statement of Cash F‘Iows

After studying this chapter, you should be able to:

Learning Objectives

Explain the purposes and uses of @ statement of cash flows,

" Describe how cash transactions are classified in a statement of
cash flows. '

Compute the major cash flows relating to operating activities.

~ Compute the cash flows relating to investing and financing

activities.

Distinguish between the direct and indirect methods of reporting

L0135

operating cash flows.

| Explain why net income differs from net cash flows from

operating activities.

Compute net cash flows from operating activities using the
indirect method.

Discuss the likely effects of various business strategies on cash

| Lot13-8

flows,

Explain how a worksheet may be helpful in preparing a statement
of cash flows.
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PEPSI

Cash is sometimes referred to as the “lifeblood” of
company, implying that companies require cash to
be successful and to even continue to exist. Cash is
required on a daily basis to meet current obligations
and to position the company for future success. Cash
requirements include activities as broad ranging as
meeting payroll requirements for employees, purchas-
ing inventory to meet the shopping needs of custom-
ers, repaying debt when it is due, paying dividends
to stockholders, and from time to time expanding the
business by acquiring plant assets or even entire other
businesses,

Cash flow is particularly important for large com-

panies like PepsiCo, Inc. as it continuously seeks to

Financial Accounting, 17th Edition

€Xpand its markets, Pepsi's 2014 annual report includes

three-year Comparative statements of cash flows for

2014, 2013, and 2012, These statements are presented
in three major categories: operating activities, invest-
ing activities, and financing activities,

Pepsi's state-
ments show $8.5 to $10.5 billion positive cash flows
from operations each year. This cash was used for
many purposes, including capital spending, repayment
of debt, repurchasing the company’s common stock,
and paying dividends to stockholders.

Efficiently managing cash flows of this magnitude is

an important responsibility of the company’s manage-

ment team and is critical for the company’s continued

success. §
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Explain the purposes and
uses of a state
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'LEARNING OBJECTIVE

" Describe how cash

- transactions are classified in |

"_aj’sta’;ement of cash flows.

ment of cash

Chapter 13 Statement of Cash Flows

CASH IS KING! This phrase is sometimes used to emphasize how j
flow is for all companies. Cash flow information about a company is ll:n t Pogiy
creditors in judging future cash flows. If the company itself does not l:lpfu] 0 inye ive ca
it is unlikely that the company will be in a cash position to provide s tl;I)Ve Strong ory g
and creditors. We introduced in Chapter 2ntg1$§h owy i".w,

Ideg of Ity

employees, suppliers, investors,

cial statement that describes cash flows, and in Chapter 13 we go into greater 4 ing

o B : I de 3

this important financial statement. The statement of cash flows shows hoy thlJeth re-.gardillg
c

e eng i he peodad xplis b he ompany g oy 2
its operating, investing, and financing activities. M termy o

FStatement of Cash Flows 3

F THE STATEMENT

ment of cash flows is to provide information about the

business entity during the accounting period. The ter nf;ash Teceipyg

d payments. In a statement of cash flows, inform Cash floy

ts is classified in terms of the company’s °Peratinau0n- bouy

g activities. The statement of cash flows assisti ?rcl::s‘:les
0rs,

such factors as:

PURPOSES O

The objective of a state
and cash payments of a
includes both cash receipts an
cash receipts and cash paymen
investing activities, and financin
creditors, and others in assessing
« The company’s ability to generate positive cash flows in future periods.
The company’s ability to meet its obligations and to pay dividends.

ternal financing.

the amount of net income and the related net cash flows

The company's need for ex
Reasons for differences between

from operating activities.
Both the cash and noncash aspects of the company’s investment and financing transacti
ons

for the period.
Causes of the change in the amount of cash and cash equivalents between the beginni
and the end of the accounting period. "

Stated simply, a statement of cash flows helps users of financial statements evaluate 3
sufficient cash—both on a short-run and on a long-run basis. For

company’s ability to have
this reason, information found in the the statement of cash flows is useful to virtually every-
cial health: short- and long-term creditors, investors

one interested in the company’s finan
employees, suppliers, management—and both current and prospective competitors.

EXAMPLE OF A STATEMENT OF CASH FLOWS
An example of a statement of cash flows appears in Exhibit 13—1. Cash outflows are shown in

parentheses.'

CLASSIFICATION OF CASH FLOWS

ed in three major categories:
2 We will now

(1) operating

The cash flows shown in the statement are present
Jook briefly &

tahctivities, (2) investing activities, and (3) financing activities.

e way cash flows are classified among these three categories.

0 :

ange:: tlng ACthltle's The operating activities section shows the cash effects of revente

- olf)cnsi tfrlansac.tlons. Stated another way, the operating activities section of the.st?w
ash flows includes the cash effects of those transactions reported in the continu®

methﬂd- An a][CIﬂa-

" In thisillustrat

stra

tive approach ct;ﬁ:'dliit C-a?- flows from operating activities are determined by the direct
2o reconcile to the e ;'m irect method, is illustrated later in this chapter. b
flow statements of co;p?ngie?:gtza;anc.e, “effects of changes in exchange rates 0n cash” is “5;‘: in the c::xj-
1 e i oreign currenc ] . . § S0 er

ties, is discussed in more advanced accounting coUiE: Idings. This classification, well 2



ALLISON CORpq
STATEMENT OF cp

RATION
SH FLOws

FOR THE YEAR ENDEpD DECEMBER 31,2018

from operating activities:
cash mrecei"ed fromcustomers ...
perestand dividends received .. T $ 870,000
Cash provided by operating activities .. —10,000
. liers and employees . . $8
paidto suppiers and employees ... . 80,000
ces? B om0 SR B e e g T $ (764,000
I nte[est pa[ .......................
income taxes paid ... (28,000)
Cash disbursed for operating activities , =~ 7 -M
from operating activities ...
Nt cash flows from operating activties ... " —830,000)
Cash flows from investing activities: $ 50,000
purchases of marketable securities ..
R s 1y $ (65,000
Proceeds from sales of marketable securities ,, L00)
Loans madetoborrowers ... T 40,000
Collectionsonloans ................. 7% (17,000)
purchases of plantassets ...~ " 12,000
proceeds from sales of plantassets ... 7 (160,000)
Net cash flows from investing activities ... .~~~ 7 75,000 1
Cash flows from financing activities: o (115,000
proceeds from short-term borrowing ... .
.............. $ 45'000
Payments to settle shorttermdebts ..., .
Proceeds from issuing bonds payable ... . .. 1(25)000)
Proceeds from issuing capital stock ........ ...~ 50'000
Dividends paid : 000

ko

operations section of the income statement. To illustrate this conf:ept, cons-idér tﬁe

 Cash
‘ ___Ricgipts Cash Payments

Collections from customers for sales of Payments to suppliérs of merchandise and
900ds and services o

services, including payments to employees
Payments of interest

Payments of:income taxes
Other expenditures relating to operations; for

Interest and dividends received

€r receipts from operations; for

&Xample, proc
Higatio Proceeds from s

. ettlement of

EXHIBIT 13—

Allison Corporation
Statement of Cash Flows

~ example, payments in settlement of litigation

o e s e

B At
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568
Notice that receipts of interest and dividends and payments of interes

v il : g 0 i L are Clace:
operating activities, not as investing or financing activities. lassifyy, N

Investing Activities Cash ﬂO\.’vs rele'lting to investing activities Present the cqq
transactions involving plant assets, intangible assets, and investments, They include tlie lelects of
OWip, :

Cash Payments

Payments to acqum
Plant

and intangible assets
Amounts paid to borrowers

Cash Receipts
* Cash proceeds from selling investments and
plant and intangible assets
Cash proceeds from collecting principal
amounts on loans

Financing Activities Cash flows classified as financing activities include the foljq
items that result from debt and equity financing transactions. OWing

Cash Recelpts Cash Payments
\
Proceeds from both short-term and long-term  Repayment of amounts borroweq (exclug
borrowing ' interest payments) ng

Cash received from owners (for example, Payments to owners, such as cash dividengs
from issuing stock or sale of treasury stock) - pyrchase of treasury shares

Repayment of amounts borrowed refers to repayment of loans, not to payments made op
accounts payable or accrued liabilities. Payments of accounts payable and of accrued liabg);.
ties are payments to suppliers of merchandise and services related to revenues angd expenses
and are classified as cash outflows from operating activities. Also, remember that a]] interest

payments are classified as operating activities.

Why Are Receipts and Payments of Interest Classified as Operating Activities?

A case can be made that interest and dividend receipts are related to investing activities, anq

that interest payments are related to financing activities. The Financial Accounting Standards

Board (FASB) considered this point of view but decided instead to require companies to pres-
ent interest and dividend receipts and interest payments as operating activities. The FASB posi-
tion reflects the view that cash flows from operating activities should include the cash effects
of the revenue and expense transactions entering into the determination of net income. Because
dividend and interest revenue and interest expense enter into the determination of net income,
the FASB determined that the related cash flows should be presented as operating activities in
the statement of cash flows. Payments of dividends, however, do not enter into the determina-
tion of net income. Therefore, dividend payments are classified as financing activities.

Cash and Cash Equivalents For purposes of preparing a statement of cash flows, cash
is defined as including both cash and cash equivalents. Cash equivalents are short-term,

INTERNATIONAL ¢

Both the Financial Accounting Standards Board in the United States and the International Accountind
S.tandards Board require companies to present a statement of cash flows organized into three categ®
riés: operating activities, investing activities, and financing activities. One difference in these two sets of
financial reporting standards is the classification of interest received on investments and interestPa
on debt financing. As you have learned in this chapter, the FASB requires these to be presented pot
of operating cash flows. [ASB standards, on the other hand, allow interest received to be classied®
either operating or Investing and interest paid to be classified as either operating or financing.
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prepering

. nly liquid investments, such as money marey funds

3 M oy co H
atwill matore W3R 90 fays from the acquision o, e PAPET, and Treasury b

nsidered the same as cash. are 0 near cagh that they are

jts ability to genera.te cash from its normal busj
reluctant to invest in a company that does not generate enough cash fro
to ensure prompt pa}fment of maturing liabilities, interest, and dividends

Similarly, companies cannot expect to survive indefinitely on cash |
ities. At some point, plant assets, investments, and other assets avail

NEsS operations, Creditors

provided by investing actiy-
able for sale will be depleted,
cash versus Accrual Information  The items iy an
financial position (balance sheet) represent the balances
Notice, however, that the captions used in the statement of ¢
Jedger accounts. A statement of casl? flows summms cash transactions during the accounting
period. The general ledger, however, is usually.mmntained on the accrual basis of accounting, not
the cash basis. An amount such as “Cash received from customers, .. $870,000” does not appear
as the balance in a specific ledger account, but it is derived from one or more such accounts,

In a small business, it may be practical to prepare a statement of cash flows directly from
the special journals for cash receipts and cash payments. For most businesses, however, it is
easier to prepare the statement of cash flows by examining the income statement and the
changes during the period in all of the balance sheet accounts except for Cash. This approach
is based on the double-entry system of accounting; any transaction affecting cash must also
affect some other asset, liability, or owners’ equity account.’ The change in these other
accounts determines the nature of the cash transaction, as we see in the example that follows.

income statement and a statement of
of specific general ledger accounts,
ash flows do not correspond to specific

[Preparing a Statement of Cash Flows )

Earlier in this chapter we illustrated the statement of cash flows of Allison Corporation, We
will now show how this statement was developed from the company’s accrual-basis account-
ing records. o

Basically, a statement of cash flows can be prepared from the information con.tamed.m an
income statement and comparative balance sheets at the beginning and end of the ptanod. It' is also
necessary, however, to have some detailed information about the changes occurring during the
period in certain balance sheet accounts. Shown in Exhibit 132 is Allison’s income statement,
and in Exhibit 13-3 the firm’s comparative balance sheets for the current year are presented.

Addiﬁona| Information An analysis of changes in the balance sheet accounts of Allison

. vy . the current
Corporati : ino i ation about the company’s activities in the
Poration provides the following inform we have classified this informa-

Year. To assist in the preparation of a statement of cash flows,

ion i e : viti inancing activities.
lion into the categories of operating activities, investing activities, and financing

\—-
3 . ¥ s efore, may
Revenue, expenses, and dividends represent changes in owners equity and, ther
' equity accounts.

be regarded as

wnclal Accounting, 17th Edition -
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EXHIBIT 13-2
Allison Corporation In
Statement

Flnanclal Accoun

ting

come

Chapter 13 statement of Cash Flows

ALLISON CORPORATION
INCOME STATEMENT

FOR THE YEAR ENDED DECEMBER 31, 2018

Revenue and gains:
NELSAIES. < oo roreorssmsrsnnsssessaammeesestasnicosns,
vaidendrevenue.......................................:::::::: -------- $900,099 |
e 3005
Gain on sales of piant SIS s ot « < o SEHEEL K20 1 4 n o 6000 |

O bR 155+ -l 531 1S BEEBTOS 535505 553, 31,000

Costs, expenses, sero e $940’000
Cost of goods P I $500,000
Operating expenses (including depreciation of $40,000). ..... 300,000
INHErESt @XPENSE . oo oversssmnsn s s st 35,000
Loss on sales of marketable securities . ........ocoeiiiiiia. 4,000 "

10 9,000

Income before income tax

OPERATING ACTIVITIES
ased by $30,000 during the year.

1. Accounts receivable incre
d revenue is recognized on the cash basis, but i
, but interest revenue is i
rec
ogmzed on the

2. Dividen
receivable decreased by $1,000 during the year

accrual basis. Accrued interest
3. Inventory increased by $10,000 and accounts payable increased by $15,000 during th
’ g the year.

4, During the year. short-term prepaid expenses increased b
: g SHOLF! y $3,000
payable (other than for interest or income taxes) decreased by $6 00(';l nlgefr‘;mci:?i exl;enses
U on for the

year amounted to $40,000.
5. The accrued liability for interest payable increased by $7,000 during the year.
6. The accrued liability for income taxes payable decreased by $2,000 during th'e year

INVESTING ACTIVITIES

7. ft\nalysis of the Marketable Securities account shows debit entries of $65,000
ing th_e' cost of securities purchased, and credit entries of $44,000 represel;tin ’tf ot
securities sold. (No marketable securities are classified as ca;h eq,uivalents ) e
8. Analysis of the Notes Receivable account shows $17,000 in debit entrie.s representi
cash. loaned by A_d]ison Corporation to borrowers during the year, and $12’00([)) in cre:ft
fzntrl;lesI,rl representing collections of notes receivable. (Collections of interest \;Jere recorded
in the Interest Revenue account and are considered cash flows from operating activitics.)

Allison’s plant asset accounts increased by $116,000 during the year. An analysis of the

9.
underlying transactions indicates the following.
Effect on
Plant Asset
Accounts .
Pur ' ’
I;;:ﬁ;;‘isgfo-tooo in plant assets, paying $160,000 cash and :
g-term note payable for the $40,000 balance ........c.--- $200,000
(44,0001

Sold -
for $75,000 cash plant assets with a book value of $44,000 .. ... .. -~
' L




ALLISON CORPORATION
COMPARATIVE STATEMENTS Of
(BALANCE SHE;h;;\NCIAL O
DECEMBER 31, 201g AND 2017
Assets 2018 2017
rent assets:

Cucasn and Cash Ec-l._:walents ................................ $ 55,000 $ 20,000
Marketab'e‘se“““t B8 e 85,000 64,000 -
Notes Receivable .....ooevmveeni 17,000 12,000
Accou"ts RECEIVERIE : « + s smomisibnnin + 34 05 ity 1 e s 110,000 80,000
Accruedmterest REFEIMEBIE womrmsrs s 2385 v ooz v« o, 2,000 3,000
VEOTY »oeemseres s e, it 5§ s 100,000 90,000

epald EXPENSES ..ooooenniii 4,000 1
PrT::al CUrTentassets «....oooooueii M 5‘2772%% /
plant and Equipment (net of accumulated depreciation) § B oo 5 616,000 500,000
................................................ $989,000
Tl Liabilities & Stockholders’ Equity M
current liabilities: : ; S A 5 M A :

Notes Payable (short-term} ............... T st $45000 ¢ s5000 |

Accounts Payable ............ - 76000 61,000 £

interest Payable ..., B e« tednrede o 22,000 15,000 |

income Taxes Payable . ::vsesnd ol Bulnii, e i iy RTINS ,;,,-{»;_‘,:,8,0004 10,000 ¥

Other Accrued Expenses Payable . ... ; .5 % 3000 - 9000
Total current liabilities . / : ’ $154'000 $150,000 §

Long-term liabilities: e L 1
" Notes Payable (long-term) ... sl eds ': 40,000 C e N

Bonds Payable ........oiieiiin. i ool ’ ,400,000 300,000

Total liabilities ........ s § digrone i B B e s $594,000  $450,000
s‘;:hn:dset:c:qv ......... o $ 69.000 $ 50,000
Additional Paichn Capial .......ovtvvvss e 140000 100,000
_ : e Ty B SR, P i oy 2500195, 000 170,000 ¢
Retained EArNiNgs . ......ovveveenvn i : o : :
Total stockholders’ equity ......:. ERTRT . o .\;.‘ S 3395000  $320000 |

Total liabilities & stockholders’ equity

$989.000  $770,000 |

FINANCING ACTIVITIES

10. During the year, Allison Corporation borrowed $43,000 cash by issuing short-term ‘t‘t‘:;::
payable to banks. Also, the company repaid $55,000 in P1“11.1‘31Pal amounts dm:io?:'es)
loans and other notes payable. (Interest payments are classified as operating activities.

: h

I1. The company issued bonds payable for $100,000 cash. _ 50

12, The company issued 1,000 shares of $10 par value capital stock for cash at a price of $
per share,

ing the year.
I3. Cash dividends declared and paid to stockholders amounted fo $40,000 during the y

o “NDIEASH EQUINALETTS : n’s balance sheets amounted to
14, Cash and cash equivalents as shown in Allison Corporations ba e e f $35,000
$20,000 at the beginning of the year and $55,000 at year-end—a

Financial Accounting, 17th Edition -
!

EXHIBIT 13-3

. Allison Corporation Balance
. Sheets
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ill now illustrate the steps in preparing Ay);
1Sop

¢ of cash flows and a supporting schedule disclosing the nop e
s i i fi i Ol Invegy
financing activities- In our discussion, we often refer fo these items of additiong) iniztrl::,g

by citing the paragraph numbers shown in the list just described.
YThe Jistinction between accrual-basis measurements and cash flows is f,
jmportant in understanding financial statements and other accounting reporg 1¥1amenm1y

gy : : ‘ e
making this distinction: we use two colors 1n our llustrated computations, We g, iy

. o, -
the accrual-based data from Aﬂlso:[: forpogalt;on s income statement and the precedinm blue
pered paragraphs. The cash flows that we ¢ g

pute from these data are shown i e
CASH FLOWS FROM OPERATING ACTIVITIES

As shown in the statement of ca_sh' flows il"l Exhibfit 13-1, net cash flows from -
o133 activities are determined by combining certain cash inflows and subtra?ﬁng certain Casirla 0
L e e : flows. The inflows are cash received from customers and interest and dividends recejy, out.
LCARNINGOBJECTVE o e cash paid to suppliers and employees, interest paid, and income taxes paided; the
ese cash flows, our starting point is an income statement alr;ou
n

572 |
Using this information, W€ W

tion’s statemen

ute the major cash )
mprelaﬁng to operating In computing each of th :
activities.  such as net sales, cost of goods sold, or interest expense. As you study each computagi,
S sure that you understand why the income statement amount must be increased or decreasn’ be
d cash flows. You will find that an understanding of these °°mPUta§d 1

Ons

determine the relate ders
will do more than show you how to compute cash flows; it will also strengthen your ypq
standing of the income statement and the statement of financial position (balance shee) er-

m Customers To the extent that sales are made for cash, there ;
nt of cash received from customers in the statement of cagh flls 1o
and the amount included as sales revenuc in the income statement. Differences arise, howe?,ws
when sales are made on account. If accounts receivable increase during the year, credit sa]mr,
will have exceeded collections of cash from accounts receivable. Therefore, we deduct ﬂ:s

ble from net sales to determine the amount of cash received du:

increase in accounts rec;eiva
le decrease, collections of these accounts will have exceedeg

ing the year. If accounts receivab
credit sales. In that case, we add the decrease in accounts receivable to net sales to determine

the amount of cash received during the year. The relationship between cash received from
t sales is summarized as follows.
{ + Decrease in Accounts Receivabie}

Cash Received fro
difference between the amou

customers and ne

or

Cash Received _ Net
— Increase in Accounts Receivable

from Customers Sales

paragraph 1 of the additional information tells us that
during the year. This means that $30,000 of credit
tatement shows net sales for the year
m customers is computed as follows.

In our Allison Corporation example,
accounts receivable increased by $30,000
sales have not yet been received in cash. The income §
of $900,000. Therefore, the amount of cash received fro

Nt SBI8S (BCCTUAIDESIS) « + . v vveeroeenaienss s annnsenrs s s $900,000

Less: Increase in accounts receivable (... oo w3 5 o 30,000
1

Cash received from customers $870,000

S i A F ! . 3 t Ty 2 . il e

i b P AR TN T I
unts of cash

Intgrest and Dividends Received Our next step is to determine the amo
received during the year from dividends and interest on the company’s investmen® ”
explained in paragraph 2 of the additional information, dividend revenue is recorded o8 te
cash basis. Therefore, the $3,000 shown in the income statement also represents the amout
of cash received as dividends.
ShOI‘r;::n;leos:v r::znue, on the other hand, is recognized on the accrual basis. We have alreatiisy
We use the sam: :ven one type of revenue, net sales, from the accrual basis t0 the cast ll::Ssis'
Our formula f pproach to convert interest revenue from the accrual basis to the cash :
a for converting net sales to the cash basis may be modified to convert i

revenue to the cash basis as follows.
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preparind @

Interest _ Interest | + Decrease in 1ng '
mu‘est Receivabie

Received  Revenue I
nerease in Interegt Receivable

The income statement for Allison Corporation g

p 2 states that the amount of accrued interegt receivable g
This means that $1,000 more cash was receiveq 1, ecre

ntof cash received as interest is computed as fo]

amou ows,

jnterest revenue {accrual basisy . ..., | - ; b, ..
Ade: Decrease in accrued interest receivable . By 25, '

rest received (cash basis) ...

jnte
e
The amounts of interest and dividends received in cash are comby
¢ statement of cash flows. mbined for presentation in

........
........
-------

th

nterest received {cash basis)

................
------
........

Dividends received {cash bas_is) ................................ $ 7,000

terest and dividends received ... $~—_3'000' ;
| _ e e e T e [Eeeee 10000
cASH PAYMENTS FOR MERCHANDISE AND FOR EXPENSES'

The next item in the statement of cash flows, “Cash paid to suppliers and employees,”
all cash payments for purchases of merchandise and for operating expenses (exg;udsih i

and income taxes). Payments of interest and income taxes are listed as separate iter%xm'temhst
statement. The amounts of cash paid for purchases of merchandise and for operatin e: l: -
are computed separately. B

includes

Cash Paid for Purchases of Merchandise  An accrual basis income statement reflects the
cost of goods sold during the year, regardless of whether the merchandise was acquired or paid for
in that period. The statement of cash flows, on the other hand, reports the cash paid for merchan-
dise during the year, even if the merchandise was acquired in a previous period or remains unsold
at year-end. The relationship between cash payments for merchandise and the cost of goods sold
depends on the changes during the period in two related balance sheet accounts: inventory and
accounts payable to suppliers of merchandise. This relationship may be stated as follows.

Increase in Decrease in
Invento Aceounts Payable
Cash Payments _ Cost of + or & and T o y
for Purchases  Goods Sold | _ o opange in — Increase in
Inventory Accounts Payable

Using information from the Allison Corporation income statement and paragraph 3, the cash
payments for purchases is computed as follows.

Costofgoodssold ...........oovveevinnie e R $500,000
 Add: Increase in inven S AP — 10,000
dIncrease I IVENtOry ..., ... oo v e .o
Nat Bupchacas Iasariinl BRI o s e s R $510,000,
etpurchases (accrual basis) ... ... AVPITSTIae 45 s g BB 3 o 00,
Less: Increase in accounts payable to suppliers ...« FUTTTURURIPPRPPEIS m i
Cash payments for purchases of merchandise . ...~ ’ .
Blniiics T — ST

. s s e ,itis
Here is the logic behind this computation: If a company 13 increasing “S.su;rvfrtz;ayng its
buying more merchandise than it sells during the period. If the cor{llpa; )t(hclase purchases in
4ccounts payable to merchandise creditors, it is not paying caSh.fO;% 0dclayed and will be
© current period, Payment for some portion of the purchases is DEINg

Paid in the pext period.

\\Flnanclal Accounting, 17th Edition -
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[ Increasein 1 ( Decrease in 3
Depreciation + Ilf::;:le;lments *+ Related Accrued
- Liabilities
Cash Payments _ Expenses { — ;"d (?Fl{;er and 4 or > and < or ,
for Expenses ];‘0“04‘? ‘ Decrease in Increase in
LXPenses — Related — Related Accrued
Prepayments | * U Liabilities )

Chapter 13 sStatement of Cash Flows

for Expenses  Expenses, as shown in the incom
14 smte

Cash Payments 0T e up during th
the cost of goods and services used up during the period. How Men
expenses may differ from the cash payments made during the pe:i‘:(;' g‘e amoum_l; rq"‘!cq

. onSider f

depreciation expense. Recordig depreciation expense requires no ¢ ’
increase total expenses determined on the accrual basis. In convertip ash PaYmenL by

to the cash basis, we deduct depreciation expense and any other no ngc‘iccrual.b‘.,sis ext doe,
accrual-basis operating €xpenses. Other noncash expenses__expens:ih €Xpengeg from,
outlays—include amortization of intangible assets, any unfunded Sor not Uiing Our
benefits expense, and amortization of bond discount. On of postre;~ “h

difference arises from short-term timing differenceg betwee
N the

A second type of
tion of expenses and the actual cash payments. Expenses are recorded ip .
untip

when the related goods or services are used. However, the cash payments fo;
might occur (1) in an earlier period, (2) in the same period, or (3) in a latert;:s-e ex
rio
d. Legy,

briefly consider each case.
1. If payment is made in advance, the payment creates an asset, termed a prepaid

in our formula, a “prepayment.” To the extent that prepaid expenses increage Oexpeme’ ,

cash payments exceed the amount recognized as expense. VEr the yeqy
2. If payment is made in the same period, the cash payment is equal to the amoup; of
3. If payment is made in a later period, the payment reduces a liability for an accmedexpeﬂse_
able. To the extent that accrued expenses payable decrease durin g the yeex

ar, Cash

pay
payments exceed the amount recognized as expense.

The relationship between cash payments for expenses and accrual-basis expen
5€S i

summarized as follows.

In a statement of cash flows, cash payments for interest and for income taxes are shown
separately from cash payments for operating expenses. Using information from Allison
Corporation’s income statement and from paragraph 4, we may compute the company’s cash

payments for operating expenses as follows.

40,000

2 Add increase in short-term prepayments
- Decrease in accrued nabmtie |
- Cash pquén_ts for operating expense

flow statement

Cash Paid to Suppliers and Employees  The caption used in our cash
for both purchases of mer
ining

“Eash' paid to suppliers and employees,” includes cash payments b
chandise and for operating expenses. This cash outflow may now be computed by ¢or

the two previous calculations.

‘;‘-i"CaSh payments for purchases of merchandise .........o.icvevseremmriess
;‘;.C"a“c’h Payments for operating expenses............c......... gt iy e 2
i payments to suppliers and employees . ... L. . e

R R A0 AT N A R
PR :




Financial Accounting, 17th Edition -

T

awﬂ'dwm

WUW

for Interest and Taxes [y

h payme::: to cash payments with the sam

may co:;]eison Corporation’s income statement
ses.

. shows intereg ex
5 states that the liability for interest paya
h

nterest @XPEMISE < coee o

b|||1y
In cer

jnterest paid <+ . .

...................
...................

e TR

. soning is used to determin'e the amount o

Similar "fhae year. The accrual-based income tax expense reporte
fion dunf::g $36,000. However, paragraph 6 states that the comp
moumsta::es payable by $2,000 during the year. Incurring inco
income

f income tax

urrent year. The amount of the cash payments is dete
for the €

xpenSQ ................................... SRR e
come tax @ o
|rldd Decrease in related accrued hab:lxty‘
Add:

Income tax paid

RS

r than the income
rmined as follows.

.....................................................
.......

3 Pense of $35,000 and
ble Increased by

paid by Allison Corpora-
d in the income statement
any reduced its liability for
ME tax expense increases the
- tility: making cash payments to tax authorities reduces it, If the liability decreased over
tax hablhg;h payments to tax authorities must have been greate

the year

tax expense

Quick Review  We have now shown the computation of each cash
A g ration’s operating activities. In Exhlb.lt 13-
o Orggws for the company. For your convenience,
: C;:: of that statement, illustrating the information d
sec

- Cash provided by operating activitie
o C’ah paid to 5;3ﬁpll‘ém“aﬁg“agiﬁbfgyegs

Interest paid ... ...
Income taxes paid . .- .

. Cashdisbursed for operating actiiy

Néféaéh?ﬂdv«s from operatinig activitie

CASH FLOWS FROM INVESTING ACTIVITIES

i i i le
Paragraphs 7 through 9 in the additional inforrnahqn for our Allison f(iorpci:xg:t?negx:::il‘)l ¢
provide most of the information necessary to determine th-e cash flows ;mﬂows o
ties. In the following discussion, we illustrate the presentation of these ca

the sources of the information contained in the numbered paragraphs.

i i i looking at the

Much information about investing activities can be ol?tamt:: Zlg?lpt]}{e:gaccounti oot

changes in the related asset accounts during the year. De_blt entrie s ot the it o
*ent purchases of the assets, or cash outlays. Credit entries represe

flow relating to Alli-
1 we illustrated a complete statement

we again show the operating activities
eveloped in the preceding paragraphs,

L0134
LEARNING OBJECTIVE
Compute the cash flows

relating to investing and -
financing activities.

. or book value) of
cash receipts, However, credit entries in asset accounts represent t:gocno:tv(ve must adiust the
the assets sold, To determine the cash proceeds from these transactions,

i sales.
“mount of the credit entries for any gains or losses recognized on the
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Chapter 13 statement of Cash Flows
ities To illustrate, consider
s and Sales of Secur <o N
e e and credit entries t0 the Marketable Securities account. A: exgl:i:;;h Sump,,

65,000 in debit entries represents purchases of market Carlig, .
! .. able Securis: Crin
ies represents the cost of marketable securities solq durin Mtieg The
tement shows that these securities were sold at 3 $4,000 Ig the Periog
e sales amounted to only $40,000 ($44,000 cost, minuso ;‘: Us u-,e'
000

h flows, these investing activities are summag 2ed g § loss
Olloy,
s,

rizes the debit
this chapter, the $
$44,000 in credit entr
HowevVer, the income sta

thes
cash proceeds from
on sall:e). In the statement of cas

purchases of TR BDICSBOUIMIES nuit 1 e s e s 2 n e s i 83 g L, $(65 -
arketable S€CUMLIES . ...oovveenini ' !
proceeds from saies ofm 7 ) _ - 40,00

Collected Paragraph 8 provides all the information necessary
0 Sup,.

Loans Made and , .

marize the cash flows from making and collecting loans.

* Loans made to borfowefs ................................................... $€17 000)
ColleGtions ON JOAMS +« o vvrre oansre e seer ottt 12,000

. e

This information comes directly from' the Notes Receiyable account. Debit entrigg i
account represent new loans rpade during the year; credit entfies indicate collectiong ;lhe
principal amount on outstanding notes (loans). (Inte{est received is credited to the In the
Revenue account and is included among the cash receipts from operating activities,) =

Assume you are a regional sales manager for Wiggins Foods, Inc., a distributor of bulk fooq prod

ucts to schools, nurs__ing ho;pes, _hQSpitaIs, prigons, and other institutions. Recently, the purchas;

 ing agent for Baggins_ngsc;hqgl_s, lnc.,: te_ﬂs_ you the company will likely have to forgo its normg)
monthly order because of cash flow problems. The purchasing agent tells you other companies
are helping it through the cash flow squeeze and asks if your company could loan the payment
Baggins. The purchasing agent suggests you could record the sale as revenue and increase notes
receivable (rather than accounts receivable) by the same amount. Baggins is one of your largest
customers. Without its order, you will not meet your sales goals for the month—so you are tempted
to say yes. However, on reflection you wonder if it might be unethical for the company to lend its

customer money to finance purchases. What should you do?

(See our comments in Connect,)

Cash Paid to Acquire Plant Assets Paragraph 9 states that Allison Corporation pur-
chased plant assets during the year for $200,000, paying $160,000 in cash and issuing a
Iong-ter{n note payable for the $40,000 balance. Notice that only the $160,000 cash payment
?;);;;zrs m1 lthef statement of (fas.h flovys. However, one objective of this financial statement is
h w all of the company’s 1nvest.1ng and financing activities during the year. Therefore,

e noncash aspects of these transactions are shown in a supplementary schedule, as follows.

Supplementary Schedule of Noncash Investing and Financing Activities |
- Purchases of plant assets ........ _ | | $200,000
LB5E: Phrtiemf ' PR E e S ey 11 e 755 o s B s e duizsfoven ,
“ Cash ortion financed through issuance of long-term debt ... ... ...... ... 40000
| 8sh paidio acquire plant assets .., , ) , $160,000
WW L5, o : . 5 g Taliedey R WP Y i A . .7..',. ,,,,,,,,, Ve b R —-_:__:_::_-_!

This supple
Ppiementary schedule accompanies the statement of cash flows.
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.smgmentdashﬂows

prepering

ceds from Sales of Plant Assets Assu
unts shows net credit entries totaling $44,000
it entries, net of related debits to accumulateq
. : nt the book value of 1
credit entries represe Plant assetg sold duri
,’:::o e statement shows that these assets were ooy dat a gapy 0;‘;‘;{‘3 the year, However, the
;,roc ceds from sales of plant assets amounteq ¢, $75,000, a5 follows 0 Therefore, the eah

577

me t :

in the ;,E:r “epanalysis of the plant aset

depreciatio, { Net credit entries” means aJ|
100 when aggets Were sold.) Thege

.........
..........
vea,

.............

Proceeds GO ERIES AT BT B0 i s g o
ool el SO $75,000

cash flow and is not included in the statement of cash flows, i
AQuick Review .We ha_ve: now shown the computation of each cagh flow re} .
Corporaton's InVesting activities. In EXh.ibit 13-1 we illustrated 5 complete :fa::nd e
flows for the company. F(.)r your ¢ onve"“f"ce; We again show the investing activit?m o cash
of that statement, illustrating the information developed in the preceding paragrapt::s reeton
Cash flows from investing activities: . |
Purchases of marketeble seeurlies ©....otts . i, 0o $ 65.000)
Proceeds from srales of ma_rketable sgcurlties B ey 1y gt 40,000
Loans made tq borrowers ....... ... ., SR """""" joo ”(17‘000)
Collections onfoans ................... .. PP a Sl 12000
Purchases of plant BSNEE sy o1 i e e b f{ﬁl <ooen (160,000)
Proceeds from sales of plant assets ..., ... e e T L 75,000
Net cash flows from investing activities . ..., : ML ssoo0 |

An important feature of the investing activities section of a statement of cash flows is that
increases and decreases in cash from similar transactions are presented separately rather than
being combined and netted against each other. For example, in this illustration the negative
cash flow from purchasing marketable securities ($65,000) is shown separately from the posi-
tive cash flow from the sales of marketable securities ($40,000) rather than netting the two to

asingle negative figure of $25,000 ($65,000 — $40,000).

CASH FLOWS FROM FINANCING ACTIVITIES

Cash flows from financing activities are determined by analyzing the debit and credit changes
recorded during the period in the related liability and stockholders’ equity accounts. Cash flows
from financing activities are more easily determined than those relating to investing activities,
because financing activities seldom involve gains or losses.* The debit or credit changes in the
balance sheet accounts usually are equal to the amounts of the related cash flows.

Credit changes in such accounts as Notes Payable and the accounts for long-term debt and
paid-in capital usually indicate cash receipts; debit changes indicate cash payments.

S'hort-Term Borrowing Transactions To illustrate, consider paragraph 10, which pro-
Vides the information supporting the following cash flows.

5,000
Proceeds from SHOMHEIM BOMOWING ...\t eeeie e $:$ o
Pan@nlStosettleshort-termdebts P LT T LEITITIE L (55, "
g, P ) :
G

; ’ i i loss.
An eaty retreqmeny of debt is an example of a financing transaction that may result in a gain or
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578 th the proceeds from short-term borrowing of $45,000 (a positive -
n o setile short7o™h debts of $55,000 (a negative cash flow) are Pr:l OW) ang the
f cash flows. Presenting both directions of the changes in cash, rath:-med in the
biing e and presenting 2 ne: ST °f$.10’000 ($55’_0_00 — $45,000), i ant.han Com.
feature of the statement of cash flows. Presenting both POS}tlve and megatr,) i "
roferred (0 3s prescrtug £ cash flows rather than presenting ne cash flows, Ows g
Is it possible 9 determine. th‘? proceeds of Sho‘:t"erm borrowing transactions thro,

the year withor carefully reviewing each cash receipt? .The answer is yes—the prOceEd“ghout
short-term borrowing are equal to the sum of the credit entries in the short-term N, $ from
-term debts are equal to the sum of the debit erllzsipay_

€s in

able account. Payments to settle short

this account.
Proceeds from Issuing Bonds Payable and C‘apiyal Stock  Paragraph 11 sate
Allison Corporation received cash of $100,000 by issuing bonds payable. This amen S that
it entries in the Bonds Payable account. The Bondg Pﬁ; “Las
able

determined by summing the cred .
account included no debit entries during the year, so we know that no bonds were retired
12 states that during the year Allison Corporation issued capita] Stock'f
or

Paragraph
$50,000. The proceeds from issuing stock are equal to the sum of the credit entries made ;
the Capital Stock and Additional Paid-in Capital accounts ($10,000 + $40,000), o
Cash Dividends Paid to Stockholders Paragraph 13 states that Allison Corporat;
declared and paid cash dividends of $40,000 during the year. If dividends are both declﬁ
and paid during the same year, the cash payments are equal to the related debit entrieg in the

payments t
statement O

Retained Earnings account.

If the balance sheet includes a liability for dividends payable, the amounts debiteq o
Retained Earnings represent dividends declared during the period, which may differ frop the
amount of dividends paid. To determine cash dividends paid, we adjust the amount of gjy;.
dends declared by adding any decrease (or subtracting any increase) in the Dividends Payable

account over the period.
A Quick Review We have now shown the computation of each cash flow related to Al

son Corporation’s financing activities. In Exhibit 13—-1 we illustrated a complete statement
of cash flows for the company. For your convenience, we again show the financing activities
section of that statement, illustrating the information developed in the preceding paragraphs,

Cash flows from financing activities:

Proceeds from ShOTt-term bOMOWING ... . it isianesneint i
Payments 10 settle short-term debts . . . .

R I A A I TR A

Proceeds from issuing bonds payable .. ..., .

‘ Proceeds from issuing CEPIE] SEOCK . un 1or - oo &t o €50 g 6% 53 8 £ 3 3 :
. Dividends pald ,.........ouen e ol 3 g 5 3 el o ~{40,000)
- Netcash fiows from financing ag:tiyit_ié‘s ._}‘, e e , .'5 R L $100,000
RELATIONSHIP BETWEEN THE STATEMENT OF CASH
FLOWS AND THE STATEMENT OF FINANCIAL POSITION

The first asset appearing in the statement of financial position (balance sheet) is Cash and
1 this one
t of cash

:;asltl Equwalents. The statement of cash flows explains in great detail the change i
flos; :;)m one belllance sheet date to the next. The last three lines in the statemen
$ llustrate this relationship, as shown in our Allison Corporation example.

Net increase {decreasej in caéh and cash equivalents
| Cash and cash equivalents, beginning of year .

Cash and ¢ s . MGOIYEAr L
bl o il i

This is iliati
referred to as a reconciliation of the beginning and ending cash balances-
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prepd 579

5uccessful companies sometimes experience
reductions in cash. Often these reductions
re intentional In order to more productively
:se the company’s cash in different ways. For
example, in the years ending June 30, 2010
and 2012 combined, Microsoft Corporation
reported decreases in cash in excess of $3
pillion! Does this mean that the company was
experiencing  extreme financial  difficulty?
Not necessarily. In these years, operations
provided $24,073 million (2010) and $31,626
aion (2012). The overall declines were due to very large amounts bein
ing activities, primarily for acquiring other companies and investments,
holders, and purchasing treasury stock.
Lessonsta be learned from this example are twofold. First, a decrease in cash d
signal financial problems, and second, a company's cash position may change in
from its net income.

© Imaglnechl a V
9 used in investing and financ.
paying cash dividends to stock-

0es not necessarily
ways very different

REPORTING OPERATING CASH FLOWS
gY THE INDIRECT METHOD

In determining cash flows from operating activities for Allison Corporation, we have followed
what is commonly referred to as the direct method. To this point in our study of the statement
of cash flows, we have emphasized the direct method because we consider it to be the more
informative and more readily understood approach. The direct method is recommended by the
FASB, although companies are permitted to use either the direct or indirect method. Before
completing our Allison Corporation illustration of preparing a statement of cash flows, we
look more carefully at the indirect method.

Exhibit 13-4 includes a comparison of the direct and indirect methods of determining net
cash provided by operating activities for Allison Corporation. The direct method is the same
as discussed earlier in this chapter. The two methods are more similar than it may appear at
first glance. Both methods are based on the same underlying information, and they result in
the same net cash flow amount—in Allison Corporation’s case, $50,000 positive cash flow
from operations. Both methods convert information originally prepared on the accrual basis
to information prepared on the cash basis. In Exhibit 13-4, accrual-based data appear in blue;
cash flows are shown in red.

To illustrate the similarity in the computations, look briefly at the formulas for computing
the cash inflows and outflows shown under the direct method in the previous “Cash Flows
from Operating Activities” section. Each formula begins with an income statement amount
and then adds or subtracts the change during the period in related balance sheet accounts.
I?Iow look at our illustration of the indirect method in Exhibit 13-4. Notice that this computa-
tion also.focuses on the net changes during the period in balance sheet accounts.

T!le difference between the two methods lies only in approach. However, the two approaches
glf:t\lf]ldg readers of the statement of cash flows with different types of in'formati.o.n. The direct
i :e lnforms these readers of the nature and dollar amgunts of s:p.emﬁc positive (mf]oTw;)
i directgauve (OuFﬂows) of cash that comprise the operating activities otf the bl‘szess&iff:

o Irt;fthod, in contrast, explains why the net cash flows from operating acnvmesl basiz
- Other measur.em.ent of performance—net income that is preparefi on the icc;uakwards.
g hcan see, the indirect method starts with net income and essentlz.ally works bac :
812 series of adjustments to reach the net cash provided by operating activities amount.
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omparison of DIrec

c
indirect Methods

t and

L013-5
LEARNING OBJECTIVE

Distinguish between the
direct and indirect methods

of reporting operating cash
flows.

L0136

LEARNING OBJECTIVE

 Explain why net income
differs from net cash flows -
from operating activities.

| Accounting

statement of Cash Flows

Chapter 13
- - DirectMethod
' Wm operating activities: - , \ .
Cash received from CLUSIOMErS . ...evae s = aemen s g s —_ $ 870,000
Interest and dividends received‘ e SRRl e B BBt 5 2 3 5 morbennt o . 10,000
cash provided by operating activities ...l e
Cash paid to suppliers and employees ... g s it T ek $(764,000) 80.009
interest DA oo R e . (28‘(}00)
income taxes paid ..o s L EEERRR (38,000)
Cash disbursed for operating activities ... :
Net cash provided by operating activities ... o ;izg.oﬂ
Indirect Method o %
Net Income . gy S o B0 \3565000
Add: Depreciation EXPENSE ... .«oxrerrs s '
Decrease In accrued interest recelvable ..........coiiiiil 40009
Increase in accounts payable ... B o g e 0 cons o ns 1;’000
Increase in accrued interest TaBIHEE 5w s v v v v 0w o+ mimeale o oo s il
Nonoperating loss on sales of marketable securities ......... 7000
Subtotdl ................... : ﬁ%
Less: Increase in ACCOUnts feceivable ..o $30,000 h
nCrease M INVENTONY Lo vy e rr i ira i 10,000
Increase in prepai eXPENSES .. vos v 3,000
Decrease in accrued operating expenses payable ............ 6,000
Decrease in accrued income faxes payable ......o.oois 2,000
"y ;‘_N‘gg}wg;@ﬁggiga‘ig_q{;;fs_;@jri?;;;gf,gi'ﬁﬁt gss’ets ................. 31,000 82000
- Net cash v;;ircvided,‘}?y,'ggera_t'mgaaf:tiy?tias‘ O R By , m

RECONCILING NET INCOME WITH NET CASH FLOWS

To further your understanding of the indirect method, we now discuss common adjustments
required to reconcile net income with net cash flows from operating activities. The nature and
dollar amounts of these adjustments are determined by an accountant using a worksheet ora
computer program; they are not entered in the company’s accounting records.

1. Adjusting for Noncash Expenses
Depreciation is an example of a noncash expense—that is, depreciation expense reduces i

incomt? b‘ut does not require any cash outlay during the period. The cash outflow related to
deprecw'mon resulted when the asset was purchased and was presented as an investing activity
at that time—before any depreciation was ever recognized. To reconcile net income with nel
cash flows from operations, we add back to net income the amount of depreciation and any
oth'er non.cash expenses. (Other noncash expenses include unfunded pension expense, amott
zation 9f intangible assets, depletion of natural resources, and amortization of bond discount)
By. l?d\?vmg back depregiation and other noncash expenses, we are not saying they ¢ sources f
:z?i "”e l;actl we are saying is that depreciation and other noncash expenses are not v of¢

add them back to offset the fact that they were deducted in determining net income:

2. Adjusting for Timing Differences
e whenet

r]t;l\?;;?li ?rﬁ:;;:;z: between ele.ments of net income and net cash flows aris s

Changes during th es are rec.ogmzed by debiting or crediting an account other than il

differences between ﬁfﬂod . e llances of fhess asset and Eabily accou'ntS o stale

ment on the acorna] b € amount of revenues and expenses recognized in the mcomz :

accounts that give ri o and thef net cash flows from these same items. 11 Bl

ries, Prepaid Expen se to these timing differences include Accounts RecetVd €
ses, Accounts Payable, and Accrued Expenses Payable.
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.sumntdCashFlows

preparing

Adjusting for Nonoperating Gains ang Losses

Nonoperating gajn§ and losses .include gains ang
, and discontinued operations (which relate to inyeg
Josses on early retirement of debt (which relage ¢,

3

THE INDIRECT METHOD: A SUMMARY

The adjustments to net income explained in our Preceding discussion are summarized as foj
ollows

Net income o
Add: Depreciation L0137

Decrease in accounts receivable

n LEARNING OBJECTIVE
Decrease in nventories Compute net lcash flows from
Decrease in Prepaid expenses by e

Increase in accounts payable e
Increase in accrued expenses payahle
Increase in deferred income taxes payable
Nonoperating losses deducted in com
Deduct:  Increase in accounts receivable
increase in invémories
tncrease in prepaid expenses
Decrease in accounts payable ‘
Decrease in accrued expenses payabie
Decrease in deferred income taxes payahie
Neroperating gains added in computing net income
Net cash pro\'/id_éd by (used in) pperating"ééiiviiies

puting net income

BN

INDIRECT METHOD MAY BE REQUIRED IN A
SUPPLEMENTARY SCHEDULE

The FASB recommends use of the direct method in presenting net cash flows from operating
activities, The majority of companies, however, elect to use the indirect method. One reason is that
the FASB requires companies using the direct method to meet an additional reporﬁng requirement.
They are required to provide a supplementary schedule showing the computation of net Fash
flows from operating activities by the indirect method. However, no supplerqentar.y computa-
tions are required of companies that present the indirect method computations in their cash flow
Satements because this same information is already presented in the body of the statement.

THE STATEMENT OF CASH FLOWS: A SECOND LOOK W
We haye flow completed our explanation of Allison Corporation’s statfement of cash ﬂ?ws. ciael
Ve analyzed each type of cash flow by reconciling amounts included m the other twohmzl)n_to
Satements—the income statement and the statement of financial pqsmon (balanchs eem -
fjetermine the amounts of individual operating, investing, and fina.ncmg o f;o'wsx;vhniccl? ml;jor
Ing cash flows from operating activities, we began by using the fiuect method li;d
Ctegories of both positive and negative cash flows were determined and presen .cash flows.
We also illustrated the indirect method to determine the amount of OPC;T;,HES in balance
“ than adjusting each individual operating cash flow category for Cne

; :
hee Aecounts, these same adjustments were made to net income.
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Allison Corporation
\ded) Statement of

Cash Fl°"”s

N
~ Net cash provided by operatmg actlvities

Accounting

Chapter 43 Statement of Cash Flows

Exhibit 13
ment uses the

ALLISON CORPORATION
STATEMENT OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 2018

- Cash flows from operating activities: -

\ $870,000

" ceshr eceived from CUSTOIMEBYS <1 v rsveme st
merest and dividends reCeiVed . .....oovveriie 10,000
Cash prowded by operating activities . ...ovo el AT
Cash paid to suppliers and employees ... .voiiiaiiaiiii, “ $(764,000)
Interest payd .............................................. iza,o()o)
[1COME taX@S PAICT . oo vsraaenrs s (38,000)
, Cash dishursed for operating activities ........ocooeniiaai. :
Net cash provided by operating activities ...
Cash flows from investing activities:
purchases of marketable SECUMHIES .o cvvevrrir e $ (65,000)
Proceeds from sales of marketable securities ................. 40,000
Loans made to DOITOWETS ... .ovvveveseerncs 502G B S W A S {17,000)
ColleCtiONS ON I0BNS oo vvviarasamennnumrerr st 12,000
Cash paid to acquire plant assets
{see Supplementary Schedule B) .o.voreiiiiii {160,000)
Proceeds from sales of plant assets ¥t g e gl o e 4 75,000
Net cash used In mvestmg activitles . L g B - S PP HER
Cash flows from ﬁnanclng_activitles' : ,‘;_ i X
......... e $ 45000
...................... {55,000}
............ .. 100,000
50,000
Cevin Eenans - {40,000}

e e

...............

v lncrease in accounts payab!e e
~ Increase in.accrued labilities .

Noncperahnq lo ' S
850N, *a!es of markazabl
e
Sublotal ... ... 55 i sewmes ‘
Less: Increase in accounts receivab!e oy ,‘ i “$ 30,060
Increase in inventory . . ; ey e 0000 |
....... 10, '
Increase in prepaid expenses ... .. 3,000
Decrease In accrued Ha'bmtieé 'i B 08"900'

supplementa ’ R
y Schedule B: y
Purchases of plant aS&@tg No""ash lnvestlng arld Finam:ing Acﬂviﬂes

_5includes an expanded statement of cash flows for
Al
direct method for operating activities and includes m:;ssc:;’g"rporau on. Th,
CMentary Slate_
SCheq

$ 880,09,

(83
?00\00)
50 .000

(115,000)

100,000
$ 35000
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ing a Statement of Cash Flows
prepd

hedule A in Exhibit 13-5 i ;
Jementary Sch 58 ustrates the determingy
Supp rating activities by the indirect methoq. Supplementary Schedl:|oen}; f ng cash flows
: ope any noncash aspects of the Ccompany’s n
jscloses

i i xhibit 13-5
) 5 Investing ang financing activig; .

f‘ p plementary schedule is required whenevyer Some of the company’sginse;‘g;l;s. This type
of s

sctivities 4o not coincide with cash flowg Occurring within the current period and financ-
ol would the statement of cash flows in Exhibit 135 differ if the indirect n'1ethod were

ed? The information included in Supplement
u

sure of that same info,

rmation,

In making investment, credit, and othe.r financi.al decisioqs, the generated by operations sufficient to sustain the recent amount
rs of financial statements are par.n.cular]y interested inthe  of dividends to stockholders, or even increase that amount?
- h flows from operating activities, Is the amount large Consider two competitors in the import craft supplies busi-
o ca; to meet ongoing cash needs to pay employees and ness, Gonzalez, Inc., and Alvarez Company. These companies
o ,, service long-term debt, and provide for necéssary‘ have approximately the same size assets, liabilities, and sales.
suppheﬁ;ms of plant assets? Will additional debt or equity ~ Selected infor

3 ;ep:;z?:; be required in the future? Is the amount of cash

mation from their most recent statements of
cash flows follows.

e T

Net Cash Flow from (in thousands)

i Ending
; Beginnin
gash ° Operating Investing Financing Cash
Balance Activities Activities Activities Balance
Gonzalez $150 $600 $(500) $400 $650
i 150 50 500 (50) 650
© Alvarez i e R U—

v : ras ‘ on? hand, has generated only a small amount of cash from opera-

et company‘t;IS o del;ebstri(r):tligiﬁ; xfjhegici’:g E::lllnb:l; tions :($50%000) and l'{as sold assets ($500,000) ;3 g:::zea}ﬁ

Althcs)ugsh4 ggtgol:)av:n ! e$363:15r8 OOOg respectively), Gonzalez is  cash to support its endmghcash.tt)izlsng:‘;rvfil:;h’:nd ;’e o
- ” I AL S ble to sustain its cash posi e, and |

L1 g i fom bf ca;llse ]?(feﬁsaz;reoz)gi;\?:srf ;51250?383 ]ife:t its recurring obligations in the fultlugle(; \:ss (}::‘:;:izng

f’lows 0fi$600’000. Gon? . ;Z o in only $400,000, and still ~ ~ Even more important thfm net casd in cash flows over a

In operating assets, }n/hlle inancing ’ the other _activities in any one year is the tren iy
has a $650,000 ending cash balance. Alvarez, on _ period of years—an

i T g v, ear
, s I TRE R R i sistency of that trend from y
: (b : s s B Jadiod 11 e best resu
Net cash flows from operating activities ... [Ty : ‘ v ty::Sl'l-l ;rlgws from operating
Less; Net cash used for BEquising Hiw ssets, N -y o Sie; - $85.000 Zztivities that increase each
o 7B Ao S s bss o 40,000 125000 year by a substantial—but also
Dividends paid .. ... .. ... e
Free cash flow .

s 5
© $(75.000) predictable—percentage.
—
{ Percentage chap
8Mmount from ghe

| | | . . o retionary
' arge o 4 aertage o BULC t's left for disc
ge is the dollar amount of change from one year to the next, expressed as |Cl ::s o e100,000 1 he st wl::;oses?
ik ;m’years o oy iy ooy operaupg a":ti’ollows; ($120,000 — $100,000) P
) " the percentaae Increase Is 20 percent, computed as : ($120,
ot ’ centage increase is 20 percent, !
$100,009, n the second year, the percentag o
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cash used to purchase plant assets (tha ig cash
- ; ] .
chase, less cash received from sales) and any divil;g'n 10 py.

FLOW .
g CASH ed free cash flow. Free This computation follows, using informatiop from the -0
€ Allisgr

FRE ount cal
Some analyst compu;;: r::aa:l: flow available t0 managelﬁ‘-"n; Corporation statement of cash flows shown eqgl; i
h Ao purposes, afer he comp:::ﬁgiss T e $50,000 - $160,000 - $40,000 = (slso,oo(l;;r'
i ) iness O . ; .

by b‘i‘sﬁ oblig§ﬁ°“§ n;,lanirt!fdt?” li)tlllj:]“:;: bgsiness community. This computation suggests that Al!ison CorPOTation _

free cash flow 15 widely € ‘his measure in different ways. For  not ger.lerate enough cash from operations tg meet it dl'd

Different analysts comp;iires for plant assets wpasic obliga- obligations. As a result, management had to rajse cash

example, &7 all expenditu®: < made to maintain the cur- other sources. But, of course, an analyst always shoulq

e expenditure behind the numbers. For example, was Allison’s purch log

ase

" or only thos

gons. ; city? . ; ; s
rent level of producn:’he ‘331:; c?mpuﬁns free cash flow is to  plant assets during the year a basic obligation, or giq re
One common me Oh Hows from operating activities net  sent a discretionary expansion of the business? Pre-
s

deduct from the net ca

king for the same stock market research firm as in Chapter 12, but unlike your previous

boss (who tended to focus on growth and relative value, both based on reported earnings), your
new boss focuses primarily on free cash flow and dividends in choosing stocks.

~ Your new boss is interested in stpcks where free cash flow equals at least 50 percent of cash

~ flow from operations. He also wants dividends to be 25 percent or more of cash flow from opera-

' tions. You are considering the same stocks as before: Home Depot, Intel, Coca-Cola, and Amazon,

provide ith the following information that he has taken from recent financial

Your new bos§_proyides you with the folio C
 statements and asks you t ecommend whicl_) rst:;ocks are consistent wi;h his investment criteria,

You are worl

In Millions

Cash Flow from  Net Capital
Operations (CFO) Expenditures Dividends

: : Company
- HOMEDEPO . veeeersessceneeees $ 6,975 $ 1312 $1743
B O P TR RPRLLE 18,884 11,027 4,350
COCE-COIA s 10,645 2,780 4595
AMABZON ot v eirreiennisnaaasens 4,180 3,785 —

~ He also tells you that a potential new client is going to be calling you this afternoon. This poten-
~ tial client is an elderly widow and experienced investor who is quite wealthy. She s interestedin
learning why the relative levels of free cash flow and dividends are important metrics. She also
doesn’t understand why all firms don’t pay dividends. Your boss tells you to be prepared to answer |

. this prospective client’s questions. i B w

i (See ourtomments In Connect,)

LManaging Cash Flows j

Management can do much to influence the cash flows of a particular period. In fact, it has &
h and defaulton

r 1
i;sPoob?mbl.h tyto Manage cash flows. No business can afford to run out of cash af i
o c1gat10ns. Even being a few days late in meeting payrolls, or paying suppliers or ¢ .
> can severely damage important business relationships. One of management’s most b;lse )
s

584
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A cash b S e
p t widely distrib t :
cial statement and is no ly uted outside th 8
V;nit ;s among the most useful of all accounting reportg € organization, To Mmanagers, how-
(& ] .
Tty walys, ted in futu m
ts expected in future periods, rath 1
ows the rest - -S> Tather than those gcp;
cash pudget is more detailed, l..lSlfally showing expected cash ﬂO;:leved
ately for every department within the organization, o

Cash budgets serve many purposes. Among the most important are.

in the past, Also, the
h'by month ang sepa-

, Encouraging managers to plan and coordinate their activities i advance
o i with advance notice of .
providing managers witl € of the resourceg ir di
’ they are expected to achieve. at their disposal and the results
providing targets useful in evaluating performance,
. Providing advance warnings of potential cash shortages,

WHAT PRIORITY SHOULD MANAGERS GIVE To
INCREASING NET CASH FLOWS?

ditors and investors look to a company’s cash flows to prot iri .
gr;re returns. Trends in key cash flows (such as from oéjeraficc:ntsh Z:(;nf\r'::tgzr: g:,i,l;m:flde L0138
a company’s credit rat%ng, stock price, and access to additional investment capital ForZ:h::3 "
reasons, management is under constant pressure to improve the key measures of .cash floxsx:3 likely ¢
Unfortunately, the pressure to report higher cash flows in the current period may conflict witI; 3;?::: ;ﬁl“ke[y Wi
managers’ long-run responsibilities. on cash ﬂm::ss s!rétegles e

short-Term Results versus Long-Term Growth Often, short-term operating results
can be improved at the expense of long-term growth. For example, reducing expenditures for
developing new products may increase earnings and net cash flows in the current period. But
over time, this strategy may lessen the company’s competitiveness and long-term profitability.
Many of the most successful products took many years to develop and test before they con-

tributed positive cash flows to the company.

One-Time Boosts to Cash Flows  Some strategies can increase the net cash flows of the
current period, but without having much effect on future cash flows. Such strategies include
collecting receivables more quickly and reducing the size of inventory.

Assume, for example, that a company offers 60-day terms to its credit customers. Credit
sales made in January are collected in March, and credit sales made in February are collected
in April. Notice that in each month, the company is collecting about one month’s amount of
credit sales, but the receipt of cash is delayed two months from the point of sale.

Now assume that on March 1 the company changes its policies to allow only 30-day
credit terms. In April, the company will collect two months of credit sales—those made
in February (under the former 60-day terms) and those made in March (under the new
30-day terms). '

This significantly increases the cash received from customers for the one month of .APT“-
But it does not signal higher cash flows for the months ahead. In May, the company will col-
lect only those credit sales made in April. It quickly returns to the pattern of collecting about
one month’s credit sales in the current month. Shortening the collection period provided only

A0ne-time boost in cash receipts. '

A ssimilar one-time boost may be achieved by reducing the size of inventory. This rcduc;,s
the neeg for purchasing merchandise, but only while inventory levels are falling. Onc}:: the
“ompany stabilizes the size of its inventory at the new and lower level, its montl11)" PUYI: a§§:
mu.s treturn to approximately the quantity of goods sold during the period. Red'ucmg : eni::et
of ventory may have other consequences, such as not having products available t0
CUStomer demangds,
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Chapter 13 Statement of Cash Flows

SOME STRATEGIES FOR PERMANENT
IMPROVEMENTS IN CASH FLOW

Several strategies may improve cash flows in both the short and long term Thes
+ Lhese

ring income taxes, peak pricing, and developing an effective product mjx. e oy,

Deferring Income Taxes Deferring income taxes means using accounting p,
income tax purposes that legally postpone the payment of income taxes, Ap exsii ;"th for
an accelerated depreciation method for income tax purposes. Pleis Using

Deferring taxes may benefit a growing business every year. As a result, it js gy

and popular cash management strategy. effectiy,

Peak Pricing Some businesses have more customers than they can handle—g besig
tain times of the day or year. Examples of such businesses include popular restaurans at cer.
hotels, communications companies, and providers of electricity. » Tesor

Peak pricing is a strategy of using sales prices both to increase revenue ang to ration
and services when total demand exceeds supply (or capacity). A higher price s chal'geddg i
the peak periods of customer demand and a lower price during off-peak periods, F; exa:)nn

a restaurant might charge a higher price during the peak dinner hours than the rest il dle,
A theater might charge a higher price in the peak week and evening hours than the 5 op t?
week. Peak pricing has two related goals. First, it increases the seller’s revenue during the N
ods of greatest demand. Second, as customers alter their purchasing practices, it shift Somp:l;;
the demand to off-peak periods, when the business is better able to service additiona] Customers

Peak pricing may make goods and services available to customers who otherwise Coulci
not afford them. Also, peak pricing may prevent systems, such as cellular telephones, from
becoming so overloaded that they simply cannot function. Peak pricing is not always appro.
priate. For example, we would not expect hospitals or physicians to raise their prices during
epidemics or natural disasters. The alternative to peak pricing is a single price all the time,

Develop an Effective Product Mix
Another tool for increasing revenue and cash receipts is the mix of products offered for

sale. The dual purposes of an effective product mix are to (1) increase total sales and (2)
increase gross margins (that is, the excess
of the selling price over the cost of the
product).

Some products complement one another,
meaning the customer who buys one prod-
uct often may purchase the other. Common
examples of complementary products
include french fries at a hamburger restau-
rant, snacks at a movie theater, and a car
wash connected to a gas station.

Some complementary products are essc-
ntial to satisfying the customer. (Would you
be happy at a sports stadium that dida’t sel
food?) Others increase sales by attracting
customers who also purchase other types of
merchandise.

Some complementary products 'aPPef“
to be only incidental to the company $ il
product lines. But, in reality, these 1“"};
dental items may be among the company
most important products.

6 < -
na;[ch ® Modified Accelerated Cost Recovery System (MACRS)is an accelerated method widely used fogsﬂcc‘;n
bengmes' Deferred income taxes were discussed briefly in Chapter 10. The reason a growing busin e

m deferred taxes every year is that each year it defers a greater amount than comes due from
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avirisheet

por” .ed in this chapter, cash flow frqm Operationg
s discuss ‘he statement of cash flows that is most ¢]
on ancial statement readers. A large and growing cash
n rations is viewed positively for at leas thyeq rea-
> companics pay b.llls with cash, not with Carnings,
sons: Flrst-ompany with significant cash flow§ from operation
second: acsitione d to fund future growth with self-generateq
petter PO ther than having to borrow additiona] amounts or
cash floWS n:ock. Third, the quality of a company’s earnings jg
issuE mo;ebi tter if cash flow from operations closely matches
ViCWEgd anet income. o .
report h it may be difficult to mampulafe_ cash flows from
Although is not impossible, as the Securities angd Exchange
operations: “(SEC) enforcement action involving Dynegy, Inc.,
Commission negy produces and delivers energy, including
lustrates- Dly ctricity, and coal, to customers throughout North
patural gas, eéurope and its shares are traded on the New York
America and : Dy;legy entered into a structured transaction
Stock Exchangn;d to as Project Alpha) that resulted in Dynegy
r re(f)fgnﬁlﬁ on in cash flow from operations that should
reporting - rted as cash flow from financing activities. A pri-
have been.rep 0 n for Dynegy’s involvement with Project Alpha
m;)t}:;t:;sh flow from operations closer to reported net
was to brl

is the

osely SCru-

bto!

hized by fa
m O

flow

inc;rm‘?‘;ct Alpha had a five-year term and worked as follows.
0]

ial- ity, ABG Supply, to
ponsored a special-purpose entity, (
D{]n;%:gy lzzsa(iural gas. In the first year of the five-year term
se.

Mcm Accounting, 17th Edition

responsible for Project Alpha’s
pated in an active scheme to hid
from Dynegy’s outside audito
pled guilty to federal criminal
the third executive, The third

rs. Two of these executives
charges and testified against
executive, Jamie Olis, was &

4

- This case clearly illustrates the o

personal risk of violating securities laws, particularly when 7
there is an active scheme to hide the true nature of transac- ﬁ
tions from auditors, investors, and other outside parties.

¥}

A Worksheet for Preparing a Statement

of Cash Flows

A statement of cash flows is developed by systematicallé' anglﬂzing all f:ﬁﬁrez lirgl l:hteh 2(:;(;;:‘}}
i formalized and documen )
balance sheet accounts. This process can be . bt
i i i ksheet also provides the accou
tion of a specially designed worksheet. The wor e
Esual assuraIIche tha}; the changes in balance sheet accounts have been fully explained

DATA FOR AN ILLUSTRATION

L0139
LEARNING OBJECTIVE
Explain how & worksheet

may be helpful in prepadn_g a
statement of c‘n_shjlm. -

g 0.
We will illustrate the worksheet approach using the 2018 financial data 01: ﬁ:tgesg?ﬁﬂgind
Shown in Exhibit 13—6 are the balances in Auto’s balance sheet accolllln::sn'c:i i
end of 2018. (Notice in this illustration that the accPunt ba!ances at tr ke;hect.)
dppear in the right-hand column. This format also is used in the wo

—_—

Therefore, a worksheet for Allison

7 i i hensive.

Our exampye involving Allison Corporation was quite compnE il
Corporaion would be too long and detailed for use as an introductory i
Salement of cash flows,

stration of a worksheet for the
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AUTO SUPPLY CO.

588
EleBlTlﬁ:‘:'fBa'ance COMPARATIVE BALANCE SHEETS
Auto SuPPY ¥
Sheets December 31
2017
Assets 2018
i o « o3 BB 320 o R B § 3§ e $ 50000 % a5
Marketable GBEUIHIES - - cmmenmant k6 43205 0 00 e PEARSASER G SS 40,000 25, 00
Accounts ReCeIVabl ...ooonserressisss s 320,000 330-200
g BRIOIYE « « «  somemen £33 v v AR R LR R EEEEE 240,000 235- 00
< n the noncash - plant and Equipment (net of accumulated 000
‘C‘:lcaon:;m ethekeyto ‘ GeprOCIBtion) .-« wveerersssssssr sttt 600,000 640,000
identifying cash flows TOLBIS . snocensbnsrnennnsumunmmarnsenanrsrersrzrres $1,250, 00"‘—0 Y 275,
, Liabilities & Stockholders’ Equity
ACCOUNtS PAYADI@ .+ crserrese s $ 150,000 $ 160,000
Accrued Expenses Payable ....neesrnneerse e 60,000 45-0 :
Mortgage Note Payable (IONG-erm) ... «coowevrnaarenerses: —0- 7 0'000
Bonds Payable (due in o i< IR 500,000 35 0'000 '
Capital Stock (no par VBIUB) . osnrrocinanssssrniannrrracaees 160,000 160'000
Retained Earnings ... - - A O T L ICLATSEEELL LT AL 380,000 490'022,
Toals .. et s ATINEPR ~ $1,250,000 m
A L i e T ,,

ation The following information also is used in the preparation of th
e

Additional Inform
ts appear in blue, cash flows in red.)

worksheet. (Accrual-based measuremen
_ Net income for the year amounted to $250,000. Cash dividends of $140,000 were declared

1
and paid.
2. Auto’s only noncash expense was depreciation, which totaled $60,000
3. Marketable securities costing $15,000 were sold for $35,000 ilfing i 3
nonoperating gain. 000 cash, resuling fn 20000
4. The company purchased plant assets for $100 000, makin
, . Ak 3 ) g a $30.000 CaSh dow
and issuing a $70,000 mortgage note payable for the balance of the purchase pril(:epayment

THE WORKSHEET

Auto Supply Co. reports cash flows from operating activities by the indirect method.® A work-

sheTet for preparing a statement of cash flows appears in Exhibit 13-7
0 ’ .
set up the worksheet, the company’s balance sheet accounts are listed in the top portion

fth : _
318 ]:s:"(f]’:;flltliet, :lvlth the beginning balances in the first column and the year-end balances in
and) column. (For purposes of illustration, we have shown these accounts and

acc;unt balances in black.)
he two mid
iddle columns are used to (1) explain the changes in each balance sheet account

over the year and (2) indicate how each change affected cash.

Entries in th
e Two
T tramactihc')'ddl'e Columns The entries in the top portion of the worksheet
marize transactions“rec 35 recorded in the account over the year. (Because these entries sum-
For each summary e?lrtreq on the accrual basis, they are shown in blue.)
(in the opposite column) iny ti]n té]e top por ﬁ.Oll of the worksheet, we make an offsetting entry
e bottom portion of the worksheet indicating the cash effect of

b
the worksheet ytiJ;
L et utilizes the direct m pe
activi : o -
ties section. Such worksheet tareeitf]] l(x)gt’rnum?mus subclassifications are required within the operatine
ated in more advanced accountin
ted g COUTSES.
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WORKSHEET F

AUTO syppLy Co.
ORA STATEMENT OF
FOR THE YEAR ENDED DECEMBE

R

CASH FLOws
31, 2018
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EXHIBIT 13-7

Worksheet for a Statement of
Cash Flows

\i’i’i’flrfmsaﬁlons
eet effects: Beginning Deb
galance S Balance Chaen;tes Credit Ending
Changes Balance
Assets
cash and Cash Equivalents ....... 50,000 M 5000 =3 At the top of the worksheet
ble Securities ........... 40,000 - 00 We summarize the changes in
Marketa I 320,000 ®) 15000 25,000 each noncash account
unts Receivable .......... .., | 4) 1 0,000
A 240,000 330,000
Inventory «-«-.eeeee ' ) 5000 235,000
plant and Equipment (net_of :
accumulated depreciation) . . ... . : 600,000 ) 100,000 3) 60,000 640,000
Totfls . ooooenrire e 1:250,000 1275000
Liabllities & Stockholders’ Equity
R Accounts Payable ................ 1 50,000 (6) 10.000 160,000
Accrued Expenses Payable ..... .. 60,000 7} 15,000 i 45,000
 Mortgage Note Payable ... - ) 70000 | 70000
Bonds Payable .............. ... 500,000 (10) 150,000 350,000 ' _ ;
.............. 160,000 ) Atthe bottom of the
Capital Stock .. ... S I : 160,000 Worksheet we identify and
- Retained Eamings ......... ... .. 380,000 | (25 140.000| (1) 250000 490,000 classify the related cash
350000° | - gienal 0 effects of these changes
TotalS = vams « & wvwcs 5 5 s . 1,250,000 415,000 415,000 1,275,000
Cash effects: Sources * Uses.
Operating activities: Jer # i B )
NEt INCHTIE! v s ¢ smroicionnn 5 4 5 § 5555 mmmrns g 5 5 - . {1 250,_909 1
 Depreciation expense . ......... ... . 3) 60,000 4
Increase in accounts recelvable ..., . . ... , | é) 10._009 k_‘ Cash provided by
Decrease in inventory .,..... I P s » o (5. 5,000 , ¢ gg;rgté%rg—~
Increase in accounts payable . . . R CRALURTE R (6). 10,000 o ?
Decrease In accrued expenses payable .., ., {7} 15000
Gain on sales of marketable securities ., ... ... {8} 20,000
/
Investing activities: . —
Proceeds from sales of x s 1 Cash provided
- merketable securities ........ ... ... ... {81 35000 = by in‘vesting
Cash paid to acquire plant assels .,.... ... ..., ' (9 30,000 g?’;g‘gs"
~ Financing activities: Co '
Dlvldendspaid.,....‘......,.........ﬁ......-. (2) 140,000 Cash used In
Payments to retire bonds payable .......... . (10) 150,000 JL :233“;;23_
Subtotals ... 360,000 365,000 L$290'000
Netdecrease in cash D, ) 5,000 '
Totals . S 1-365,000 365,000

‘!‘5 transaction,
€S and are exp
saCﬁOns and

S inancing activi-
These cash effects are classified as operating, lﬂVCbﬂflg, or fman;l:fgf :cts =
lained with a descriptive caption. (Entries representing the cas
the related descriptive captions appear in red.)
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Entries in the two middle columns may be made in any sequence, b
following approach. . but we recommend
1. Explain the change in the Retained Earnings account. the
2. Account for depreciation expense (and any other noncash expenses)
3. Account for timing differences between net income and cash t-'low .
s

M Opera::

Pel‘atmg

activities.
4. Explain any remaining changes in balance sheet accounts other than Cash_ 1
in asset accounts represent investing activities; changes in liability :d. (Hint: ¢,
equity 5

represent financing activities.)
ord the net increase or decrease in cash.

Anges
CC()ums

5. Compute and rec
ach, we next explain the entries in our illustrated worksheet Th
. e numbe

Using this appro
Janation refer to the entry numbers in the two middle co]y
TAS of the

in the following €Xp
worksheet.

ENTRY
1. Auto’s net income explains a $250,000 credit to the Retained Earnin
12:? lniﬁ B:l::rn:;e changes j‘) bottom portion of the working paper, an offsetting entry is made in thgsszf:count. In the
and is classified as an operating activity. urees columy
2. Cash dividends of $140,000 caused a debit to the Retained Earnings accouy _
year. The offsetting entry is made in the Uses column; payments of divide:ilgumg the
are clag-

sified as a financing activity.

With these first two entries, we have explained how Auto’s Retained Earni
increased during the year from $380,000 to $490,000. Ings account
3. Auto’s only noncash expense was depreciation. In the top portion of the worksh

eet,

Eﬂp 2: Account for noncasfj
expenses depreciation explains a $60,000 credit (decrease) in Plant and ; :
includes the Accumulated Depreciation accounts). The offsetting cn?;;:lpg]‘:%:) t(twhxcl}
om o

the worksheet is placed in the Sources column. We have explained that depreciation i

not a source of cash, but that it is added back to net income as a step in col:n ul;;m ,

cash flows from operating activities to offset the fact that it was treated as alle cxpgmtlh :
se

in determining net income.
4-7. Fluctuations in current assets and current liabilities create timing differences between

net income and the net cash flows from operating activities. In the top portion of the
workshec?t, .eI.ItI'ICS (4) through (7) summarize the changes in these current asset and
current liability accounts. In the bottom portion, they show how these changes affect

. the computation of cash flows from operating activities.
Stap &: Explaln any femﬂ‘"'ﬂﬂ) 8. During the year, Auto sold marketable securities with a cost of $15,000 for $35,000
gl changes in noncash accounts cash, resulting in a $20,000 nonoperating gain. In the top portion of the worksl'leet,
the entry explains the $15,000 credit change in the Marketable Securities account. In
the bottonll portion, it reports cash proceeds of $35,000. The difference? The $20.000
nonoperating gain, which is removed from the Operating Activities section of the
worksheet and included instead within the amount reported as “Proceeds from sales of

marketable securities” in the Investing Activities category.
uing a $70.000

) ::::;0 purclt)llased $100,000 in plant assets, paying $30,000 cash and iss
the $$g)g:)0& These events explain a $100,000 debit in Plant and Equipment and
$30,000 credit change in Mortgage Note Payable; they involved a cash outlay 0

000, which is classified as an investing activity. (The $70,000 financed by issuance

of a note payable is a noncash investing and financing activity.)

Step 3: Account for timing
differences

9
When the indirec i
t method is u i . : :
from operating activities, sed, net income serves as the starting point for computing net cash flows
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aworksheet "

The 5150‘090 debit change in.Auto‘s B,° nds Payaple account indicateg that this amount ;

10. of the liability has been repaid—that is, $150,009 in bonds hag been retired. Tp; . Step 5: Compute and record
included in the financing activities category, @ LS ds the net change in cash
1 : :

591

fu
ance
account, th o Ccach
ow total the Sources (cas Increases) and Useg sk .
g)m\:: :ortion of the worksheet. The difference betw tl(1 ash decreases) columns in the
i in cash. In our example,

net increase or decrease in cas .1 example, the Sources column ¢
$:jlc the Uses column totals $365,000, indicating a $5,000 decre i ca:h g‘t,‘:ll?t:zGOfgg,
Notice that this is exactly the amount by which Cagh decreased during the ey, ssopgolo '
45,000 = $5,000. Our last entry, labeled (x), explaing the credit change ip (he Cash account
4l ﬂ;e top of the worksheet and brings the bottom of th account

€ worksheet into balance,

AUTO SUPPLY o, . EXHIBIT 13-8

STATEMENT OF CASH FLOWs | Auto Supply Co. Statement
FOR THE YEAR ENDED DECEMBER 31, of Cash Flows

Cash flows from operating activities: .
‘ Netincome ..... o : e ey .... e i _ , o $ 250,000
Add: Depredaﬁ?n exuense sere ' o o ’( ooy Y R, ) 60'000
Decrease in inventory .. ., e e e T 5.000
. Increase in accounts payable ., ISR A R AN £ 10,000
Subtotal .. oo Buidurdie s Sl s Sl ‘ $ 325,000
Less: Increase in accounts re{:éiva’b!@ﬁ{C:{:“EQ S e $ L 1Q,000 Compare the content of this
Decrease in accrued expenses payables_j,w:. s 15 000 S _ :mememmhmmm
Gain on sales of marketahle securitie}§ i oo Bl o 20,000 45,000 Aol
Net cash provided by operating activities , .. . .- TP Lo S 7 $ 280,000 {
Cash flows from investing activities: be e W50
Proceeds from sales of marketable securities .. ..., Bk 5083 3 $ 35000
Cash paid to acquire plant assets (see. ‘ o
supplementary schedule below) ........... SN creeec o (30,000) .
Net cash provided by investing activities ... ...... .. 5 B e 5,000
Cash flows from financing activities: :
Ohidends paid ... ... $ (140,000)
Payments to retire bonds payeble ... ... ... {150,000)
Net cash useq for financing activities ............... . ... _(290.000) 1
‘ Netdecreage meash. ..o § (5,000
Cash ang cagh, €quivalents, Jan, 1,2018 ... ... __50,000
Cash ang cash equivalents, Dec. 3 1,2008 ... $§ 45,000
; Supplementary Schegute; Noncash Investing and Financing Activities
LurChase‘S “fplantassets ... A $100,000 |
. Less: pom‘an ﬁna ' .
nced through issuance of 1
Mgy L e 70000 -4
; e S ST o 0 5 ¢ e e+ g
h paig to acquire

plant assets . o : : . i) _ .$. 30,00
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ment of Cash Flows

chapter 43 State

marks

¢ discussed the importance of cash flow information for ;
on is arranged and presented in the statemen‘:rc:pv :
cash fl
O,

f this important topic to this point in this te beca
! 5 P x
nting for assets, liabilities, and stockho;dm' e
equj

ow information differs from accrual 5
g

In this chapter: we hav
creditors and how that informati
Wwe delayed in-depth coverage 0
the importance of understanding accott
as a forerunner o understanding how cash fl
information.

As stated earlier, companies have an option of presenting cash flow from ‘
mation by either the direct OF the indirect method. Although we have pmseoperanons infop.
asis has been on the direct method despite the fact that Ill:led both in g
financial reporting. We have done this foc;sttwc:mpaﬂies
feasons,

chapter, our emph
employ the indirect method in their
d is more readily understood by students and others
Who are

First, we pelieve the direct metho

Jearning for the first time how cash-based and accrual-based information relat
perhaps more important, investors appear to generally favor the direct methode' Seco-nd, and
by the following quote from the former chief accountant of the Securities and » a8 evidenceg
mission, speaking t0 @ group of certified public accountants: Exchange Con.

've heard many investors €Xpress a strong preference for use of i
. 4 the direc
paring the statement of cas dely understood and believed lt);n;t:()d of pre-

ny to be a

h flows. It's w1

more informative presentation. We are not requiring a change, bt 5 s &n @t
consider to promote transparency given the importance to investors O(f)“ yo;: could
cash flow

information.
In the next chapter, We take a broader look

information about cash flows is combined wit
ments, to better understand a company’s financial activities. Managers and invest
estors alike

must look beyond short-term changes in earnin

next. They must consider factors thgat cause thesgesc?lr;ig(;fl;ngol‘:(l)svvﬁt%m ST JEL L i
f)peratxons. Through.out this text, we have introduced analytical techniei:slat);\ it e
in better understanding a company. In Chapter 14, we bring those tf:chn;l ues t e l'lseful
r analyzing financial statements in a way that asgists ill:fg;txtll'::dlgl;:

comprehensive model fo
sion makers 1 i ’ i
rs in understanding a company's business activities and in anticipating the long

term effects of business strategies.

at _ﬁnancial statement analysis, including how
h information from the other financial state



