Chapter 13: Statement of cash flows.

Learning objective number 1 is to explain the purposes and uses of a statement of cash flows.
T13-2 The Statement of Cash Flows helps users determine how a company obtains its cash and where the cash is spent. Providing this information helps explain changes in the cash balance from the beginning to the end of the period. While it is important for users to know how much cash a company has, it is also important to know how a company funded it operations. Did it have to borrow money or sell shares or assets  to help pay the operating expenses? If so, users need to be aware of this so they can fully assess the cash flow position of the company. Cash flow information is also useful in determining whether a business has sufficient cash to pay its debts, and/or if the business paid dividends during the period. 

SOCF helps users of F/S  evaluate  a company’s ability to have sufficient cash .

NB: in addition to the purposes stated above the SOCF explains the reasons for the changes in the cash and cash equivalents asset from one balance sheet date to the next, and the reasons for the difference between the amount of net income and the related net cash flows from operating activities. It also explains the cash and noncash aspects of the company’s investment and financing transaction for the period.(significant non cash investing and financing activities)
The statement of cash flow is useful to virtually everyone interested in the company’s financial health :short –tem and long-term creditors, investors ,management-and both current and prospective competitors.
T13-3 This slide shows a summary of the components of a Statement of Cash Flows. There are three main sections on the statement: operating, investing, and financing activities. The bottom of the statement reconciles the change in cash with the beginning and ending cash balances. The ending cash balance on the Statement of Cash Flows should always equal the cash balance on the Statement of Financial Position. SOCF shows the details underlying these changes and explains how the company managed its cash during the year.
Learning objective number 2 is to describe how cash transactions are classified in a statement of cash flows.
The next few slides will discuss each of the operating, investing, and financing activities sections. 

Learning objective number 3 is to compute the major cash flows relating to operating activities.
T13-5 The operating activities sections shows the cash effects of revenue and expense transactions. The Operating Activities section includes cash inflows and outflows that result from the operations of the business, and some incidental business transactions. Operating cash inflows include cash received from customers in payment of goods sold as well as cash received as dividends and interest. Operating cash outflows include cash payments for salaries, supplies, inventory, taxes, and interest.  

NB: Remember, receipts of interest and dividends can be classified as operating or investing activities and payments of interest can be classified as either operating or financing activities . 

Learning objective number 4 is to compute the cash flows relating to investing and financing activities.
T13-6 The Investing Activities section includes cash inflows and outflows that result from the sale and purchase of PPE assets and investments in marketable securities such as stocks and bonds. If a company purchases a piece of equipment, it is classified as a cash outflow in the investing section. If a company has excess cash and invests it in the shares of another company, it is also classified as a cash outflow in the investing section. If this equity investment is sold in the future, it will be classified as a cash inflow in the investing section. 

Remember, receipts of interest and dividends can be classified as operating or investing activities. 

T13-7 The Financing Activities section includes cash inflows and outflows that result from transactions with the company’s creditors and shareholders. If a company borrows money from a bank, it is classified as a cash inflow in the financing section. If this debt is repaid in the future, the amount of the principal payment is classified as a cash outflow in the financing section. Remember, the interest payment can be classified as a cash outflow in the operating or financing section. If a company issues shares of the company, it is classified as a cash inflow in the financing section.  

T13-8 SOCF also explains the causes of the change in the amount of cash and cash equivalents between the beginning and the end of accounting period.
Cash includes currency and cash equivalents.Cash equivalents are short-term, highly liquid investments that are readily convertible to known amounts of cash and which are subject to an insignificant risk of changes in value. An example of a cash equivalent would be a short-term Treasury Bill that is government issued, very close to maturity, and has very little risk associated with it.
NB: in the long run ,any company must generate positive net cash flows from its operating activities if it is to survive( the ability of a business to raise cash through financing activities is highly dependent on its ability to generate cash from its normal operations.

Learning objective number 5 is to distinguish between the direct and indirect methods of reporting operating cash flows.
NB: A statement of cash flows summarizes cash transactions during the accounting period. The general ledger is however maintained on an accrual basis of accounting no cash basis .This is why for most businesses we prepare the SOCF by examining the income statement and the changes during the period in all of the balance sheets accounts except for cash( the changes in these other accounts determines the nature of the cash transaction . In small businesses we can prepare the SOCF directly from the special journals for cash receipts and cash payments.
T13-9 There are two acceptable formats for preparing the Cash Flows from Operating Activities: the Direct Method, and the Indirect Method. While each method uses a different format to arrive at Net Cash Provided  (or used) by Operating Activities, the end result is the same. In other words, they use a different path to arrive at the same answer. The methods differ in disclosing the items that comprise the total amount,the direct method is more informative and detailed hence recommended by FASB.
Let’s look at the Direct Method. The net cash flows from operating activities are determined by combining certain cash inflows and subtracting certain cash outflows.
Inflows: cash received from customers and interest and dividends received.

Outflows : cash paid to suppliers and employees ,interest paid, and income taxes paid.

T13-10 The Direct Method takes accrual-basis revenue and adjusts it for changes in accounts receivable to arrive at cash received from customers. The distinction between accrual basis measurement and cash flows is of fundamental importance in understanding financial statements and other accounting reports.

If Accounts Receivable decreases during the year, the decrease is added to accrual basis revenue. A decrease in Accounts Receivable means that customer cash payments on account exceed customer charges on account during the period. This excess is used to adjust the accrual-based revenues reported on the income statement to report the total cash received from customers during the period. Similarly, if Accounts Receivable increases during the year, this increase is subtracted from revenue. An increase in Accounts Receivable means that customer charges on account exceeded customer cash payments on account during the period. This excess is used to adjust the accrual based revenues reported on the income statement to report the total cash received from customers during the period.

T13-11 Net Sales are $900,000 and the change in Accounts Receivable during the year is a $30,000 increase. What is Cash Received from Customers?

By adjusting Net Sales for the increase in Accounts Receivable, Cash Received from Customers is calculated as eight hundred seventy thousand dollars. 

Now, let’s look at some other formulas for computing cash flows under the Direct Method. 
T13-12 Accrual basis revenue accounts, such as Interest Revenue and Dividends Revenue, need to be adjusted for increases or decreases in its related receivable account. (The same way we converted net sales revenues from the accrual basis to the cash basis) These computations are very similar to the revenue example on the previous slides.  

T13-13 The relationship between cash payments for merchandise and the cost of goods sold depends on the changes during the period in two related B/S accounts: inventory and accounts payable to suppliers of merchandise.

To determine Cash Paid for Merchandise, complete two steps: First, adjust accrual basis Cost of Goods Sold for the increase or decrease in Inventory to arrive at Purchases. Second, adjust Purchases for the increase or decrease in Accounts Payable.

Cash payments=COGS +increase in Inventory or –decrease in inventory and + decrease in Account payable or-increase in account payable.
EX: In its 2007 income statement, Martin Company reports COGS = 900,000. Inventory  
How much did Martin Company pay for inventory in the year 2007?

Answer :Martin Company paid $923,000 for inventory in 2007. First, take Cost of Goods Sold of $900,000 and add the $35,000 increase in Inventory. This equals $935,000 in Purchases. Second , adjust the Purchases number by subtracting the $12,000 increase in Accounts Payable, and this gives us Cash Paid for Merchandise of $923,000. 

T13-14 Expenses represent the cost of goods sold and services used up during the period. Difference between the accrual basis and cash basis is due to timing differences. However the cash payments for these expenses might occur in (1) an earlier periods, (2 )in the same period or (3) in later period.
**All accrual-basis expenses need to be adjusted for changes in related prepaid asset accounts and accrued liability accounts.
1-To the extent that prepaid expenses increase over the year , cash payments exceeds the amount recognized as expense.
2-To the extent  that accrued expenses payable decrease over the year, cash payments exceeds the amount recognized as expense.
NB: In a SOCF cash payments for interest and for income taxes are shown separately from cash payments for operating expense. The caption used to cash paid to suppliers and employees include cash payments for both purchases of merchandise and for operating expenses.
Let’s prepare Martin Company’s Statement of Cash Flows using the Direct Method.
T13-15 This is Martin’s asset section of the statement of financial position. Calculate the changes in these accounts during the year.
T13-16 Here is Martin’s liability and equity sections of the statement of financial position. Calculate the changes in these accounts during the year. 

T13-17  Here is Martin’s income statement for the period.

T13-18 We always need to gather additional information to limit any assumptions we make about the cash flows during the period. Please review the additional information gathered. 
Now, let’s begin the Statement of Cash Flows. 

T13-19 On the previous slides, we worked through calculations for Cash Received from Customers and Cash Paid to Employees. They are shown here. If necessary, review the previous slides that pertain to these computations. 

T13-20 Next, calculate Cash Paid for Inventory and Cash Paid for Interest.
T13-21 Then, calculate Cash Paid for Taxes. The accrual –based income tax expense reported in the income statement amounts to $27,980.However we see from the comparative balance sheet that the company has reduced its liability for income taxes payable by $3000 over the year.( thus if the liabilities decreased over the year, cash payments to tax authorities must have been greater than the income tax expense for the current year.

 Also listed are some other operating cash flow items that pertain to Martin Company. Now, let’s put together the Operating Section on the Statement of Cash Flows. 

T13-22 The operating activities section on the Statement of Cash Flows for Martin Company would look like this. Notice that all accrual-basis account balances have been converted to cash basis. Cash provided from operating activities totaled $27,370, compared to reported profit of $41,970.

T13-23 The completed Statement of Cash Flows is shown. 

The Investing section includes only the cash inflow of $43,000 from the sale of equipment.

The Financing section includes cash from the sale of shares as well as the cash outflow of $100,000 for payment on the principal of Bonds. The Financing section also includes the cash outflow of $10,000 for payment on the principal of a Note Payable. 

T13-24 Notice that the ending Cash balance on the Statement of Cash Flows agrees with the ending Cash balance reported on the statement of financial position. 

Learning objective number 6 is to explain why profit differs from net cash flows from operating activities.
T13-25 There are two major categories of reconciling items. They include adjustment for noncash expenses and timing differences.  Depreciation, depletion and amortization expenses are examples of noncash expense items. They are added to profit to arrive at net cash flows from operating items.


Timing differences include changes in asset and liability accounts such as accounts receivable, inventory, prepaid expenses, accounts payable,and accrued expenses payable.

Learning objective number 7 is to compute net cash flows from operating activities using the indirect method.
T13-26Although the direct method is more informative and hence recommended by FASB, most of the companies use the indirect method .When presenting cash flows from operating activities by the direct method, companies are required to disclose information that is consistent with the indirect method. Ie they are required to provide a supplementary schedule showing the computation of net cash flows from operating activities by the indirect method.
 The two methods are similar in that they are based on the same underlying information and they result in the same net cash flow amount.-->Both methods convert information originally prepared on the accrual basis to information prepared on a cash basis.

NB: In the direct method the formulas for computing cash inflows and outflows begins with an income statement amount and then adds or subtracts  the change during the period in related balance sheets  accounts. The indirect method  (see exhibit 13-4 p 586 in the book) also focuses on the net changes during the period in the balance sheets accounts. The difference between the two methods lies only in approach in that they provide the reader with different types of information( the direct method informs the users of the nature and dollar amounts of the specific cash inflows and outflows comprising the operating activities of the business, The indirect method in contrast explains why the net cash flows from operating activities differ from net income.
***The Indirect Method starts with accrual-based profit and makes certain adjustments to arrive at Cash Flows from Operating Activities. Adjustments to accrual-based net income include adding back any noncash items that were included to arrive at net income, such as depreciation and amortization. This basically cancels out that they were originally subtracted to arrive at net income. Since these items do not represent cash outlays, they should not be included in the Statement of Cash Flows. 

Gains and losses are other items on the income statement to consider. They result from the sale of an asset and marketable securities (which relate to investing activities) and gains and losses on early retirement of debt (which relates to financing activities) Gains are added and losses are subtracted on the income statement to arrive at profit for the year.. Since gains and losses do not represent operating cash flows, gains are canceled out by subtracting and losses are canceled out by adding to net income in the operating section. 
NB: Non operating gains and losses, by definition , do not affect operating activities. However these gains and losses do enter into the determination of net income. Therefore in converting net income to net cash flows from operating activities we add back any nonoperating losses and deduct any nonoperating gains included in net income.

Appropriate adjustments should also be made on the income statement to reflect the change from accrual-based revenues reported to cash-based. This is done by analyzing the changes in noncash current assets and current liabilities (such as A/R, Inventories , Prepaid expenses, A/P and accrued expense Payable).
T13-27 This chart explains how to treat a change in a noncash current asset or current liability in the operating section of the statement of cash flows. 
Let’s begin with current assets. If Accounts Receivable, a current asset, decreases during the year, this decrease is added to profit for the year. A decrease in Accounts Receivable means that customer cash payments on account exceeded customer charges on account during the period. This excess of payments over charges is used to adjust the accrual-based revenues reported on the income statement to report the total cash received from customers during the period. Similarly, if Accounts Receivable increased during the year, this increase would be subtracted from profit for the year.  An increase in Accounts Receivable means that customer charges on account exceeded customer cash receipts on account during the period.  This excess of charges over cash receipts is used to adjust the accrual-based revenues reported on the income statement to report the total cash received from customers during the period.

Now, let’s look at how to treat changes in current liabilities.  If Salaries Payable, a current liability, decreased during the year, this decrease would be subtracted from profit for the year.  A decrease in Salaries Payable means that the company paid more in salaries than it charged during the period.  This excess of cash payments over charges is used to adjust the accrual-based expense reported on the income statement to report the total cash paid for salaries during the period. Similarly, if Salaries Payable increased during the year, this increase would be added to profit for the year.  An increase in Salaries Payable means the company charged more than it paid during the period.  This excess of charges over cash payments is used to adjust the accrual-based expense reported on the income statement to report the total cash paid for salaries during the period.

T13-28.Here is a detailed list of the adjustments to profit for the year to arrive at net cash from or used in operating activities. Notice that the adjustment process requires us to add back any nonoperating losses and deduct any nonoperating gains included in profit for the year. The full cash effect of the transaction resulting in the gain or loss is presented as an investing activity (for example, the sale of a building) or as a financing activity (for example, the retirement of debt) in the statement of cash flows.

Conclusion: the users of SOCF are particularly interested in the net cash flows from operating activities (they would want to know if this amount is large enough to provide for necessary replacement of plant assets, maturing liabilities and dividend payment. A strong company will have not only a strong operating cash flows but one that is sustainable and consistent from year to year. In other words, the best results are net cash flows from operating activities that increase each year by a substantial but also predictable %.

Important: review the SOCF for Allison corporation from the book under both methods!(exhibit 13-5 p 588)

Free cash flow: is an indicator that analysts use to assess the company’s cash flow position. It represents the cash flow available to management for discretionary purpose after the company has met all its basic obligations relating to business operations.

Learning objective number 8 is to discuss the likely effects of various business strategies on cash flows.

T13-29 Cash budgets are used by management to plan and forecast future cash inflows as well as determine whether there may be potential cash shortages to be managed.

T13-30 There are several things management can do to manage cash flows, such as increase collection on accounts receivable, keep inventory low, delay payment of liabilities, plan timing of major expenditures, and invest idle cash.  

T13-35 We are required to disclose information concerning major investing and financing activities that do not involve cash. In the case of Auto Supply Company the company financed the purchase of PPE assets by issuing long-term debt. Only a small portion of the acquisition was paid with cash.

Additional  Example : Let’s look at how to prepare the Statement of Cash Flows using the Indirect Method. The next few slides present the necessary financial statements for Joyce Incorporated. 

This is the income statement for Joyce Incorporated.

Notice that there is an $8,000 Gain on Sale of Land. The land was originally purchased for $32,000 and was sold for $40,000 cash during 2007.

The decrease in Retained Earnings is made up of a net loss of $19,000 during the period and dividend payments of $20,000.

To begin preparing the Statement of Cash Flows, start with the accrual-basis net income. Adjust net income for the changes in the noncash current assets and current liabilities. Lastly, adjust net income for noncash expenses, gains, and losses. 

NB: when you finish preparing the SOCF remember that the Ending Cash balance should agree with the Cash balance reported on the balance sheet. 

There is some supplemental information Joyce needs to report.  

The exchange of stock for a Note Payable is an example of a significant noncash investing and financing activity. Since it’s a noncash transaction, it does not appear on the Statement of Cash Flows; however, it must be disclosed along with the cash paid for interest and taxes. 
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