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My neighbor John lost 40 pounds. Wow! Should we 
congratulate him? Or is he suffering from some type 
of illness? Losing 40 pounds is an important fact, 
but equally important is, what does he weigh now? 
Should he lose another 40 pounds? 

The loss of 40 pounds is an activity over time, 
like a loss or profit on the income statement. The 
balance sheet reports the result: John now weighs 
132 pounds. Aha! Now we know that John cannot 
afford to lose another 40 pounds. 

Let’s delve more deeply into some financial ac-
counting, specifically the two reporting systems 
required. The analysis of cash flow must include a 
comprehensive analysis of both balance sheet cash 
flows and income statement cash flows. The State-
ment of Cash Flows (SCF) muddles the distinction 
by attempting to merge them. To simplify the math, 
it only factors in the net changes in balance sheet 
cash flows, leaving out substantial cash flows that 
are naturally recurring. 

The purpose of this article is to present a fresh 
look at how balance sheet cash flows affect operat-
ing cash flow. 

Not all “operating” cash flows 
are “operating cash flows” 
True or false: The purchase of inventory is an operat-
ing cash flow. Purchasing inventory is an everyday 
activity, but it is not an operating cash flow in the 
strict accounting sense. Rather, it is an investment 
cash flow. 

Balance sheet cash flow cycles, illustrated in Fig-
ure 1, begin with investment cash flows (investments 
in assets) that are funded by financing cash flows 
sourced from creditors and owners (liabilities and 
equity). The accounting is a single journal entry that 
affects only balance sheet accounts: debit inventory, 
credit accounts payable (A/P). 

BY STEPHEN BARTOLETTI
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Both sources of cash for repaying 
A/P appear on the left: The balance 
sheet source is from trading assets 
(the decrease in inventory transits 
through accounts receivable to the 
cash account—all trading accounts); 
the income statement source is reve-
nue. This is really one source of cash, 
just two accounting entries.  

On the right-hand side are the 

two uses of cash: The income state-
ment use is the cost of goods sold, an 
expense, but the company does not 
“make a cash payment to cost of goods 
sold.” It makes the cash payment to 
the supplier or bank. Two uses, one 
transaction.   

Fixed-Asset Cycle  
Similarly, on the left in Figure 2 are 

two sources of cash (marked B/S and 
I/S) for the fixed-asset cycle: 
• Balance sheet source of cash: the 

portion of fixed assets used in the 
current period (CPFA is explained 
shortly). 

• Income statement source of cash:  
revenue.

On the right are the two uses of 
cash: 
• Income statement use of cash: de-

preciation expense.  
• Balance sheet use of cash: repay-

ment of current portion of long-
term debt (CPLTD) and return of 
owners’ investment (equity).

Measuring repayment of long-term 
debt under two accounting systems 
Is the source of cash for repaying 
CPLTD an income statement cash 
flow or a balance sheet cash flow?

Mary looks at the journal entry and 
answers: “Balance sheet! The payment 

We invest in inventory and other 
assets in the belief that they will be 
used to generate revenue, which is 
what happens in the second half of 
the cycle (the green arrows in Figure 
1): Assets are used and converted back 
into cash (revenue), which can be re-
turned to the creditors and owners, 
completing the cycle.  

Where balance sheet cash flows over-
lap income statement cash flows 
In contrast to the purchase of inven-
tory, the sale of inventory affects both 
the balance sheet and the operating 
(income) statement, making it both 
a balance sheet cash flow and an op-
erating cash flow. Two journal entries 
are required: one to report the activ-
ity, the other to update the status:    

These two accounting entries iden-
tify two sources of cash and two uses 
of cash—for the same transaction. Rev-
enue is the source of cash that increases 
the balance sheet cash account, a use 
of cash. The decrease in inventory, the 
other source of cash, is matched to the 
COGS, the other use. Alternatively, 
these sources and uses can be matched 
by this reporting system: 

Thus, the confusion: When trying to 
determine the source of cash for a par-
ticular use, there may be two answers. 

Trading Cycle  
What is the natural source of cash 

for repaying the accounts payable?  
Mary answers: “From the cash ac-
count!” Cash is transferred from the 
bank account to the suppliers: credit 
cash, debit accounts payable, both 
balance sheet accounts. Gary coun-
ters: “From revenue!”—an income 
statement cash flow. Both are correct. 
The reason there is cash in the cash 
account to pay the accounts payable 
is because it came from revenue from 
selling inventory. The two perspectives 
stem from two accounting systems that 
overlap.  

Figure 2 illustrates the accounting 
overlap. The income statement, pictured 
in the center, can also be viewed as a 
cycle: Revenue must pay all expenses, 
but expenses must be incurred to gener-
ate revenue. The balance sheet cycles 
from Figure 1 are severed in half and 
straddle the income statement.  

FIGURE 1: BALANCE SHEET CASH  
                FLOW CYCLES

Note: See articles by this author in the December 
2015 and October 2017 issues of The RMA 
Journal, which make an argument for why 
“trading” is a more precise term than “current.”

TRADING 
ASSETS

TRADING 
LIABILITIES

EQUITY

FIXED 
ASSETS

LONG-TERM
LIABILITIES

EQUITY

Accounting entry Debit Credit

Sale: Increase cash account ↔ Revenue

Expense: Cost of Goods Sold (COGS) ↔ Decrease inventory

Reporting system Debit Credit

Income Statement COGS ↔ Revenue

Balance Sheet Increase cash account ↔ Decrease inventory
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to the bank for CPLTD comes out of 
the cash account—or more precisely, 
from the decrease in the fixed assets 
converted back into cash. Gary coun-
ters: “Income statement, revenue!” 
Again, there is no conflict. Gary and 
Mary are referencing two overlapping 
reporting systems. 

 
Repaying LTD with income 
statement cash flow
The traditional debt-service cover-

age ratio (DSCR) matches an income 
statement source to a balance sheet use: 

Wait a minute. In Figure 2, depre-
ciation expense appears as a use of 
cash in the income statement. Now 
it’s a source of cash?  How can depre-
ciation—an expense—repay CPLTD? 

When we say that depreciation 
is a source of cash, we really mean 
that the portion of revenue equal to 
the amount of depreciation expense 
is available for debt service. This is 

MATCHING 
THE “ACTUAL” 
INCOME 
STATEMENT 
SOURCE, 
REVENUE, TO 
AN “ACTUAL” 
BALANCE 
SHEET USE, 
REPAYMENT 
OF CPLTD, HAS 
A PRACTICAL 
APPEAL. 

bookkeeping entries to track the use 
of fixed assets on two accounting 
systems. 

Repaying LTD with balance sheet 
cash flow

From a lender’s perspective, the 
primary source of cash to repay long-
term debt is to “get back the cash 
invested in the asset.” As assets are 
reduced, used to generate revenue, 
first and foremost we want that cash 
to come back to the creditors. 

Notice the overlap in the last sen-
tence: The “reduction in assets” is the 
balance sheet source, and “revenue” 
is the income statement source. So a 
repayment ratio for CPLTD can be 

easy to see when the income state-
ment is viewed as a cycle, as in Figure 
2 (red arrow), where we can trace the 
“actual” source of cash from revenue, 
across depreciation—a noncash ex-
pense—to the “actual” use of cash, 
the repayment of CPLTD. 

Gary is on the right track: The actual 
source of cash is from revenue (income 
statement source) net of all cash ex-
penses (including COGS, interest, and 
taxes). A more intuitive numerator for 
the DSCR would be “revenue minus all 
cash expenses,” but that is mathemati-

cally the same as “net profit after tax 
plus depreciation.” 

Matching the “actual” income 
statement source, revenue, to an “ac-
tual” balance sheet use, repayment 
of CPLTD, has a practical appeal. 
The other two journal entries—the 
decrease in fixed assets on the bal-
ance sheet, and depreciation expense 
on the income statement—are just 

FIGURE 2: THE OVERLAP: INCOME STATEMENT AND BALANCE SHEET CYCLES

USESSOURCES

B/S B/SI/S I/S

TRADING 
ASSETS

FIXED 
ASSETS 
(*CPFA)

TOTAL 
REVENUE

Net Profit

Deprec. 
Expense

CPLTD

Recycled Equity

TRADING 
LIABILITIES

Trading Capital

Other Cash 
Expenses

COGS

* Current portion of 
fixed assets

Asset Use 
Expenses

Cash 
Expenses

DSCR = 
Net profit after Tax + Depreciation Expense ← Income statement accounts

Current Portion of Long-Term Debt ← Balance sheet account

KEY:
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assets. It is used—it must be used—
to repay the investors. But now that 
the owners and creditors have been 
repaid, they can reinvest that cash in 
replacement assets, which begins a 
new cycle.  

 The new balance sheet cycle be-
gins with the purchase of replacement 
assets—an investment cash flow—
which must be funded by financing 
cash flows. Last year’s operating cash 
flow repaid the old financing, mak-
ing replacement financing possible and 
logical. In fact, it is so logical that the 
SCF nets out, excludes, all naturally 
recurring cash flows—both replace-
ment investments and replacement 
financing. 

Balance Sheet Cash Flows
Replacement assets ↔ Replacement financing 

A common error today is deducting 
maintenance capex, a replacement as-
set, from operating cash flow without 
considering replacement financing.2 

A replacement truck can be financed 
with financing cash flows—balance 
sheet sources—rather than operating 
cash flows. The availability of replace-
ment debt financing is made possible 
because last year’s operating cash flow 
was used to repay the previous debt. 

Deducting both M-Capex and 
CPLTD from operating cash flow 
would be double counting, like tell-
ing a client you won’t finance their re-
placement truck because the previous 
truck should have generated enough 
cash flow to repay its original debt 
financing and replace the truck. 

Growth Cash Flow vs. Replacement 
Cash Flow 
Usually, the next cycle is larger. Assets 
are not only replaced but increased. 
When matching sources and uses of 
cash, it is important to separate re-
placement cash flows from growth 
cash flows. Replacement assets can be 
financed by reinvesting “old equity” 
recovered from the previous cycle, re-
leveraged with “replacement debt”—a 

expressed using either the income 
statement source or the balance sheet 
source in the numerator: 

The current portion of fixed assets1 
is defined and calculated as “the por-
tion of fixed assets scheduled to be 
depreciated in the current (coming) 
period.” It is the superior numerator 
because it matches next year’s sched-
uled depreciation expense to next 
year’s scheduled loan payment. CPFA 
is new and not presently reported, so 
we have traditionally used last year’s 
depreciation expense as a surrogate. 
Both measure a decrease in fixed as-
sets, just for different years.

The Role of Net Profit in the DSCR  
The traditional DSCR includes net 
profit after tax (NPAT). Why do the 
above ratios leave it off? Figure 2 il-
lustrates the logic of the traditional 
DSCR: Deducting all cash expenses 
(shaded green) from revenue leaves 
both depreciation expense and NPAT 
to cover CPLTD. However, deprecia-
tion expense (or CPFA) alone should 
always exceed the loan payment if the 
company invested some of its own 
funds in the asset. 

Consider a standard truck loan. A 
company puts up $10,000 of its own 
cash (equity) and borrows $40,000 to 
buy a $50,000 truck:

As the truck is depreciated ($10,000), 
the equivalent in cash revenue ($10,000) 
repays the creditor, $8,000 CPLTD, and 
returns to the company $2,000, one-
fifth of the cash it invested as a down 
payment—its equity investment.

Therefore, the primary source 
of cash is CPFA (or depreciation 

expense), and the two ratios above 
measure the primary debt service 
coverage. The primary debt service 

coverage ratio (PDSCR) for the truck 
loan is $10,000 CPFA / $8,000 CPLTD, 
equal to 1.25. Even when net profit is 
zero, the PDSCR should exceed 1:1.

Net profit provides a buffer. If the 
company suffers a net loss, revenue 
will not cover all cash expenses and 
depreciation expense, in which case 
depreciation expense does not repre-
sent all positive cash flow. Including 
net profit in the numerator of the 
DSCR indicates how much a company 
can absorb adverse events—a drop in 
revenue or jump in cash expenses—
and still cover CPLTD. 

Replacement Cash Flow 
At year-end, the cycles are complete: 
Cash was invested by owners and 
creditors into assets, which were used 
to generate revenue, which repaid the 
investors. The urgent need now is to 
replace the assets that were used up. 

True or false: “Operating cash flow 
must cover the replacement of assets.” 
This is the source of much confusion 
today because the short answer is, 
“False! But indirectly, true.”  

Look to Figure 2 for the complete 
answer: Fixed assets are used to gener-
ate revenue—two accounting sources 
of cash —which covers the accounting 
entry for depreciation expense, but is 
actually cash paid back to the inves-
tors—two accounting uses. This paves 
the way for a new cycle to begin.  

Here is the revelation: The cash 
flow from last year’s operations is not 
directly used to purchase replacement 

Depreciation Expense Current Portion of Fixed Assets (CPFA)

Current Portion of Long-Term Debt (CPLTD) Current Portion of Long-Term Debit (CPLTD)

$50,000 truck, 5-year life  → $10,000 annual straight-line depreciation (CPFA)

$40,000 loan, 5-year term → $8,000 annual principal payment (CPLTD)

$10,000 down payment    →  $2,000 annually returned to company (recycled cash/equity)



November 2019  The RMA Journal  45

naturally recurring cycle. In contrast, 
an investment in growth assets must 
be financed by a net increase in eq-
uity (“new equity” from retained net 
profit), possibly leveraged with a net 
increase in liabilities—to keep the 
expanded balance sheet balanced. 

Are Replacement Cash Flow Cycles 
Sustainable? 
Cycle theory suggests that loans are au-
tomatically repaid from asset turnover, 
and assets are automatically replaced 
with replacement (debt) financing. 
That is not always certain. A balanced, 
functioning company should operate 
that way, but we know many things can 
disrupt cash flow so we use repayment 
ratios to measure the sustainability of 
replacement cycles. 

Repayment ratios measure the as-
set coverage—the cash flow from as-
sets—for the required debt payment. 
Trading assets should “cover” trading 
liabilities, measured by the trading ra-
tio = trading assets / trading liabilities. 
The current portion of fixed assets 
(CPFA) should “cover” the CPLTD, 
measured by the Primary Debt Service 
Coverage Ratio = CPFA / CPLTD.  

The strength of the ratios depends 
on equity, a balance sheet concept. The 
more the company invests of its own 
cash (equity) in assets, the smaller 
the debt payment (denominator). A 
strong ratio indicates more reliable 
repayment, which in turn determines 
the lender’s willingness to continue 
providing replacement debt for the 
replacement assets, thereby sustain-
ing the cycles.

The Structure of Debt Affects Debt 
Service   
The “debt service capacity” of a com-
pany must consider both trading debt 
and long-term debt, and the mix be-
tween the two—all found on the bal-
ance sheet, not the SCF. 

AT&T reports a deficient trading ra-
tio—trading liabilities in excess of trad-
ing assets—which suggests imminent 
default on its short-term debt. AT&T 

pany at its current level of operations. 
Replacement financing leaves total 
debt unchanged, so the increase in 
equity from retained net profit mod-
estly reduces overall leverage.

The increase in equity can be in-
vested in growth assets or, for a more 
robust response, can be applied to 
reduce liabilities ahead of schedule 
(scheduled payments are covered as 
part of the balance sheet replacement 
cycles) to accelerate de-leveraging. 

In more positive times, one must 
look to the balance sheet to determine 
the growth potential of a company. Le-
verage is the key word. If the company 
is profitable and has acceptable finan-
cial leverage—total liabilities / total 
owners’ equity (often modified for 
intangible assets, subordinated debt, 
etc.)—the bank can provide both re-
placement financing for replacement 
assets and new growth financing to 
invest in growth assets. 

Profit that is retained as new equity 
can be leveraged with a net increase 
in liabilities, together providing funds 
for growth. Overall leverage need not 
increase if the growth in debt is pro-
portional to the growth in equity. 

Advising clients on financial strat-
egy starts with the balance sheet: 
Should new equity from profit be 
applied to reduce total liabilities, or 
can it be leveraged with more debt to 
finance growth?

Conclusion
The Statement of Cash Flow is opera-
tions based. No, make that operations 
biased. “Biased” because there are 
significant balance sheet cash flows 
that are not even reported on the SCF: 
all replacement investments (such as 
M-Capex) and all replacement financ-
ing. The recent proposal to deduct 
M-Capex from operating cash flow 
stems from the belated recognition 
of the importance of “off SCF” cash 
flows. But it is half-baked, factoring 
in only one off-SCF investment cash 
flow without the corresponding off-
SCF financing cash flow.

also reports an exceptionally strong 
ratio for long-term debt (PDSCR). 

The cash flow from fixed assets 
(the portion of revenue equal to de-
preciation) far exceeds what is neces-
sary to cover CPLTD. But the strong 
PDSCR is a false positive because 
AT&T has too much trading debt 
and an underutilization of long-term 
debt. A simple solution would be to 
restructure AT&T’s debt by raising 
new long-term debt supported by 
strong fixed assets and long-term 
cash flow to pay down short-term 
debt. This would increase CPLTD 
but restore a positive trading ratio.3

When both ratios are weak, restruc-
turing is not an option. Instead, a strat-
egy to reduce total debt is necessary.

Strategies for the Use of Net Profit:  
Growth or De-leveraging  
If a company is over-leveraged or 
hits hard times, lender and borrower 
should agree that the strategy should 
focus on strengthening rather than 
on growth. The bank can continue 
to grant replacement financing for 
replacement assets to sustain the com-

PROFIT THAT 
IS RETAINED AS 
NEW EQUITY CAN 
BE LEVERAGED 
WITH A NET 
INCREASE IN 
LIABILITIES, 
TOGETHER 
PROVIDING FUNDS 
FOR GROWTH.
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Notes
1. See “Negative Working Capital Is Not Negative: 

Heresy or Revelation?” The RMA Journal, December-
January 2016. 

2. This was the essence of the author’s previous article, 
“Why Maintenance Capex Should Not Be Deducted 
from Operating Cash Flow,” The RMA Journal, Oc-
tober 2018.

3. See “Trading Capital vs. Working Capital, The RMA 
Journal, October 2017.

“Biased” because the SCF abandons 
the strict definition of operating cash 
flow to include some investment and 
financing cash flows when calculating 
“cash flow from operations.” True, the 
net change in working capital (inven-
tory, A/R, and A/P) is cash flow com-
mon in daily operations, but it is not an 
operating cash flow. It is a net change in 
investment and financing cash flows, 
derived from the balance sheet. 

 The introduction of the SCF in 
1987 (FASB95/IAS7) directed so 
much attention to operating cash flow 
that it diminished the importance of 
investment and financing cash flow. 
Granted, the first question is this: Is 
the company profitable? 

But then, for community bank 
lenders, our cash flow concern is 
debt repayment, and the answers to 
the critical questions raised in this 
article will only be found on the bal-
ance sheet: How much debt is due 
to be paid? Which assets are to be 
used—converted back to cash—to 
repay that debt? Is the debt struc-
tured to match the nature of the 
assets? Are the replacement cycles 
sustainable? Is the total debt burden 
excessive? What is the potential for  
growth? 

Back to John’s weight loss of 40 
pounds. Whether he can lose, or 
should gain, another 40 pounds starts 
with his “balance sheet.”  

STEPHEN BARTOLETTI is a 
speaker and trainer with more 
than 30 years in commercial 
lending. He is author of the 
book Cash Flow 3.0: Advances 
in Cash Flow Lending Based 
on Sustainable Cycles. He 
can be reached at bartoletti@
sme-lending.com. 

The loans we make are financing cash 
flows and the assets acquired are 

investment cash flows.
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