, the funds flows from
exploitation do not represent a real measure for the cash generated by the operational activity.
Cash flow analysis is an important instrument for performing international comparisons due to the differences
existing between the accounting standards from different countries. Many authors evaluated the cash flow and its impact on
the entities equilibrium.
Thus, in Indian companies, the cash flow statement must reflect everything about a business’s cash. It must register
cash transactions following all business activities, which include operating, financing and investing activities (Kushalappas,
2014) [5].
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Others tried to estimate the cash flow through cash conversion cycle. Tangsucheeva and Prabhu (2013) [6] report
that the bullwhip effect characteristic for supply chain inventory may alter demand forecasts and trigger inefficiencies like
excessive inventory, stock-outs, and backorders. In their opinion, the inventory bullwhip also leads to cash-flow bullwhip.
In their study, DeFond and Hung (2003) [7] the dissemination of operating cash flow forecasts. According to their
findings, analysts determine cash flows for companies possessing large accruals, a bigger number of heterogeneous
accounting choices than competitors, high earnings volatility, high capital intensity and poor financial health. Hence, this
statement uncovers value-relevant information for company managers.
Ohlson and Aer (2009) [8] consider that cash flow analysis is efficiently performed when modified cash accounting
enters the scene. This method is based on standard financial reporting and addresses the recognition of assets and liabilities.
Modified cash accounting takes into consideration just cash and assets easily convertible.
Silhan (2014) [9] investigates interfirm differences concerning earnings variability. Namely, he examines the
manner in which the ratio of accrual variability to cash-flow variability changes depending on firms and the manner in
which the ratio components and the correlations between cash flow and accruals impact on economic performance.
Bible and Mills (2001) [10] observe that using cash flow ratios instead of the traditional ratios yields more
confidence in the liquidity and solvency of gaming corporations.

2. Cash Flows in SMEs Financial Analysis
The main role of the cash flow statement is of highlighting cash and cash equivalents inflows and outflows during a
determined period of time, usually the financial period. Cash equivalents are represented by financial investments, which
are short-term and easy to convert into cash. This financial reporting document has the purpose of classifying the flows of
an economic entity according to the activity type into three categories: operating, investment and financing. Investment and
financing activities that do not influence cash are presented separately in other financial statements (Moscviciov et al.,
2010; Bătrâncea, Bătrâncea & Moscviciov, 2009a, 2009b) [11]-[12]-[13].
The role of cash flows in the financial analysis consists in the fact that flows provide information which is easier to
access and more convenient for the analyst. The cash flow statement provides a scheme structured on three levels that
presents information in a simplified manner, in the same time illustrating the financial standing of the enterprise.
Cash flow analysis and particularly the sources of cash flows may provide the manager with the following
information:
• Financing sources for capital spending. If a company cannot generate operating cash flow, this can highlight
certain problems. The dependence on external financing (issuing shares, contracting loans) may highlight the company’s
incapacity to accomplish future activities. This way, the principle of continuity is affected.
• The dependence of the company. If the company depends largely on loans, this may create difficulties with the
future reimbursement of credits.
• The profit viability. High and increasing differences between profit and cash flows can be explained by the inferior
quality of the profit.

3. Cash flow ratios in Romanian SMEs
Cash flows indicate the effects from operating, investing and financing activities over a given period and it also
show the effects of previous management decisions concerning the issuing of new shares or long-term bonds. Operating
activities affect the net profit through the cash inflows and outflows it generate.
Cash inflows indicated in the income statement can refer to the following items: sales of goods and services, interest
payments resulting from loans, dividends received from owned equity, other amounts that cannot be classified as resulting
from financial or investment activities (e.g., compensation given by a court order, cash refunds from suppliers). Cash
outflows include payments for the purchase of inventories, other goods or services, interest paid on loans contracted, other
payments (e.g., compensation, charity, refund to customers).
Investment activities include transactions made to acquire or dispose of fixed assets. Thus, cash inflows from such
activities include cash received from selling buildings, equipment, machinery, equity and cash received from recovering
debts.
Cash inflows from financing activities include cash received from owning shares and bonds, from mortgages or
from loans. Cash outflows include payments made under the form of dividends or repaid loans. Interest payments are not
included in this category as they appear in the profit and loss account (income statement) and therefore are considered
operating activities.
The direct or the indirect method can be used for calculating the cash flows arising from operating activities. When
using the direct method, the main categories of gross cash receipts and payments are presented. Moreover, the
reconciliation between profit before taxes and cash generated from operating activities is presented within the cash flow
statement. When using the indirect method, profit or loss are adjusted using the effects of the transactions that are not
monetary in nature, using delays or commitments, cash flows from investing or financing activities. (Bătrâncea et al.,
2008a) [14].
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The cash flow statement is divided into three major sections: cash flows from operating, investing and financing
activities. The manner of displaying the operating activities depends on the method used to determine the cash flow. The
direct method adjusts the profit before tax and the cash from operating activities. The indirect method adjusts the profit
with the effects of transactions that have no monetary nature and also with deferrals or accruals (Bătrâncea et al., 2008b)
[15].
The information provided by the cash flow statement can be explored using the analysis based on ratios, the same
method used in the analysis of the balance sheet and the income statement. For this purpose, the analyst can use a number
of indicators, which are presented in the following. Financial ratios are useful analysis tools that summarize a large volume
of data into a form which is easier to comprehend, interpret and compare. In the same time, the ratios highlight certain
limitations that must be considered for each case. When comparing ratios exploring different periods of time, the conditions
in which the economic entity operates must be considered, as well as the impact of certain changes on the financial
statements, such as: changes in the economic market, changes in the production process, in the various production lines or
geographic markets (Bătrâncea, Bătrâncea & Borlea, 2007) [16].
Indicators which take the form of ratios do not constitute the final analysis point. Moreover, they do not indicate per
se positive (strengths) or negative (weaknesses) elements of the activity undertaken by an economic entity because they
only indicate areas that require an additional research. Therefore, the ratio analysis conducted by the financial analyst based
on the financial statements must be combined with the investigation of other factors prior to formulating pertinent
conclusions and make recommendations for measures to be adopted by the management of the economic entity. Judging if
a certain index is too high, too low or appropriate depends on the interpretation of the results. This is performed by the
analyst, who takes into consideration the type of activity a certain economic entity conducts, the company’s position on the
market, the strategy adopted by the economic entity on a particular market (Bătrâncea, Bătrâncea & Ardelean, 2007) [17].
The goal of the analysis based on ratio changes is to determine the causes and effects that ratios have on the
company’s ability to repay debt. The unilateral analysis (i.e., based on a single ratio) may raise erroneous conclusions
regarding the financial equilibrium of the economic entity. That is why combining the ratio analysis with other information
concerning the company management and the information about the economic conditions in which the company operates
will certainly highlight a fair picture of its financial situation. Namely, analyzing the changes of these ratios over a period
of time is recommended in order to determine the changes which may interfere in the functioning of the company and also
to assess the potential impact of these ratios on the company creditworthiness. If the value of a company indicator differs
significantly from the market average, it is imperative to study the causes determining this situation and to assess the
effects generated on the creditworthiness of the analyzed company (Bătrâncea et al., 2012) [18].

Figure 1. The evolution of cash flow in Romanian SMEs, 2006-2015 period
Note: Author’s computation.
Some of the most important ratios are the capital cash flow ratio, the debts cash flow ratio, the net profit cash flow
ratio, the long term debts cash ratio and the turnover cash ratio. We tested their evolution on 100 Romanian SME entities.
As one can see from figure 1, the Romanian companies had cash throughout the entire period analyzed. Between 2006 and
2009, the cash flow decreased to its lowest level, but then it stabilized around 300,000 Euros.
A first indicator used in the evaluation of the company’s cash flows is the ratio of the cash flow reported to capital
expenses or the covering index of capital expenses:
Cash flow to capital expenses ratio = Cash Flow / Capital Expense
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This ratio provides information on the financial flexibility of the company and it is useful for the companies that
have an attractive capital policy (e.g., capital increases, dividends provided and paid on due time, etc.). The higher the ratio,
the higher the financial flexibility of the company. The analyst has to carefully examine the circumstances under which this
ratio is altered in time and to identify the causes generating significant differences in the indicators of the analyzed
company. A decreasing ratio can be interpreted in two ways. Firstly, the company may encounter difficulties in increasing
the production capacity through capital expenses without using loans.
Secondly, the company may experience a period of significant investment increase and, as a result, income would
be delayed. In this situation, the company requires an increase in the cash flow from exploitation in order to compensate the
negative ratio registered in the investing activity.

Figure 2. The evolution of cash flow to capital expenses ratio, 2006-2015 period
Note: Author’s computation.
From the analysis conducted on 100 Romanian companies (fig.2), we observed that the operating activity was not
able tot finance the investing activity, during the entire analyzed period. The companies were forced to turn to long term
credits. During the financial crisis, the Romanian companies had difficulties to cover the capital expenses.
Another ratio used in the analysis of cash flows is the ratio of the cash flow in comparison to the debt variation, or
the index of average debts as follows:
Cash flow to debts ratio = Cash Flow / Average Debts
The debts in the model above may be total debts, long-term debts or debts including a certain degree of maturity
(debts reaching maturity in 5 years). This indicator shows the company ability of coping with matured debts. This category
of indicators also includes the index Fitch CFAR, which compares the average net treasury flows for a period of three years
with the debts maturing within 5 years. Namely, by comparing the average net treasury flows of a company with the
expected obligations, this index provides information on the quality of the company’s crediting (McConville, 1999) [19].

Figure 3. The evolution of cash flow to total debts ratio, 2006-2015 period
Note: Author’s computation.
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From figure 3, one can observe that the increase of debts was higher that the increase of the cash flows.
Consequently, companies could only partially reimburse debts.
Another important ratio is the ratio of net profit to cash flow which is determined as a ratio between net profit and
cash flow:
Net profit to cash flow ratio = Net Profit / Cash Flow

Figure 4. The evolution of net profit to cash flow, 2006-2015 period
Note: Author’s computation.
From the above figure, it can easily be seen that the 100 Romanian SMEs faced difficulties in the process of
increasing the efficiency of their activity. During 2006-2014, the net profit had a small impact on the generated cash flow.
This indicator reveals the contribution of the profit in boosting the treasury cash flow from the total activity.
In order to show the contribution of cash flow to cover the long term loans we use the ratio of cash flow to longterm debts or the index of long term loans, which is calculated by dividing the cash flow and the long-term loans of the
company, as following:
Cash flow to long-term debts ratio = Cash Flow/ Long-Term Debts

Figure 5. The evolution of Cash Flow to Long Term Debts, 2006-2015 period
Note: Author’s computation.
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The above mentioned indicator determines the entity’s ability to cope with long-term debt. Figure 5 shows that,
throughout the entire period (before and after the financial crisis), the Romanian SMEs did not generate sufficient cash to
repay long-term debts.
Finally we consider that the cash flow to turnover ratio or the sales index highlights the entity’s capacity to cash
in payments for sold goods and services. It is calculated by dividing the cash flow to the turnover. In other words, the
indicator highlights the management’s ability to collect a large proportion of third-party debt.
Cash flow to turnover = Cash Flow/ Total sales

Figure 6. The evolution of cash flow to turnover ratio, 2006-2015 period
Note: Author’s computation.
As can be seen from figure 6, the analyzed companies have started to collect third-party debts more efficiently
beginning with the year 2013.

4. Conclusions
The aforementioned arguments highlight the importance of cash flow based on financial ratios for the field of
financial analysis.
The main reasons is that cash flow ratios provide the size of real financing of the economic activity within an
enterprise. While the ratio analysis of the balance sheet highlights the static evolution of the financial structure and
profitability ratios reflect the size of performance, cash flow ratios show the effects of indebtedness of financial decisions,
self-financing, investments or decisions regarding the company’s capital.
Therefore, no matter how efficient the management is, without a permanent tracking of cash flows, management
decisions can be erroneous with respect to current business financing, investments financing or decisions regarding the
accessing of external funds.
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