TM 14-


AGENDA: STATEMENT OF CASH FLOWS

A.
Foundational knowledge.

B.
Four key concepts for preparing the statement of cash flows.


1.
Organizing the statement of cash flows.

2.
Distinguishing between the direct and indirect methods of preparing a portion of the statement of cash flows.


3.
Completing the three-step process underlying the indirect method.


4.
Recording gross cash flows where appropriate.


C.
An example of the statement of cash flows.

FOUNDATIONAL KNOWLEDGE
PURPOSE


The statement of cash flows summarizes all of a company’s cash inflows and outflows during a period, thereby explaining the change in its cash balance.
DEFINITION OF CASH

In a statement of cash flows, cash is broadly defined to include cash and cash equivalents, such as Treasury bills, commercial paper, and money market funds.
PREPARATION

The change in the cash balance must equal the changes in all other noncash balance sheet accounts. This principle ensures that properly analyzing the changes in all noncash balance sheet accounts always quantifies the cash inflows and outflows that explain the change in the cash balance.
BASIC EQUATIONS

To prepare the statement of cash flows, you need to understand two basic equations that apply to all asset, contra-asset, liability, and stockholders’ equity accounts: 

Basic Equation for Asset Accounts

Beginning balance + Debits – Credits = Ending balance

Basic Equation for Contra-Asset, Liability, and Stockholders’ Equity Accounts 

Beginning balance – Debits + Credits = Ending balance

KEY CONCEPT #1:

ORGANIZING THE STATEMENT OF CASH FLOWS
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The statement of cash flows is divided into three sections:

Operating activities

Key Concept #2

U.S. GAAP and IFRS allow two methods for preparing the
operating activities section of the statement of cash flows:

Direct Method (Appendix 14A)

Net cash provided by (used in) operating activities $xx | Cash receipts from customers $ xx
Investing activities Cash paid for inventory purchases (xx)
Net cash provided by (used in) investing activities xx | Cash paid for selling and administrative expenses (xx)
Financing activities Cash paid for income taxes _(xx)
Net cash provided by (used in) financing activities xx | Net cash provided by (used in) operating activities ~ $ xx
Indirect Method
Net increase/decrease in cash and cash equivalents ~ xx | Netincome $ xx
Cash and cash equivalents, beginning balance _xx | Various adjustments (+/—) XX
Cash and cash equivalents, ending balance $xx | Net cash provided by (used in) operating activities ~ $ xx
Key Concept #3 Key Concept #4
Computing the net cash provided by operating activities The investing and financing sections of the state-
using the indirect method is a three step process: ment of cash flows must report gross cash flows:
Operating Activities Net cash provided by (used in) operating activities ~ $xx
Net income $xx . e
Adjustments to convert net income to Investing Activities
a cash basis: Purchase of property, plant, and equipment (xx)
Sale of property, plant, and equipment XX
Step 1 { Add: Depreciation xx | Purchase of long-term investments (xx)
Sale of long-term investments XX
Analyze net changes in noncash balance Net cash provided by (used in) investing activities (xx)
sheet accounts:
Step 2 Increase in current asset accounts (xx) | Financing Activities
Decrease in current asset accounts xx | Issuance of bonds payable XX
Increase in current liability accounts xx | Repaying principal on bonds payable (xx)
Decrease in current liability accounts (xx) | Issuance of common stock XX
Purchase own shares of common stock (xx)
Adjust for gains/losses: Paying a dividend (xx)
Step 3 { Gain on sale (xx) | Net cash provided by (used in) financing activities ~ ~ xx
Loss on sale xx | Netincrease/decrease in cash and cash equivalents ~ xx
Net cash provided by (used in) operating | Cash and cash equivalents, beginning balance XX
activities $xx | Cash and cash equivalents, ending balance $xx




 KEY CONCEPT #1:
EXAMPLES OF CASH FLOWS
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KEY CONCEPT #2:
THE DIRECT AND INDIRECT METHODS
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The statement of cash flows is divided into three sections:

Operating activities

Key Concept #2

U.S. GAAP and IFRS allow two methods for preparing the
operating activities section of the statement of cash flows:

Direct Method (Appendix 14A)

Net cash provided by (used in) operating activities $xx | Cash receipts from customers $ xx
Investing activities Cash paid for inventory purchases (xx)
Net cash provided by (used in) investing activities xx | Cash paid for selling and administrative expenses (xx)
Financing activities Cash paid for income taxes _(xx)
Net cash provided by (used in) financing activities xx | Net cash provided by (used in) operating activities ~ $ xx
Indirect Method
Net increase/decrease in cash and cash equivalents ~ xx | Netincome $ xx
Cash and cash equivalents, beginning balance _xx | Various adjustments (+/—) XX
Cash and cash equivalents, ending balance $xx | Net cash provided by (used in) operating activities ~ $ xx
Key Concept #3 Key Concept #4
Computing the net cash provided by operating activities The investing and financing sections of the state-
using the indirect method is a three step process: ment of cash flows must report gross cash flows:
Operating Activities Net cash provided by (used in) operating activities ~ $xx
Net income $xx . e
Adjustments to convert net income to Investing Activities
a cash basis: Purchase of property, plant, and equipment (xx)
Sale of property, plant, and equipment XX
Step 1 { Add: Depreciation xx | Purchase of long-term investments (xx)
Sale of long-term investments XX
Analyze net changes in noncash balance Net cash provided by (used in) investing activities (xx)
sheet accounts:
Step 2 Increase in current asset accounts (xx) | Financing Activities
Decrease in current asset accounts xx | Issuance of bonds payable XX
Increase in current liability accounts xx | Repaying principal on bonds payable (xx)
Decrease in current liability accounts (xx) | Issuance of common stock XX
Purchase own shares of common stock (xx)
Adjust for gains/losses: Paying a dividend (xx)
Step 3 { Gain on sale (xx) | Net cash provided by (used in) financing activities ~ ~ xx
Loss on sale xx | Netincrease/decrease in cash and cash equivalents ~ xx
Net cash provided by (used in) operating | Cash and cash equivalents, beginning balance XX
activities $xx | Cash and cash equivalents, ending balance $xx




KEY CONCEPT #3:

COMPLETING THE THREE-STEP PROCESS UNDERLYING THE INDIRECT METHOD
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The statement of cash flows is divided into three sections:

Operating activities

Key Concept #2

U.S. GAAP and IFRS allow two methods for preparing the
operating activities section of the statement of cash flows:

Direct Method (Appendix 14A)

Net cash provided by (used in) operating activities $xx | Cash receipts from customers $ xx
Investing activities Cash paid for inventory purchases (xx)
Net cash provided by (used in) investing activities xx | Cash paid for selling and administrative expenses (xx)
Financing activities Cash paid for income taxes _(xx)
Net cash provided by (used in) financing activities xx | Net cash provided by (used in) operating activities ~ $ xx
Indirect Method
Net increase/decrease in cash and cash equivalents ~ xx | Netincome $ xx
Cash and cash equivalents, beginning balance _xx | Various adjustments (+/—) XX
Cash and cash equivalents, ending balance $xx | Net cash provided by (used in) operating activities ~ $ xx
Key Concept #3 Key Concept #4
Computing the net cash provided by operating activities The investing and financing sections of the state-
using the indirect method is a three step process: ment of cash flows must report gross cash flows:
Operating Activities Net cash provided by (used in) operating activities ~ $xx
Net income $xx . e
Adjustments to convert net income to Investing Activities
a cash basis: Purchase of property, plant, and equipment (xx)
Sale of property, plant, and equipment XX
Step 1 { Add: Depreciation xx | Purchase of long-term investments (xx)
Sale of long-term investments XX
Analyze net changes in noncash balance Net cash provided by (used in) investing activities (xx)
sheet accounts:
Step 2 Increase in current asset accounts (xx) | Financing Activities
Decrease in current asset accounts xx | Issuance of bonds payable XX
Increase in current liability accounts xx | Repaying principal on bonds payable (xx)
Decrease in current liability accounts (xx) | Issuance of common stock XX
Purchase own shares of common stock (xx)
Adjust for gains/losses: Paying a dividend (xx)
Step 3 { Gain on sale (xx) | Net cash provided by (used in) financing activities ~ ~ xx
Loss on sale xx | Netincrease/decrease in cash and cash equivalents ~ xx
Net cash provided by (used in) operating | Cash and cash equivalents, beginning balance XX
activities $xx | Cash and cash equivalents, ending balance $xx




KEY CONCEPT #4:

RECORDING GROSS CASH FLOWS
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The statement of cash flows is divided into three sections:

Operating activities

Key Concept #2

U.S. GAAP and IFRS allow two methods for preparing the
operating activities section of the statement of cash flows:

Direct Method (Appendix 14A)

Net cash provided by (used in) operating activities $xx | Cash receipts from customers $ xx
Investing activities Cash paid for inventory purchases (xx)
Net cash provided by (used in) investing activities xx | Cash paid for selling and administrative expenses (xx)
Financing activities Cash paid for income taxes _(xx)
Net cash provided by (used in) financing activities xx | Net cash provided by (used in) operating activities ~ $ xx
Indirect Method
Net increase/decrease in cash and cash equivalents ~ xx | Netincome $ xx
Cash and cash equivalents, beginning balance _xx | Various adjustments (+/—) XX
Cash and cash equivalents, ending balance $xx | Net cash provided by (used in) operating activities ~ $ xx
Key Concept #3 Key Concept #4
Computing the net cash provided by operating activities The investing and financing sections of the state-
using the indirect method is a three step process: ment of cash flows must report gross cash flows:
Operating Activities Net cash provided by (used in) operating activities ~ $xx
Net income $xx . e
Adjustments to convert net income to Investing Activities
a cash basis: Purchase of property, plant, and equipment (xx)
Sale of property, plant, and equipment XX
Step 1 { Add: Depreciation xx | Purchase of long-term investments (xx)
Sale of long-term investments XX
Analyze net changes in noncash balance Net cash provided by (used in) investing activities (xx)
sheet accounts:
Step 2 Increase in current asset accounts (xx) | Financing Activities
Decrease in current asset accounts xx | Issuance of bonds payable XX
Increase in current liability accounts xx | Repaying principal on bonds payable (xx)
Decrease in current liability accounts (xx) | Issuance of common stock XX
Purchase own shares of common stock (xx)
Adjust for gains/losses: Paying a dividend (xx)
Step 3 { Gain on sale (xx) | Net cash provided by (used in) financing activities ~ ~ xx
Loss on sale xx | Netincrease/decrease in cash and cash equivalents ~ xx
Net cash provided by (used in) operating | Cash and cash equivalents, beginning balance XX
activities $xx | Cash and cash equivalents, ending balance $xx




EXAMPLE OF STATEMENT OF CASH FLOWS

	Aspen Corporation

Comparative Balance Sheets

(in millions of dollars)



	Assets
	Year 2
	Year 1

	Cash

	$ 13
	$   6

	Accounts receivable

	8
	9

	Inventory

	21
	15

	Long-term investments

	20
	6

	Property, plant and equipment

	200
	189

	Less accumulated depreciation

	   98
	   95

	Property, plant and equipment, net

	 102
	   94

	Total assets

	$164
	$130

	
	
	

	Liabilities & Stockholders’ Equity
	
	

	Accounts payable

	$ 16
	$ 10

	Accrued liabilities

	1
	3

	Income taxes payable

	4
	1

	Bonds payable

	36
	20

	Stockholders’ equity:
	
	

	Common stock

	43
	42

	Retained earnings

	   64
	   54

	Total liabilities and equity

	$164
	$130


Note: Aspen did not sell any long-term investments during the year. It did not retire any bonds or repurchase any of its own common stock during the year. 

EXAMPLE OF STATEMENT OF CASH FLOWS (continued)

	Aspen Corporation

Income Statement, Year 2

(in millions of dollars)



	Sales

	$300

	Cost of goods sold

	 100

	Gross margin

	200

	Selling and administrative expenses

	 175

	Net operating income

	25

	Nonoperating items:
	

	Gain on sale of equipment

	    4

	Income before taxes

	29

	Income taxes

	  10

	Net income

	$ 19



Note: The gain on sale of equipment consisted of the sale of equipment that had cost $7 million new for $6 million in cash. The equipment had accumulated depreciation of $5 million.

ANALYZING CHANGES IN NONCASH BALANCE SHEET ACCOUNTS
	Asset and Contra-Asset Accounts
	Year 2
	Year 1
	Change

	Accounts receivable

	$8
	$9
	-1

	Inventory

	$21
	$15
	+6

	Long-term investments

	$20
	$6
	+14

	Property, plant and equipment

	$200
	$189
	+11

	Accumulated depreciation

	$98
	$95
	+3

	
	
	
	

	Liabilities, & Stockholders’ Equity
	
	

	Accounts payable

	$16
	$10
	+6

	Accrued liabilities

	$1
	$3
	-2

	Income taxes payable

	$4
	$1
	+3

	Bonds payable

	$36
	$20
	+16

	Common stock

	$43
	$42
	+1

	Retained earnings

	$64
	$54
	+10


COMPUTING THE NET CASH PROVIDED BY OPERATING ACTIVITIES USING THE INDIRECT METHOD

Step 1: The following equation can be applied to the Accumulated Depreciation account to compute the depreciation to add back to net income:

Beginning balance – Debits + Credits = Ending balance




 $95 – $5 + Credits = $98






  Credits = $98 – $95 + $5





  Credits = $8
Step 2: The guidelines from Exhibit 14-2 can be used to analyze the changes in noncash balance sheet accounts that impact net income as follows: 

	
	Increase in
Account Balance
	Decrease in
 Account Balance

	Current Assets
	
	

	Accounts receivable

	
	+1

	Inventory

	– 6
	

	
	
	

	Current Liabilities
	
	

	Accounts payable

	+ 6
	

	Accrued liabilities

	
	– 2

	Income taxes payable

	+ 3
	


Step 3: The gain on sale of investments ($4) is subtracted from net income.
THE OPERATING ACTIVITIES SECTION OF THE STATEMENT OF CASH FLOWS (INDIRECT METHOD)
	Aspen Corporation

Statement of Cash Flows

For the Year Ended December 31, Year 2



	Operating Activities
	
	

	Net income

	
	$19

	Adjustments to convert net income to a cash basis:
	
	

	Depreciation

	$  8
	

	Decrease in accounts receivable

	1
	

	Increase in inventory

	(6)
	

	Increase in accounts payable

	6
	

	Decrease in accrued liabilities

	(2)
	

	Increase in income taxes payable

	3
	

	Gain on sale of equipment

	  (4)
	   6

	Net cash provided by operating activities

	
	 25

	
	
	


THE INVESTING AND FINANCING ACTIVITIES SECTIONS OF THE STATEMENT OF CASH FLOWS
The guidelines from Exhibit 14-3 can be used to analyze the changes in noncash balance sheet accounts that impact investing and financing cash flows as follows:

	
	Increase in Account Balance
	Decrease in Account Balance

	Noncurrent Assets 
	
	

	Property, plant, and equipment

	– 11
	

	Long-term investments

	– 14
	

	
	
	

	
	
	

	Liabilities and Stockholders’ Equity 
	
	

	Bonds payable

	+16
	

	Common stock

	+1
	


Aspen did not sell any long-term investments during the year; therefore, the amount in the table above ($14) represents a cash outflow pertaining to the purchase of long-term investments. 

Aspen did not retire any bonds during the year; therefore, the above amount (+16) represents a cash inflow pertaining to a bond issuance. 
Aspen did not repurchase any of its own stock during the year; therefore, the increase in common stock (+1) represents a cash inflow pertaining to the issuance of common stock.

THE INVESTING AND FINANCING ACTIVITIES SECTIONS OF THE STATEMENT OF CASH FLOWS (continued)

Property, plant, and equipment and retained earnings require further analysis as follows:

Property, plant, and equipment:

Beginning balance + Debits – Credits = Ending balance


                 $189 + Debits – $7 = $200






   Debits = $200 – $189 + $7






   Debits = $18
The additions to property, plant, and equipment ($18) are recorded as a cash outflow and the proceeds from the sale of equipment ($6) are recorded as a cash inflow.

Retained earnings:

Beginning balance – Debits + Credits = Ending balance


                 $54 – Debits + $19 = $64


 

  
               $73 = $64 + Debits






   Debits = $9
The dividend payment ($9) should be recorded as a cash outflow in the financing activities section of the statement.

THE STATEMENT OF CASH FLOWS (INDIRECT METHOD)
	Aspen Corporation

Statement of Cash Flows

For the Year Ended December 31, Year 2



	Operating Activities
	
	

	Net income

	
	$19

	Adjustments to convert net income to a cash basis:
	
	

	Depreciation

	$  8
	

	Decrease in accounts receivable

	1
	

	Increase in inventory

	(6)
	

	Increase in accounts payable

	6
	

	Decrease in accrued liabilities

	(2)
	

	Increase in income taxes payable

	3
	

	Gain on sale of equipment

	  (4)
	   6

	Net cash provided by operating activities

	
	25

	
	
	

	Investing activities
	
	

	Additions to property, plant and equipment

	$(18)
	

	Increase in long-term investments

	(14)
	

	Proceeds from sale of equipment

	    6
	

	Net cash used for investing activities

	
	(26)

	
	
	

	Financing activities
	
	

	Increase in bonds payable

	$ 16
	

	Increase in common stock

	1
	

	Cash dividends

	   (9)
	

	Net cash provided by financing activities

	
	   8

	
	
	

	Net increase in cash (net cash flow)

	
	7

	Cash, beginning balance

	
	   6

	Cash, ending balance

	
	$13


THE OPERATING ACTIVITIES SECTION OF THE STATEMENT OF CASH FLOWS (DIRECT METHOD)

	Revenue

	
	$300
	

	Adjustments to cash basis:
	
	
	

	Increase in accounts receivable

	–
	
	

	Decrease in accounts receivable

	+
	  +1
	

	Revenue adjusted to cash basis

	
	
	301

	
	
	
	

	Cost of goods sold

	
	100
	

	Adjustments to cash basis:
	
	
	

	Increase in inventory

	+
	+6
	

	Decrease in inventory

	–
	
	

	Increase in accounts payable

	–
	–6
	

	Decrease in accounts payable

	+
	      
	

	Cost of goods sold adjusted to cash basis

	
	
	100

	
	
	
	

	Selling and administrative expenses

	
	175
	

	Adjustments to cash basis:
	
	
	

	Increase in accrued liabilities

	–
	
	

	Decrease in accrued liabilities

	+
	+2
	

	Depreciation

	–
	   –8
	

	Selling and administrative expenses adjusted to cash basis

	
	
	169

	
	
	
	

	Income tax expense

	
	10
	

	Adjustments to cash basis:
	
	
	

	Increase in income taxes payable

	–
	–3
	

	Decreased in income taxes payable

	+
	      
	

	Income taxes adjusted to cash basis

	
	
	    7

	
	
	
	

	Net cash provided by operating activities

	
	
	$ 25
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