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Chapter

07 . Study Objectives

1. Indicate the usefulness of the statement of cash flows.
2. Distinguish among operating, investing, and financing activities

3. Explain the impact of the product life cycle on a company’s
cash flows.

4. Prepare a statement of cash flows using the indirect method.

5. Use the statement of cash flows to evaluate a company.
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Chapter
07

Statement of Cash Flows

T'he Statement of Preparing the
Cash Flows: Statement of Cash Using Cash Flows to
Usefulness and Flows—Indirect Evaluate a Company
Format Method

@ Usefulness @ Step 1: Operating @ Free cash flow

e Classifications activities e Assessing liquidity

e Significant noncash @ Step 2: Investing and and solvency
activities financing activities

e Format @ Step 3: Net change in

@ Corporate life cycle cash

@ Preparation

@ Indirect and direct
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Chapter

07 Usefulness and Format

Usefulness of the Statement of Cash Flows

Provides information to help assess:

1. Entity’s ability to generate future cash flows.
2. Entity’s ability to pay dividends and obligations.

3. Reasons for difference between net income and net
cash provided (used) by operating activities.

4. Cash investing and financing transactions during the
period.
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Usefulness and Format

Classification of Cash Flows

Operating Investing Financing

Activities Activities Activities
Income Changes In Changes in
Statement ltems Investments Long-Term
and Long-Term Liabilities and
Asset Items Stockholders’

Equity

a5l pagatidasiy
VRRTOME 3 ST BreERsITY

Ivities.



Chapter

07 Usefulness and Format

llustration 12-1

Classification of Cash Flows Typical receipt and

payment classificatic

Operating activities—Income statement items

Cash inflows:

From sale of goods or services.

From interest received and dividends received.
Cash outflows:

To suppliers for inventory.

To employees for services.

To government for taxes.

To lenders for interest.

To others for expenses.
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Chapter

07 Usefulness and Format

llustration 12-1

Classification of Cash Flows Typical receipt and

payment classificatic

Investing activities—Changes in investments and long-term assets

Cash inflows:
From sale of property, plant, and equipment.
From sale of investments in debt or equity securities of other entities.
From collection of principal on loans to other entities.

Cash outtlows:
To purchase property, plant, and equipment.
To purchase investments in debt or equity securities of other entities.
To make loans to other entities.

Financing activities—Changes in long-term liabilities and stockholders’ equity
Cash inflows:
From sale of common stock.
From issuance of debt (bonds and notes).

Cash outflows:
To stockholders as dividends.
To redeem long-term debt or reacquire capital stock (treasury stock).
QS puptl daoly
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Chapter

07 Usefulness and Format

Significant Noncash Activities

1. Issuance of common stock to purchase assets.

2. Conversion of bonds into common stock.
3. Issuance of debt to purchase assets.
4. Exchanges of plant assets.

Companies report noncash activities in either a

¢ separate schedule (bottom of the statement) or

a-. ¢ separate note to the financial statements.
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Chapter

07 Accounting Across the Organization
Net What?

Net income is not the same as net cash provided by operations. The differ-
ences are illustrated by the following results from recent annual reports ($ in millions). Note
the wide disparity among these companies that all engaged in retail merchandising.

Net Cash Provided

Company Net Income by Operations
Kohl's Corporation $ 1,083 $ 1,234
Wal-Mart Stores, Inc. 11,284 20,169
JCPenney Company, Inc. 1,153 1,255
Costco Wholesale Corp. 1,082 2.076
Target Corporation 2,849 4,125

o In general, why do differences exist between net income and net cash provided
m by operating activities? (See page 680.)
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Chapter

07 Usefulness and Format

Format of the Statement of Cash Flows

Order of Presentation: —

Direct Method

1. Operating activities. <

Indirect Method

2. Investing activities. -

3. Financing activities.

A5l papaidanis
PYRRTONE ST PRSIy

ivities.



Chapter

07 Format of the Statement of Cash Flows

Illustration 12-2

COMPANY NAME
Statement of Cash Flows
Period Covered

Cash flows from operating activities

(List of individual items) XX
Net cash provided (used) by operating activities XXX
Cash flows from investing activities
(List of individual inflows and outflows) XX
Net cash provided (used) by investing activities XXX
Cash flows from financing activities
(List of individual inflows and outflows) XX
Net cash provided (used) by financing activities XXX
Net increase (decrease) in cash XXX
Cash at beginning of period XXX
Cash at end of period XXX
Noncash investing and financing activities -
g‘ (List of individual noncash transactions) .ﬂ
WSl pagadl ooty
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Chapter

07 Format of the Statement of Cash Flows

lllustration: Classify each of these
transactions by type of cash flow activity.

Do It!

1. Issued 100,000 shares of $5 par value

common stock for $800,000 cash. Financing

2. Borrowed $200,000, signing a 5-year note Financino
bearing 8% interest.

3. Purchased two semi-trailer trucks for $170,000 Investing
cash.

4. Paid employees $12,000 for salaries and Operating
wages.
g‘ 5. Collected $20,000 cash for services provided. Operating
1541 pipa)l daoty

Ivities.



Chapter

07 Usefulness and Format

The Corporate Life Cycle

Illustration 12

o
Im paCt :éz Financing
of product life 3
cycle on % 0
cash flows. &
3
&0
o
= Investing
Introductory ~ Growth Maturity Decline
e Fhase
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Investor Insight
Operating with Negative Cash

- Listed here are recent amounts of net income and cash provided (used) by
operations, investing, and financing for a variety of companies. The final column sug-
gests their likely phase in the life cycle based on these figures.

Cash Cash Cash
Company Net Provided (Used) Provided (Used) Provided (Used) Likely Phase in
(% in millions) Income by Operations by Investing by Financing Life Cycle
Amazon.com $ 476 $1,405 $ (42 $ (50) Early maturity
LDK Solar (144) (81) (829) 462 Introductory/

early growth

United States Steel 879 1,745 (4,675) (1,891) Maturity
Kellogg 1,103 1,503 (601) (788) Early decline
Southwest Airlines 645 2,845 (1,529) 493 Maturity
Starbucks 673 1,331 (1,202) (172) Maturity
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Chapter

07 Usefulness and Format

Preparing the Statement of Cash Flows

Three Sources of Information:
1. Comparative balance sheets
2. Current income statement

3. Additional information
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Chapter

07 Usefulness and Format

Preparing the Statement of Cash Flows

Three Major Steps:

Illustration

Step |: Determine net cash provided/used by operating activities by converting
net income from an accrual basis to a cash basis.

This step involves analyzing not only
the current year's income statement
but also comparative balance sheets
and selected additional data.

Buying & selling
goods

a5l pagatidasiy
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Chapter

07 Usefulness and Format

Preparing the Statement of Cash Flows

Three Major Steps:

Illustration

This step involves analyzing comparative
balance sheet data and selected additional
information for their effects on cash.




Chapter

07 Usefulness and Format

Preparing the Statement of Cash Flows

Three Major Steps:

Illustration

Step 3: Compare the net change in cash on the statement of cash flows with the
change in the cash account reported on the balance sheet to make sure
the amounts agree.

The difference between the beginning
and ending cash balances can be easily
computed from comparative balance
sheets.
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Chapter

07 Usefulness and Format

Indirect and Direct Methods

Companies favor the indirect
method for two reasons:

Usage of Methods

1. Easier and less costly to
prepare.

99%
Indirect Method

2. Focuses on differences
between net income and net
cash flow from operating
activities.

1% Direct Method
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Chapter

07 Preparing the Statement of Cash Flows

lllustration — Indirect Method

Illustration

COMPUTER SERVICES COMPANY
Income Statement
For the Year Ended December 31, 2012

Revenues $507,000
Cost of goods sold $150,000
Operating expenses (excluding depreciation) 111,000
Depreciation expense 9,000
Loss on sale of equipment 3,000
Interest expense 42,000 315,000
Income before income tax 192,000
Income tax expense 47,000
Net income $145,000
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Chapter

07 Pkeparing the Statement of Cash Flows

COMPUTER SERVICES COMPANY lllustration 12-5
Comparative Balance Sheets
December 31

Change in
Account Balance
Assets 2012 2011 Increase/Decrease
Current assets
Cash $ 55,000 § 33,000 $ 22,000 Increase
Accounts receivable 20,000 30,000 10,000 Decrease
Inventory 15,000 10,000 5,000 Increase
Prepaid expenses 5,000 1,000 4 000 Increase
Property, plant, and equipment
Land 130,000 20,000 110,000 Increase
Buildings 160,000 40,000 120,000 Increase
Accumulated depreciation—buildings (11,000)  (5,000) 6,000 Increase
Equipment 27,000 10,000 17,000 Increase
Accumulated depreciation—equipment (3,000)  (1,000) 2,000 Increase
g‘ Total assets $398,000 $138,000

A5l papaidanis
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Preparing the Statement of Cash Flows

Liabilities and Stockholders’ Equity TEieien 15-3

Current liabilities

Accounts payable $ 28,000 § 12,000 §$ 16,000 Increase

Income taxes payable 6,000 8,000 2,000 Decrease
Long-term liabilities

Bonds payable 130,000 20,000 110,000 Increase
Stockholders’ equity

Common stock 70,000 50,000 20,000 Increase

Retained earnings 164,000 48 000 116,000 Increase

Total liabilities and stockholders’ equity  $398,000 $138,000

Additional information for 2012:

1. Depreciation expense was comprised of $6,000 for building and $3,000 for equipment.

2. The company sold equipment with a book value of $7,000 (cost $8,000, less accumulate
depreciation $1,000) for $4,000 cash.

3. lIssued $110,000 of long-term bonds in direct exchange for land.

A building costing $120,000 was purchased for cash. Equipment costing $25,000 was al

g‘ purchased for cash.
RPN aias N B 6. The company declared and paid a $29,000 cash dividend.

B
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Chgster Preparation of the Statement of Cash Flows

;. — Indirect Method

Step 1. Operating Activities

Determine net cash provided/used by operating activities b
converting net income from accrual basis to cash basis.

Common adjustments to Net Income (L0SS):

¢ Add back non-cash expenses (depreciation, or depletion
expense).

¢ Deduct gains and add losses.

a'. ¢ Changes in noncash current assets and current liabilities.

A5l papaidanis
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Chapter

o7 otep 1° Operating Activities

Depreciation Expense

Although depreciation expense reduces net income, it does
not reduce cash. The company must add it back to net
Income.

lllustration 12-7
Cash flows from operating activities:
Net income $ 145,000
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation expense 9,000

Net cash provided by operating activities $ 154,000

=B
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Chapter

o7 Operating Activities

Loss on Sale of Equipment

Companies report as a source of cash in the investing
activities section the actual amount of cash received from
the sale.

¢ Anyloss on sale is added to net income in the
operating section.

¢ Any gain on sale is deducted from net income in the
operating section.

a5l pagatidasiy
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Chapter

o7 Operating Activities

Loss on Sale of Equipment

Illustration 12-¢

Cash flows from operating activities:
Net income $ 145,000
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation expense 9,000
Loss on sale of equipment 3,000

Net cash provided by operating activities $ 157,000

A5l papaidanis
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Operating Activities

Changes to Noncash Current Asset Accounts

When the Accounts Receivable balance decreases, cash
receipts are higher than revenue earned under the accrual

basis.
Illustration
Accounts Receivable
1/1/012 Balance 30,000 | Receipts from customers 517,C
Revenues 507,000
12/31/12 Balance 20,000

Company adds to net income the amount of the decrease In

g‘ accounts receivable.

a5l pagatidasiy
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Chapter

o7 Operating Activities

Changes to Noncash Current Asset Accounts

. . [llustration 1
Cash flows from operating activities:

Net income $ 145,000
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 9,000
Loss on sale of equipment 3,000
Decrease in accounts receivable 10,000
Net cash provided by operating activities $ 167,000
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Operating Activities

Changes to Noncash Current Asset Accounts

When the Inventory balance increases, the cost of
merchandise purchased exceeds the cost of goods sold.

Inventory
1/1/12 Balance 10,000 | Cost of goods sold 150,0
Purchases 155,000
12/31/12 Balance 15,000

Cost of goods sold does not reflect cash payments made for
g-. merchandise. The company deducts from net income this

in aYalve . a a
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Chapter

o7 Operating Activities

Changes to Noncash Current Asset Accounts

. . [llustration 1
Cash flows from operating activities:

Net income $ 145,000
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 9,000
Loss on sale of equipment 3,000
Decrease in accounts receivable 10,000
Increase in inventory (5,000)
Net cash provided by operating activities $ 162,000

=B
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Operating Activities

Changes to Noncash Current Asset Accounts

When the Prepaid Expense balance increases, cash paid fo
expenses is higher than expenses reported on an accrual
basis. The company deducts the decrease from net income
to arrive at net cash provided by operating activities.

If prepaid expenses decrease, reported expenses are highe
than the expenses paid.
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Chapter

o7 Operating Activities

Changes to Noncash Current Asset Accounts

llustration 12-1(

Cash flows from operating activities:
Net income $ 145,000
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 9,000
Loss on sale of equipment 3,000
Decrease in accounts receivable 10,000
Increase in inventory (5,000)
Increase in prepaid expenses (4,000)
g‘ Net cash provided by operating activities $ 158,000

A5l papaidanis
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Operating Activities

Changes to Noncash Current Liability Accounts

When Accounts Payable increases, the company received mo
In goods than it actually paid for. The increase is added to net
Income to determine net cash provided by operating activities.

When Income Tax Payable decreases, the income tax expense
reported on the income statement was less than the amount of

taxes paid during the period. The decrease is subtracted from
net income to determine net cash provided by operating activities

A5l papaidanis
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Chapter

07 OF erating Activities

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation expense
Loss on sale of equipment
Decrease in accounts receivable
Increase in inventory
Increase in prepaid expenses
Increase in accounts payable
a' Decrease in income taxes payable
‘Net cash provided by operating activities

Changes to Noncash Current Liability Accounts

$

Illustration

145,000

9,000
3,000
10,000
(5,000)
(4,000)
16,000
(2,000)

$

172,000 =




Chapter

07

0 perating Activities

Summary of Conversion to
Net Cash Provided by

Illustratio

Operating Activities—
Indirect Method

Noncash Depreciation expense
charges Patent amortization expense

Gains Loss on sale of plant asset
and losses Gain on sale of plant asset

Increase in current asset account
Decrease in current asset account

Changes in
current assets

Adjustment Required
to Convert Net Income

to Net Cash Provided
by Operating Activities

current liabilities

3 . s
and Increase in current liability account

Decrease in current liability account

Add
Add

Add
Deduct

Deduct
Add
Add

Deduct

A5l papaidanis
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Chapter

07 Ste 2: Investing and Financing

CACTVITSS
Lompany purc,hased land of $110,000 by issuing long-term bo
This is a significant noncash investing and financing activity that
merits disclosure in a separate schedule.

Land
1/1/12 Balance 20,000
Issued bonds 110,000
12/31/12 Balance 130,000

Bonds Payable

1/1/12 Balance

g'. For land

A5l papaidanis
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Chapter | : : : C
5y | Investing and Financing Activities

" Partial statement lllustration

Net cash provided by operating activities 172,000

Cash flows from investing activities:
Purchase of building (120,000)
Purchase of equipment (25,000)
Sale of equipment 4,000
Net cash used by investing activities (141,000)

Cash flows from financing activities:
Issuance of common stock 20,000
Payment of cash dividends (29,000)
Net cash used by financing activities (9,000)
Net increase in cash 22,000
Cash at beginning of period 33,000
Cash at end of period $ 55,000
Q‘ 'Disclosure: Issuance of bonds to purchase land $ 110,000

A5l papaidanis
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Investing and Financing Activities

From the additional information, the company acquired an
office building for $120,000 cash. This is a cash outflow
reported in the investing section.

Building

1/1/12 Balance 40,000
Office building 120,000

12/31/12 Balance 160,000

=B
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Chapter | : : : C
5y | Investing and Financing Activities

" Partial statement lllustration

Net cash provided by operating activities 172,000

Cash flows from investing activities:
Purchase of building (120,000)
Purchase of equipment (25,000)
Sale of equipment 4,000
Net cash used by investing activities (141,000)

Cash flows from financing activities:
Issuance of common stock 20,000
Payment of cash dividends (29,000)
Net cash used by financing activities (9,000)
Net increase in cash 22,000
Cash at beginning of period 33,000
Cash at end of period $ 55,000
Q‘ 'Disclosure: Issuance of bonds to purchase land $ 110,000

A5l papaidanis
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Investing and Financing Activities

The additional information explains that the equipment increas
resulted from two transactions: (1) a purchase of equipment o
$25,000, and (2) the sale for $4,000 of equipment costing $8,(

Equipment
1/1/12 Balance 10,000 | Equipment sold
Purchase 25,000
12/31/12 Balance 27,000
Journal Cash 4,000
Entry Accumulated depreciation 1,000
a'. Loss on sale of equipment 3,000

A5l papaidanis
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: - lllustrati
Cash flows from operating activities: ustrat

Chapter

State m e Net income $ 145,000
07 Adjustments to reconcile net income to net cash
nt Of provided by operating activities:
Depreciation expense 9,000
Loss on sale of equipment 3,000
—=- Decrease in accounts receivable 10,000
Increase in inventory (5,000)
JE J O ‘vj\/::'j Increase in prepaid expenses (4,000)
. Increase in accounts payable 16,000
IndlreCt Decrease in income taxes payable (2,000)
Method Net cash provided by operating activities 172,000
Cash flows from investing activities:
Purchase of building (120,000)
Purchase of equipment (25,000)
Sale of equipment 4,000
Net cash used by investing activities (141,000)
Cash flows from financing activities:
Issuance of common stock 20,000
Payment of cash dividends (29,000)
Net cash used by financing activities (9,000)
Net increase in cash 22,000
_Cash at beginning of period 33,000
Cash at end of period $ 55,000

@Sl pagadldaots
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Chapter

oz Investing and Financing Activities

The increase in common stock resulted from the issuance of

new shares.
Common Stock
1/1/12 Balance 50,000
Shares sold 20,000
12/31/12 Balance 70,000

A5l papaidanis
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Chapter

oz Investing and Financing Activities

Illustration

Partial statement

Net cash provided by operating activities 172,000

Cash flows from investing activities:
Purchase of building (120,000)
Purchase of equipment (25,000)
Sale of equipment 4,000
Net cash used by investing activities (141,000)

Cash flows from financing activities:
Issuance of common stock 20,000
Payment of cash dividends (29,000)
Net cash used by financing activities (9,000)
Net increase in cash 22,000
Cash at beginning of period 33,000
Cash at end of period $ 55,000
Q‘ 'Disclosure: Issuance of bonds to purchase land $ 110,000

A5l papaidanis
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Investing and Financing Activities

Retained earnings increased $116,000 during the year. This
Increase can be explained by two factors: (1) Net income of
$145,000 increased retained earnings, and (2) Dividends of
$29,000 decreased retained earnings.

Retained Earnings

1/1/12 Balance 48,C
Dividends 29,000 Net income 145.C

12/31/12 Balance 164,0

a5l pagatidasiy
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. A [llustratio
Cash flows from operating activities: it

Chapter

State m e Net income $ 145,000
07 Adjustments to reconcile net income to net cash
nt Of provided by operating activities:
Depreciation expense 9,000
Loss on sale of equipment 3,000
—=- Decrease in accounts receivable 10,000
Increase in inventory (5,000)
JE J O ‘vj\/::'j Increase in prepaid expenses (4,000)
. Increase in accounts payable 16,000
IndlreCt Decrease in income taxes payable (2,000)
Method Net cash provided by operating activities 172,000
Cash flows from investing activities:
Purchase of building (120,000)
Purchase of equipment (25,000)
Sale of equipment 4,000
Net cash used by investing activities (141,000)
Cash flows from financing activities:
Issuance of common stock 20,000
Payment of cash dividends (29,000)
Net cash used by financing activities (9,000)
Net increase in cash 22,000
_Cash at beginning of period 33,000
Cash at end of period $ 55,000

A5l papaidanis
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Chapter

o7 | Step 3: Net Change In Cash

Compare the net change in cash on the Statement of Cas
Flows with the change in the cash account reported on the
Balance Sheet to make sure the amounts agree.

A5l papaidanis
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Chapter

07 Using Cash Flows to Evaluate a Company

Free Cash Flow

Illustration 12

_ Cash Provided by Capital Cash
— Operating Activities — Expenditures ~— Dividends

Free cash flow describes the cash remaining from
operations after adjustment for capital expenditures and
dividends.

=B
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Chapter

07 Using Cash Flows to Evaluate a Company

lllustration

Required:
Calculate
Microsoft’s free
cash flow.

Illustration

MICROSOFT CORPORATION

2009

Cash provided by operations
Cash flows from investing activities

Additions to property and equipment $ (3,119)
Purchases of investments (36,850)
Sales of investments 19,806
Acquisitions of companies (868)
Maturities of investments 6,191
Securities lending pavable (930)

Cash used by investing activities
Cash paid for dividends

Statement of Cash Flows Information (partial)

$19,037

(15,770)
(4,468)

Cash provided by operating activities
Less: Expenditures on property, plant, and equipment

Dividends paid

$19,037
3,119

4,468

A5()




Using Cash Flows to Evaluate a Company

Assessing Liquidity and Solvency

Liquidity is the ability to pay obligations expected to become
due within the next year.

Illustration 1

Current Cash _ Cash Provided by Operations
Debt Coverage Ratio Average Current Liabilities

_ Current cash debt coverage ratio Current ratio

Microsoft $19,037
($ in millions) ($27,034 + $29,886)/2

= .67 times 1.82:1

Oracle .86 times 2.03:1

A value below .40 times is cause for additional investigation.

=B
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Using Cash Flows to Evaluate a Company

Assessing Liquidity and Solvency

Solvency is the ability of a company to survive over the long
term.

Illustration 1

Cash Debt Coverage _ Cash Provided by Operations
Ratio Average Total Liabilities

_ Cash debt coverage ratio Debt to total assets ratio

Microsoft $19,037

= 51t 500
($ in millions)  ($38,330 + $36,507)/2 mes &
Oracle .30 times 47%
g‘ A ratio below .20 times is cause for additional investigation.
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