A Look Back

Chapter || focused on capital
budgeting. It explained and
illustrated several methods that
help identify projects with the
higher return on investment.

Chapter

D A Look a2 This Clegiten

This chapter focuses on reporting and analyzing
cash inflows and cash outflows. We emphasize
how to prepare and interpret the statement of
cash flows.

A Look Abead

Chapter |3 focuses on tools to
help us analyze financial state-
ments. We also describe compara-
tive analysis and the application of
ratios for financial analysis.
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Reporting and
Analyzing Cash Flows

Learning Objectives

C1|XP

Conceptual

Cl
C2
C3
C4

Explain the purpose and importance of
cash flow information. (p. 424)

Distinguish between operating, investing,
and financing activities. (p. 425)

Identify and disclose noncash investing
and financing activities. (p. 427)

Describe the format of the statement
of cash flows. (p. 427)

Analytical

Al Analyze the statement of cash
flows. (p. 441)

AZ Compute and apply the cash flow on
total assets ratio. (p. 442)

LPI2

Procedural

Pl
P2

P3
P4

P5

Prepare a statement of cash
flows. (p. 428)

Compute cash flows from operating
activities using the indirect
method. (p. 431)

Determine cash flows from both
investing and financing
activities. (p. 437)

Appendix |2A—Illlustrate use of a
spreadsheet to prepare a statement
of cash flows. (p. 445)

Appendix |2B—Compute cash flows
from operating activities using the
direct method. (p. 448)
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Wizard of Odd

FAIRFIELD, OH—]Jim Bonaminio built his roadside pro-
duce stand while living in an abandoned gas station. “l
would get up and leave at 4 in the morning to buy
everything fresh [and] my wife opened the market at 8 a.m.,”
recalls Jim.“By 10 o’clock at night, we'd be sitting on the bed balancing
the register receipts ... we worked seven days a week.” The fruit
of those early efforts is Jungle Jim’s International Market
(Jungle]ims.com).

Jungle Jim’s is no Wal-Mart wannabe, but it is arguably America’s
wackiest supermarket. Instead of trying to beat the big chains at the
price-squeezing game, Jim’s is a funhouse maze of a store. A seven-foot
Elvis lion sings “Jailhouse Rock,” an antique fire engine rests atop cases of
hot sauce, port-a-potties lead to fancy restrooms, and Robin Hood

greets customers with English food set within a 30-foot-tall Sherwood

Forest. This is just a sampling.

“If you don’t go out on a limb, then you're just like everybody else,”

insists Jim. “The stuff I've collected—all sorts of weird stuff—gets
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“If you put enough energy into your dream, you can
make anything happen” —Jim Bonaminio

reused.” Despite the wackiness, Jim is first and foremost a businessman.
He learned firsthand about the importance of monitoring cash inflows
and cash outflows. In the early days, recalls Jim, it was all about sales and
profits. Then, inventory and asset growth yielded negative cash flows, and
Jim was in a pinch. That’s when he realized that tracking cash flows was
important, explains Jim.

Jim eventually learned how to monitor and control cash flows for
each of his operating, investing, and financing activities. Today, says Jim, “I
hire professional people to [help me monitor cash] ...and to look for
ways to make money.” Yet Jim explains that he always reviews the state-
ment of cash flows and the individuals cash inflows and outflows.

Yet cash management has not curtailed Jim’s fun-loving approach to
business. “I'm trying to create something that has never been done,”

laughs Jim.“l just want to see if | can do it and have fun.”

[Sources: Jungle Jim’s Website, March 2009; BusinessWeek, April 2005; Country
Living, November 2004; Miamian, Summer 2004; Plain Dealer, November 2004;
Supermarket News, September 2006; Cintas, August 2007]
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Chapter Preview

A company cannot achieve or maintain profits without carefully  discusses the importance of cash flow information for predict-

managing cash. Managers and other users of information pay ing future performance and making managerial decisions. More
attention to a company’s cash position and the events and generally, effectively using the statement of cash flows is crucial
transactions affecting cash. This chapter explains how we pre- for managing and analyzing the operating, investing, and financ-
pare, analyze, and interpret a statement of cash flows. It also ing activities of businesses.

Reporting and Analyzing Cash Flows
. yo O\ — S

Basics of Cash ’ Cash Flows Cash Flows / \

Flow Reporting from Operating from Investing
® Purpose * Indirect and direct ® Three-stage process ® Three-stage process
°* Importance methods of reporting of analysis of analysis
® Measurement * Application of indirect * Analysis of noncurrent °* Analysis of noncurrent
¢ Classification method of reporting assets liabilities
* Noncash activities ® Summary of indirect * Analysis of other * Analysis of equity
* Format and method adjustments assets

\preparation / \ / \ j \ /

Basics of Cash Flow Reporting

This section describes the basics of cash flow reporting, including its purpose, measurement,
classification, format, and preparation.

Purpose of the Statement of Cash Flows

The purpose of the statement of cash flowsis to report cash receipts (inflows) and cash payments
(outflows) during a period. This includes separately identifying the cash flows related to operat-
ing, investing, and financing activities. The statement of cash flows does more than smply report
changes in cash. It is the detailed disclosure of individua cash flows that makes this statement
useful to users. Information in this statement helps users answer questions such as these:

Cl Explain the purpose and
importance of cash flow
information.

B How does a company obtain its cash?
i ?
Point: Internal users rely on the state- W Where doeS a company Spend its cash’
ment of cash flows to make investingand I What eXplalnS the Change in the cash balance?

financing decisions. External users rely on

this statement to assess the amount and 1 NE Statement of cash flows addresses important questions such as these by summarizing, clas-
timing of a company’s cash flows. sifying, and reporting a company’s cash inflows and cash outflows for each period.

Importance of Cash Flows

Information about cash flows can influence decision makers in important ways. For instance,
we look more favorably at a company that is financing its expenditures with cash from opera-
tions than one that does it by selling its assets. Information about cash flows helps users decide
whether a company has enough cash to pay its existing debts as they mature. It is aso relied
upon to evaluate a company’s ability to meet unexpected obligations and pursue unexpected
opportunities. External information users especialy want to assess a company's ability to take
advantage of new business opportunities. Internal users such as managers use cash flow infor-
mation to plan day-to-day operating activities and make long-term investment decisions.

Macy's striking turnaround is an example of how analysis and management of cash flows can
lead to improved financial stability. Several years ago Macy’s obtained temporary protection from
bankruptcy, at which time it desperately needed to improve its cash flows. It did so by engaging
in aggressive cost-cutting measures. As a result, Macy’s annual cash flow rose to $210 million,
up from a negative cash flow of $38.9 million in the prior year. Macy's eventually met its fi-
nancia obligations and then successfully merged with Federated Department Stores.
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The case of W. T. Grant Co. is a classic example of the importance of cash flow information O
in predicting a company’s future performance and financial strength. Grant reported net income
of morethan $40 million per year for three consecutive years. At that sametime, it was experiencing Video!2.|

an darming decrease in cash provided by operations. For instance, net cash outflow was more than
$90 million by the end of that three-year period. Grant soon went bankrupt. Users who relied
solely on Grant’s income numbers were unpleasantly surprised. This reminds us that cash flows
aswell asincome statement and balance sheet information are crucia in making businessdecisions.

Cash Savvy “A lender must have a complete understanding of a borrower’s cash flows to assess both
the borrowing needs and repayment sources. This requires information about the major types of cash
inflows and outflows. | have seen many companies, whose financial statements indicate good profitability,
experience severe financial problems because the owners or managers lacked a good understanding of
cash flows.”—Mary E. Garza, Bank of America.

Measurement of Cash Flows

Cash flows are defined to include both cash and cash equivalents. The statement of cash flows ex-
plains the difference between the beginning and ending balances of cash and cash equivaents.
We continue to use the phrases cash flows and the statement of cash flows, but we must remember
that both phrases refer to cash and cash equivaents. Recall that a cash equivalent must satisfy
two criteria: (1) be readily convertible to a known amount of cash and (2) be sufficiently close
to its maturity so its market value is unaffected by interest rate changes. In most cases, a debt se-
curity must be within three months of its maturity to satisfy these criteria. Companies must dis-
close and follow a clear policy for determining cash and cash equivalents and apply it consis-
tently from period to period. American Express, for example, defines its cash equivaents as
“time deposits and other highly liquid investments with original maturities of 90 days or less.”

Classification of Cash Flows

Since cash and cash equivalents are combined, the statement of cash flows does not report trans-
actions between cash and cash equivalents such as cash paid to purchase cash equivaents and cash C2
received from selling cash equivaents. However, al other cash receipts and cash payments are
classified and reported on the statement as operating, investing, or financing activities. Individua
cash receipts and paymentsfor each of these three categories are label ed to identify their originating
transactions or events. A net cash inflow (source) occurs when the receiptsin a category exceed the
payments. A net cash outflow (use) occurs when the payments in a category exceed the receipts.

Distinguish between
operating, investing, and
financing activities.

Operating Activities Operating activitiesinclude those transactions and events that de-
termine net income. Examples are the production and purchase of merchandise, the sale of
goods and services to customers, and the expenditures to administer the business. Not all items
inincome, such as unusual gains and losses, are operating activities (we discuss these exceptions
later in the chapter). Exhibit 12.1 lists the more common cash inflows and outflows from op-
erating activities. (Although cash receipts and cash payments from buying and selling trading

Cash Inflows Cash Outflows o EXHIBIT 12.1
Cash Flows from
Operating Activities

From customers __

for cash sales 7 From borrowers

From collections . for interest
on credit sales ‘& P From cash
From lawsuit _ @ dividends received

23
settlements &/

To salaries = d
and wages @%3"( ’
To suppliers for goods t

To lenders X
and services

for interest
= To governments for

To charities @ ©  taxes and fines
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Point: The FASB requires that cash
dividends received and cash interest received
be reported as operating activities.

EXHIBIT 12.2

Cash Flows from
Investing Activities

EXHIBIT 12.3

Cash Flows from
Financing Activities

Point: Interest payments on a loan
are classified as operating activities,
but payments of loan principal are
financing activities.

Chapter 12 Reporting and Analyzing Cash Flows

securities are often reported under operating activities, new standards reguire that these receipts
and payments be classified based on the nature and purpose of those securities.)

Investing Activities |nvesting activitiesgenerally include those transactions and events that
affect long-term assets, namely, the purchase and sale of long-term assets. They aso include the
(1) purchase and sale of short-term investments in the securities of other entities, other than cash
equivaentsand trading securitiesand (2) lending and collecting money for notes receivable. Exhibit
12.2 lists examples of cash flows from investing activities. Proceeds from collecting the principal
amounts of notes deserve special mention. If the note results from sales to customers, its cash re-
celpts are classed as operating activities whether short term or long term. If the note results from
aloan to another party apart from sales, however, the cash receipts from collecting the note prin-
cipa are classed as an investing activity. The FASB requires the collection of interest on loans be
reported as an operating activity.

Cash Outflows

Cash Inflows

From collecting

From selling
‘ principal on loans

investments in @
securities

From selling . @
dlscountlng)

of notes

From selling long-term
productive assets

productive assets

To make loans @@
to others
To purchase
investments in
securities

To purchase long-term A

Financing Activities Financing activities include those transactions and events that
affect long-term liabilities and equity. Examples are (1) obtaining cash from issuing debt
and repaying the amounts borrowed and (2) receiving cash from or distributing cash to own-
ers. These activities involve transactions with a company’s owners and creditors. They also
often involve borrowing and repaying principal amounts relating to both short- and long-term
debt. GAAP requires that payments of interest expense be classified as operating activities.
Also, cash payments to settle credit purchases of merchandise, whether on account or by note,
are operating activities. Exhibit 12.3 lists examples of cash flows from financing activities.

Cash Outflows

Cash Inflows
From contributions @ From issuing its own
by owners equity stock
From issuing @
notes and bonds

- From issuing short-
~ and long-term debt

cash loans

© To pay dividends

" to shareholders
To pay withdrawals @
by owners = To purchase

treasury stock

Cash Reporting Cash flows can be delayed or accelerated at the end of a period to improve or re-
duce current period cash flows. Also, cash flows can be misclassified. Cash outflows reported under opera-
tions are interpreted as expense payments. However, cash outflows reported under investing activities are

interpreted as a positive sign of growth potential. Thus, managers face incentives to misclassify cash flows.

For these reasons, cash flow reporting warrants our scrutiny.
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Noncash Investing and Financing

When important investing and financing activities do not affect cash receipts or payments, they
are still disclosed at the bottom of the statement of cash flows or in a note to the statement
because of their importance and the fill-disclosure principle. One example of such a transac-
tion is the purchase of long-term assets using a long-term note payable (loan). This transac-
tion involves both investing and financing activities but does not affect any cash inflow or
outflow and is not reported in any of the three sections of the statement of cash flows. This
disclosure rule also extends to transactions with partial cash receipts or payments.

To illustrate, assume that Goorin purchases land for $12,000 by paying $5,000 cash and
trading in used equipment worth $7,000. The investing section of the statement of cash flows
reports only the $5,000 cash outflow for the land purchase. The $12,000 investing transaction
is only partially described in the body of the statement of cash flows, yet this information is
potentially important to users because it changes the makeup of assets. Goorin could either
describe the transaction in a footnote or include information at the bottom of its statement that
lists the $12,000 land purchase along with the cash financing of $5,000 and a $7,000 trade-in
of equipment. As another example, Borg Co. acquired $900,000 of assets in exchange for
$200,000 cash and a $700,000 long-term note, which should be reported as follows:

Fair value of assets acquired ......... $900,000
Less cashpaid ................... 200,000
Liabilities incurred or assumed ....... $700,000

Exhibit 12.4 lists transactions commonly disclosed as noncash investing and financing activities.

B Retirement of debt by issuing equity stock.

B Conversion of preferred stock to common stock.

B Lease of assets in a capital lease transaction.

B Purchase of long-term assets by issuing a note or bond.
B Exchange of noncash assets for other noncash assets.
B Purchase of noncash assets by issuing equity or debt.

Format of the Statement of Cash Flows

Accounting standards require companies to include a statement of cash flows in a complete set
of financial statements. This statement must report information about a company’s cash re-
ceipts and cash payments during the period. Exhibit 12.5 shows the usual format. A company
must report cash flows from three activities: operating, investing, and financing. The statement
explains how transactions and events impact the prior period-end cash (and cash equivalents)
balance to produce its current period-end balance.

COMPANY NAME

Statement of Cash Flows
For period Ended date

Cash flows from operating activities

[List of individual inflows and outflows]

Net cash provided (used) by operating activities
Cash flows from investing activities

[List of individual inflows and outflows]

Net cash provided (used) by investing activities
Cash flows from financing activities

#*

[List of individual inflows and outflows]

Net cash provided (used) by financing activities
Net increase (decrease) in cash
Cash (and equivalents) balance at prior period-end . ... ......

Cash (and equivalents) balance at current period-end .. ... ...

5l <
H*IH HIH

| Separ ate schedule or note disclosure of any “noncash investing and financing transactions’ is required.

427

3 Identify and disclose
noncash investing and
financing activities.

Point: A stock dividend transaction in-
volving a transfer from retained earnings
to common stock or a credit to con-
tributed capital is not considered a non-
cash investing and financing activity
because the company receives no
consideration for shares issued.

EXHIBIT 12.4

Examples of Noncash Investing
and Financing Activities

C Describe the format of
the statement of cash
flows.

EXHIBIT 12.5

Format of the Statement of
Cash Flows
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1 Prepare a statement of
cash flows.

Chapter 12 Reporting and Analyzing Cash Flows

x Decision M Al e I 1

Entrepreneur You are considering purchasing a start-up business that recently reported a $110,000
annual net loss and a $225,000 annual net cash inflow. How are these results possible? [Answer—p. 454]

QUiCk Check Answers—p. 454

I. Does a statement of cash flows report the cash payments to purchase cash equivalents? Does it

report the cash receipts from selling cash equivalents?
2. Identify the three categories of cash flows reported separately on the statement of cash flows.

3. Identify the cash activity category for each transaction: (a) purchase equipment for cash, (b) cash
payment of wages, (c) sale of common stock for cash, (d) receipt of cash dividends from stock
investment, (e) cash collection from customers, (f) notes issued for cash.

Preparing the Statement of Cash Flows

Preparing a statement of cash flows involves five steps: (1) compute the net increase or de-
crease in cash; (2) compute and report net cash provided or used by operating activities (using
either the direct or indirect method; both are explained); (3) compute and report net cash pro-
vided or used by investing activities; (4) compute and report net cash provided or used by
financing activities; and (5) compute the net cash flow by combining net cash provided or used
by operating, investing, and financing activities and then prove it by adding it to the beginning
cash balance to show that it equals the ending cash balance.

Step 1: Compute net increase or Step 2: Compute net cash from Step 3: Compute net cash from
decrease in cash operating activities

Step 4: Compute net cash from Step 5: Prove and report beginning
financing activities and ending cash balances

Computing the net increase or net decrease in cash is a ssmple but crucial computation. It
equals the current period’s cash balance minus the prior period’s cash balance. This is the
bottom-line figure for the statement of cash flows and is a check on accuracy. The information
we need to prepare a statement of cash flows comes from various sources including compar-
ative balance sheets at the beginning and end of the period, and an income statement for the
period. There are two alternative approaches to preparing the statement: (1) analyzing the Cash
account and (2) analyzing noncash accounts.

Analyzing the Cash Account A company’scash receiptsand cash paymentsare recorded
in the Cash account in its genera ledger. The Cash account is therefore a natural place to look
for information about cash flows from operating, investing, and financing activities. To illustrate,
review the summarized Cash T-account of Genesis, Inc., in Exhibit 12.6. Individual cash trans-
actions are summarized in this Cash account according to the mgjor types of cash receipts and
cash payments. For instance, only the total of cash receiptsfrom all customersislisted. Individual
cash transactions underlying these totals can number in the thousands. Accounting software is
available to provide summarized cash accounts.

Preparing astatement of cash flowsfrom Exhibit 12.6 requires determining whether an individual
cash inflow or outflow is an operating, investing, or financing activity, and then listing each by
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+» Accounting System:

| |
Balance, Dec. 31, 2008 12,000

Receipts from customers ......... 570,000 | Payments for merchandise ...........ccceceeeeiieeennns 319,000
Receipts from asset sales ........ 12,000 | Payments for wages and operating expenses ..... 218,000
| Receipts from stock issuance .. 15,000 | Payments for interest ..........ccocoeeiiiiiiininieeene 8,000
Payments for taxes .......cc.cceveerienieeniienie e 5,000
Payments for assets ..........ccceeu.. 10,000
Payments for notes retirement ... 18,000
Payments for dividends ........ccccceeeiiieeiiiieneieenn. 14,000
: Balance, Dec. 31, 2009 ............ 17,000 = |

|
| ;: Purchases ol It § Company ], A

activity. Thisyields the statement shown in Exhibit 12.7. However, preparing the statement of cash
flows from an analysis of the summarized Cash account has two limitations. First, most compa
nies have many individua cash receipts and payments, making it difficult to review them all.
Accounting software minimizes this burden, but it is gill a task requiring professional judgment
for many transactions. Second, the Cash account does not usually carry an adequate description
of each cash transaction, making assignment of all cash transactions according to activity difficult.

GENESIS

Statement of Cash Flows
For Year Ended December 31, 2009

Cash flows from operating activities

Cash received from customers . ..................... $570,000

Cash paid for merchandise . ........................ (319,000)

Cash paid for wages and other operating expenses . ...... (218,000)

Cash paid forinterest . . ......... ... ... ... ..., (8,000)

Cash paid fortaxes . ........... ... . . ... oo, (5,000)

Net cash provided by operating activities . .............. $20,000
Cash flows from investing activities

Cash received from sale of plantassets ................ 12,000

Cash paid for purchase of plant assets .. ............... (10,000)

Net cash provided by investing activities ............... 2,000
Cash flows from financing activities

Cash received from issuing stock . .. ............... ... 15,000

Cash paid to retire notes .. ...........c..ouveninne... (18,000)

Cash paid for dividends .. ....... ... .. ... . ... ... (14,000)

Net cash used in financing activities . ... ............... (17,000)
Net increaseincash .......... ... ... ... ... ... ...... $ 5,000
Cash balance at prior year-end .. ...................... 12,000
Cash balance at current year-end . ..................... $17,000

Analyzing Noncash Accounts A second approach to preparing the statement of cash
flows is analyzing noncash accounts. This approach uses the fact that when a company records
cash inflows and outflows with debits and credits to the Cash account (see Exhibit 12.6), it aso
records credits and debits in noncash accounts (reflecting double-entry accounting). Many of these
noncash accounts are balance sheet accounts, for instance, from the sale of land for cash. Others
are revenue and expense accounts that are closed to equity. For instance, the sale of services for
cash yields a credit to Services Revenue that is closed to Retained Earnings for a corporation. In
sum, all cash transactions eventually affect noncash balance sheet accounts . Thus, we can deter-
mine cash inflows and outflows by analyzing changes in noncash balance sheet accounts.
Exhibit 12.8 uses the accounting equation to show the rel ation between the Cash account and the
noncash balance sheet accounts. This exhibit starts with the accounting equation at the top. It is
then expanded in line (2) to separate cash from noncash asset accounts. Line (3) moves noncash
asset accounts to the right-hand side of the equality where they are subtracted. This shows that cash
equalsthe sum of theliability and equity accounts minus the noncash asset accounts. Line (4) points

429

EXHIBIT 12.6

Summarized Cash Account

Point: View the change in cash as a
target number that we will fully explain
and prove in the statement of cash flows.

EXHIBIT 12.7

Statement of Cash Flows—
Direct Method
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EXHIBIT 12.8

Relation between Cash and
Noncash Accounts

Additional Information

Jncome Statement
- heets
palance S £

e
L

Chapter 12 Reporting and Analyzing Cash Flows

™ Assets = Liabilites =+  Equity
|
2 Cash + ‘ Noncash Assets = | Liabilites =+ Equity y
3) Cash — | Liabilities + Equity =—  Noncash Assets
1 l | |
Changes Changes in
(4) in Cash —_ Noncash
Account Accounts

out that changes on one side of the accounting equation equa changes onthe other side. It showsthat
we can explain changes in cash by analyzing changes in the noncash accounts consisting of lia-
bility accounts, equity accounts, and noncash asset accounts. By analyzing noncash balance sheet
accounts and any related income statement accounts, we can prepare a statement of cash flows.

Information to Prepare the Statement Information to prepare the statement
of cash flows usually comes from three sources: (1) comparative balance sheets, (2) cur-
rent income statement, and (3) additional information. Comparative balance sheets are used
to compute changes in noncash accounts from the beginning to the end of the period. The
current income statement is used to help compute cash flows from operating activities.
Additional information often includes details on transactions and events that help explain
both the cash flows and noncash investing and financing activities.

e-Cash Every credit transaction on the Net leaves a trail that a
hacker or a marketer can pick up. Enter e-cash—or digital money.
The encryption of e-cash protects your money from snoops and
thieves and cannot be traced, even by the issuing bank.

Cash Flows from Operating

RN
s

C @

Operating

Indirect and Direct Methods of Reporting

Cash flows provided (used) by operating activities are reported in one of two ways:. the direct
method or the indirect method. These two different methods apply only to the operating
activities section.

The direct method separately lists each major item of operating
cash receipts (such as cash received from customers) and each major
item of operating cash payments (such as cash paid for merchandise).
The cash payments are subtracted from cash receipts to determine the
net cash provided (used) by operating activities. The operating activ-
ities section of Exhibit 12.7 reflects the direct method of reporting
operating cash flows.

The indirect method reports net income and then adjusts it for
items necessary to obtain net cash provided or used by operating ac-
tivities. It does not report individual items of cash inflows and cash
outflows from operating activities. Instead, the indirect method reports
the necessary adjustments to reconcile net income to net cash provided
or used by operating activities. The operating activities section for
Genesis prepared under the indirect method is shown in Exhibit 12.9.

P 0L €
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Cash flows from operating activities

Netincome . ....... .. ... $ 38,000
Adjustments to reconcile net income to net
cash provided by operating activities
Increase in accounts receivable . .. ....... . ... ... (20,000)
Increase in merchandise inventory ............... (14,000)
Increase in prepaid expenses . .................. (2,000)
Decrease in accounts payable . ... ............... (5,000)
Decrease in interest payable . .................. (1,000)
Increase in income taxes payable ................ 10,000
Depreciation expense . ................. ... 24,000
Loss on sale of plantassets . ................... 6,000
Gain on retirement of notes .. ................. (16,000)

Net cash provided by operating activities . . .. .. .. $20,000

The net cash amount provided by operating activities is identical under both the direct
and indirect methods. This equality always exists. The difference in these methods is with
the computation and presentation of this amount. The FASB recommends the direct method,
but because it is not required and the indirect method is arguably easier to compute, nearly all
companies report operating cash flows using the indirect method.

To illustrate, we prepare the operating activities section of the statement of cash flows for
Genesis. Exhibit 12.10 shows the December 31, 2008 and 2009, balance sheets of Genesis along
with its 2009 income statement. We use this information to prepare a statement of cash flows
that explains the $5,000 increase in cash for 2009 as reflected in its balance sheets. This $5,000
is computed as Cash of $17,000 at the end of 2009 minus Cash of $12,000 at the end of 2008.
Genesis discloses additional information on its 2009 transactions:

a. The accounts payable balances result from merchandise inventory purchases.
b. Purchased $70,000 in plant assets by paying $10,000 cash and i ssuing $60,000 of notes payable.

c. Sold plant assets with an original cost of $30,000 and accumulated depreciation of $12,000
for $12,000 cash, yielding a $6,000 loss.

d. Received $15,000 cash from issuing 3,000 shares of common stock.
e. Paid $18,000 cash to retire notes with a $34,000 book value, yielding a $16,000 gain.
f. Declared and paid cash dividends of $14,000.

The next section describes the indirect method. Appendix |2B describes the direct method. An instructor can
choose to cover either one or both methods. Neither section depends on the other.

Application of the Indirect Method of Reporting

Net income is computed using accrua accounting, which recognizes revenues when earned
and expenses when incurred. Revenues and expenses do not necessarily reflect the receipt and
payment of cash. The indirect method of computing and reporting net cash flows from oper-
ating activities involves adjusting the net income figure to obtain the net cash provided or used
by operating activities. This includes subtracting noncash increases (credits) from net income
and adding noncash charges (debits) back to net income.

To illustrate, the indirect method begins with Genesis's net income of $38,000 and adjusts
it to obtain net cash provided by operating activities of $20,000. Exhibit 12.11 shows the re-
sults of the indirect method of reporting operating cash flows, which adjusts net income for
three types of adjustments. There are adjustments (D to reflect changes in noncash current
assets and current liabilities related to operating activities, (2 to income statement items in-
volving operating activities that do not affect cash inflows or outflows, and (3 to eliminate
gains and losses resulting from investing and financing activities (not part of operating activ-
ities). This section describes each of these adjustments.
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EXHIBIT 12.9

Operating Activities Section—
Indirect Method

Point: To better understand the direct
and indirect methods of reporting operat-
ing cash flows, identify similarities and dif-
ferences between Exhibits 12.7 and 12.11.

Videol2.1

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

Point: Noncash credits refer to revenue
amounts reported on the income state-
ment that are not collected in cash this
period. Noncash charges refer to expense
amounts reported on the income state-
ment that are not paid this period.
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EXHIBIT 12.10

Financial Statements

Chapter 12 Reporting and Analyzing Cash Flows

GENESIS GENESIS
Income Statement Balance Sheets
For Year Ended December 31, 2009 December 31, 2009 and 2008
Sales ...... ...l $590,000 2009 2008
Cost of goods'sold . . ............ $300,000 Assets
Wages and other operating expenses . . 216,000 Current assets
Interest expense . . .............. 7,000 Cash ... i $ 17,000 $ 12,000
Depreciation expense . ........... 24,000  (547,000) Accounts receivable . ........... 60,000 40,000
43,000 Merchandise inventory .......... 84,000 70,000
Other gains (losses) Prepaid expenses . . ............ 6,000 4,000
Gain on retirement of notes ... .. 16,000 Total current assets . ........... 167,000 126,000
Loss on sale of plant assets ... ... (6,000) 10,000 Long-term assets
Income before taxes ............. 53,000 Plant assets . ................. 250,000 210,000
Income taxes expense . ........... (15,000) Accumulated depreciation . ...... (60,000) (48,000)
Netincome ................... $ 38,000 Totalassets .. .................. $357,000 $288,000
Liabilities
Current liabilities
Accounts payable . ............. $ 35,000 $ 40,000
Interest payable ............... 3,000 4,000
Income taxes payable ........... 22,000 12,000
Total current liabilities . ......... 60,000 56,000
Long-term notes payable .......... 90,000 64,000
Total liabilities . ................. 150,000 120,000
Equity
Common stock, $5 par . .......... 95,000 80,000
Retained earnings . .............. 112,000 88,000
Total equity .. .................. 207,000 168,000
Total liabilities and equity . ......... $357,000 $288,000

Point: Operating activities are
typically those that determine income,
which are often reflected in changes in
current assets and current liabilities.

@D Adjustments for Changes in Current Assets and Current Liabilities This
section describes adjustments for changes in noncash current assets and current liabilities.

Adjustments for changes in noncash current assets. Changes in noncash current assets nor-
mally result from operating activities. Examples are sales affecting accounts receivable and
building usage affecting prepaid rent. Decreases in noncash current assets yield the following
adjustment:

Decreases in noncash current assets are added to net income.

To see the logic for this adjustment, consider that a decrease in a noncash current asset such
as accounts receivable suggests more available cash at the end of the period compared to the
beginning. This is so because a decrease in accounts receivable implies higher cash receipts
than reflected in sales. We add these higher cash receipts (from decreases in noncash current
assets) to net income when computing cash flow from operations.

In contrast, an increase in noncash current assets such as accounts receivable implies less
cash receipts than reflected in sales. As another example, an increase in prepaid rent indicates
that more cash is paid for rent than is deducted as rent expense. Increases in noncash current
assets yield the following adjustment:

Increases in noncash current assets are subtracted from net income.

To illustrate, these adjustments are applied to the noncash current assets in Exhibit 12.10.
Accounts receivable. Accounts Receivable increase $20,000, from a beginning balance of
$40,000 to an ending balance of $60,000. This increase implies that Genesis collects less cash
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than is reported in sales. That is, some of these sales were in the form of accounts receivable
and that amount increased during the period. To see this it is helpful to use account analysis.
This usually involves setting up a T-account and reconstructing its major entries to compute
cash receipts or payments. The following reconstructed Accounts Receivable T-account reveals
that cash receipts are less than sales:

Accounts Receivable

Numbers in black are Bal., Dec. 31, 2008 40,000
taken from Exhibit 12.10. Sales 590,000 | Cash receipts = 570,000
The red number is the ’

computed (plug) figure. Bal., Dec. 31, 2009 60,000

We see that sales are $20,000 greater than cash receipts. This $20,000—as reflected in the
$20,000 increase in Accounts Receivable—is subtracted from net income when computing cash
provided by operating activities (see Exhibit 12.11).

Merchandise inventory. Merchandise inventory increases by $14,000, from a $70,000 be-
ginning balance to an $84,000 ending balance. This increase implies that Genesis had greater
cash purchases than cost of goods sold. This larger amount of cash purchasesisin the form of
inventory, as reflected in the following account analysis:

Merchandise Inventory

Bal., Dec. 31, 2008 70,000
Purchases = 314,000 Cost of goods sold 300,000
Bal., Dec. 31, 2009 84,000

GENESIS

Statement of Cash Flows
For Year Ended December 31, 2009

Cash flows from operating activities
Netincome ......... ... ... ... ... ... .. ..... $ 38,000

Adjustments to reconcile net income to net
cash provided by operating activities

Increase in accounts receivable . . ............ (20,000)
Increase in merchandise inventory ........... (14,000)
Increase in prepaid expenses . .............. (2,000)

@ Decrease in accounts payable ... ............ (5,000)
Decrease in interest payable . .. ............. (1,000)
Increase in income taxes payable ............ 10,000

@ { Depreciation expense . ................... 24,000
@ Loss on sale of plant assets ................ 6,000
{ Gain on retirement of notes . .............. !I6,000)

Net cash provided by operating activities .......... $20,000
Cash flows from investing activities

Cash received from sale of plant assets ........... 12,000

Cash paid for purchase of plant assets . ........... 10,000)

Net cash provided by investing activities .......... 2,000
Cash flows from financing activities

Cash received from issuing stock . ............... 15,000

Cash paid to retirenotes . .................... (18,000)

Cash paid for dividends . . .. ......... ... ... ... (14,000)

Net cash used in financing activities . ............. (17,000)
Net increaseincash .. ....... ... .. .. .. .. .. ..... $ 5,000
Cash balance at prior yearend .. ................. 12,000
Cash balance at current year-end . ................ $17,000
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EXHIBIT 12.11

Statement of Cash Flows—
Indirect Method

Point: Refer to Exhibit 12.10 and
identify the $5,000 change in cash.

This change is what the statement of
cash flows explains; it serves as a check.
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The amount by which purchases exceed cost of goods sold—as reflected in the $14,000 in-
crease in inventory—is subtracted from net income when computing cash provided by oper-
ating activities (see Exhibit 12.11).

Prepaid expenses. Prepaid expenses increase $2,000, from a $4,000 beginning balance to a
$6,000 ending balance, implying that Genesis's cash payments exceed its recorded prepaid
expenses. These higher cash payments increase the amount of Prepaid Expenses, as reflected
in its reconstructed T-account:

Prepaid Expenses

Bal., Dec. 31, 2008 4,000
Cash payments = 218,000 | VWages and other operating exp. 216,000
Bal., Dec. 31,2009 6,000

The amount by which cash payments exceed the recorded operating expenses—as reflected in
the $2,000 increase in Prepaid Expenses—is subtracted from net income when computing cash
provided by operating activities (see Exhibit 12.11).

Adjustments for changes in current liabilities. Changes in current liabilities normally result
from operating activities. An example is a purchase that affects accounts payable. Increases in
current liabilities yield the following adjustment to net income when computing operating
cash flows:

Increases in current liabilities are added to net income.

To see the logic for this adjustment, consider that an increase in the Accounts Payable account
suggests that cash payments are less than the related (cost of goods sold) expense. As another
example, an increase in wages payable implies that cash paid for wagesis less than the recorded
wages expense. Since the recorded expense is greater than the cash paid, we add the increase
in wages payable to net income to compute net cash flow from operations.

Conversely, when current liabilities decrease, the following adjustment is required:

Decreases in current liabilities are subtracted from net income.

To illustrate, these adjustments are applied to the current liabilities in Exhibit 12.10.

Accounts payable. Accounts Payable decrease $5,000, from a beginning balance of $40,000
to an ending balance of $35,000. This decrease implies that cash payments to suppliers exceed
purchases by $5,000 for the period, which is reflected in the reconstructed Accounts Payable
T-account:

Accounts Payable

Bal., Dec. 31, 2008 40,000
Cash payments = 319,000 Purchases 314,000
Bal., Dec. 31, 2009 35,000

The amount by which cash payments exceed purchases—as reflected in the $5,000 decrease
in Accounts Payable—is subtracted from net income when computing cash provided by oper-
ating activities (see Exhibit 12.11).

Interest payable. |nterest Payable decreases $1,000, from a $4,000 beginning balance to a
$3,000 ending balance. This decrease indicates that cash paid for interest exceeds interest
expense by $1,000, which is reflected in the Interest Payable T-account:

Interest Payable

Bal., Dec. 31, 2008 4,000
Cash paid for interest = 8,000 | Interest expense 7,000

Bal., Dec. 31, 2009 3,000
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The amount by which cash paid exceeds recorded expense—as reflected in the $1,000 decrease
in Interest Payable—is subtracted from net income (see Exhibit 12.11).

Income taxes payable. Income Taxes Payable increase $10,000, from a $12,000 beginning
balance to a $22,000 ending balance. This increase implies that reported income taxes exceed
the cash paid for taxes, which is reflected in the Income Taxes Payable T-account:

Income Taxes Payable

Bal., Dec. 31, 2008 12,000
Cash paid for taxes = 5,000 | Income taxes expense 15,000
Bal., Dec. 31, 2009 22,000

Summary Adjustments for Changes in

Current Assets and Current Liabilities

Account Increases Decreases

The amount by which cash paid falls short of the reported taxes expense—as reflected inthe betuce  Add
$10,000 increase in Income Taxes Payable—is added to net income when computing cash RRTEREERE from NI o NI
provided by operating activities (see Exhibit 12.11). e e e

(2 Adjustments for Operating Items Not Providing or Using Cash Thein-
come statement usually includes some expenses that do not reflect cash outflows in the period.
Examples are depreciation, amortization, depletion, and bad debts expense. Theindirect method
for reporting operating cash flows requires that

Expenses with no cash outflows are added back to net income.

To see the logic of this adjustment, recall that items such as depreciation, amortization, deple-
tion, and bad debts originate from debits to expense accounts and credits to noncash accounts.
These entries have no cash effect, and we add them back to net income when computing net
cash flows from operations. Adding them back cancels their deductions.

Similarly, when net income includes revenues that do not reflect cash inflows in the period,
the indirect method for reporting operating cash flows requires that

Revenues with no cash inflows are subtracted from net income.

We apply these adjustments to the Genesis operating items that do not provide or use cash.

Depreciation. Depreciation expense is the only Genesis operating item that has no effect on
cash flows in the period. We must add back the $24,000 depreciation expense to net income
when computing cash provided by operating activities. (We later explain that any cash outflow
to acquire a plant asset is reported as an investing activity.)

(3 Adjustments for Nonoperating Items Net income often includes losses that are
not part of operating activities but are part of either investing or financing activities. Examples
are alossfrom the sale of aplant asset and aloss from retirement of notes payable. The indirect
method for reporting operating cash flows requires that

Nonoperating losses are added back to net income.

To see the logic, consider that items such as a plant asset sale and a notes retirement are nor-
mally recorded by recognizing the cash, removing all plant asset or notes accounts, and rec-  Point: An income statement reports
ognizing any loss or gain. The cash received or paid is not part of operating activities but is ~ "evenues: gains, expenses, and losses on
. . . . . L. . an accrual basis. The statement of cash

part of either investing or financing activities. No operating cash flow effect occurs. However, reports cash received and cash
because the nonoperating loss is a deduction in computing net income, we need to add it ,.ig for operating, financing, and invest-
back to net income when computing cash flow from operations. Adding it back cancels the ing activities.
deduction.

Similarly, when net incomeincludes gains not part of operating activities, the indirect method
for reporting operating cash flows requires that

Nonoperating gains are subtracted from net income.

To illustrate these adjustments, we consider the nonoperating items of Genesis.
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EXHIBIT 12.12

Summary of Selected
Adjustments for Indirect Method

Chapter 12 Reporting and Analyzing Cash Flows

Loss on sale of plant assets. Genesis reports a $6,000 loss on sale of plant assets as part of
net income. Thislossis aproper deduction in computing income, but it is not part of operating
activities. Instead, a sale of plant assets is part of investing activities. Thus, the $6,000 non-
operating loss is added back to net income (see Exhibit 12.11). Adding it back cancels the loss.
We later explain how to report the cash inflow from the asset sale in investing activities.

Gain on retirement of debt. A $16,000 gain on retirement of debt is properly included
in net income, but it is not part of operating activities. This means the $16,000 nonoperat-
ing gain must be subtracted from net income to obtain net cash provided by operating ac-
tivities (see Exhibit 12.11). Subtracting it cancels the recorded gain. We later describe how
to report the cash outflow to retire debt.

Summary of Adjustments for Indirect Method

Exhibit 12.12 summarizes the most common adjustments to net income when computing net
cash provided or used by operating activities under the indirect method.

Net Income
+Decrease in noncash current asset

—Increase in noncash current asset @ Adjustments for changes in current

+Increase in current liability™ assets and current liabilities

—Decrease in current liability*

. . o Adjustments for operating items
+Depreciation, depletion, and amortization }@ ! P J

not providing or using cash

+Losses from disposal of long-term assets

and retirement of debt . -
@ Adjustments for nonoperating items

—Gains from disposal of long-term assets
and retirement of debt

Net cash provided (used) by operating activities

* Excludes current portion of long-term debt and any (nonsales-related) short-term notes payable—both are financing activities.

The computations in determining cash provided or used by operating activities are different for
the indirect and direct methods, but the result isidentical. Both methods yield the same $20,000
figure for cash from operating activities for Genesis;, see Exhibits 12.7 and 12.11.

Cash or Income The difference between net income and

operating cash flows can be large and sometimes reflects on the quality

of earnings. This bar chart shows net income and operating cash flows arer

of three companies. Operating cash flows can be either higher or lower starbucks T

than net income. S0 $300 $600  $900 $1,200 $1,500

$ Millions

I __ Net Income Operating Cash Flows |

Qule Check Answers—p. 454

4. Determine net cash provided or used by operating activities using the following data: net

income, $74,900; decrease in accounts receivable, $4,600; increase in inventory, $11,700;
decrease in accounts payable, $1,000; loss on sale of equipment, $3,400; payment of cash
dividends, $21,500.

5. Why are expenses such as depreciation and amortization added to net income when cash flow
from operating activities is computed by the indirect method?

6. A company reports net income of $15,000 that includes a $3,000 gain on the sale of plant
assets. Why is this gain subtracted from net income in computing cash flow from operating
activities using the indirect method?
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Cash Flows from Investing

The third major step in preparing the statement of cash flows is to compute and report cash
flows from investing activities. We normally do this by identifying changes in (1) all noncur-
rent asset accounts and (2) the current accounts for both notes receivable and investments in
securities (excluding trading securities). We then analyze changes in these accounts to deter-
mine their effect, if any, on cash and report the cash flow effects in the investing activities section
of the statement of cash flows. Reporting of investing activitiesisidentical under the direct
method and indirect method.

Three-Stage Process of Analysis

Information to compute cash flows from investing activities is usualy taken from beginning
and ending balance sheets and the income statement. We use a three-stage process to deter-
mine cash provided or used by investing activities. (1) identify changes in investing-related ac-
counts, (2) explain these changes using reconstruction analysis, and (3) report their cash flow
effects.

Analysis of Noncurrent Assets

Information about the Genesis transactions provided earlier reveals that the company both pur-
chased and sold plant assets during the period. Both transactions are investing activities and
are analyzed for their cash flow effects in this section.

Plant Asset Transactions The first stage in analyzing the Plant Assets account and its
related Accumulated Depreciation is to identify any changes in these accounts from compara-
tive balance sheets in Exhibit 12.10. This analysis reveals a $40,000 increase in plant assets
from $210,000 to $250,000 and a $12,000 increase in accumulated depreciation from $48,000
to $60,000.

The second stage is to explain these changes. Items » and ¢ of the additional information
for Genesis (page 431) are relevant in this case. Recall that the Plant Assets account is affected
by both asset purchases and sales, while its Accumulated Depreciation account is normally
increased from depreciation and decreased from the removal of accumulated depreciation in
asset sales. To explain changes in these accounts and to identify their cash flow effects, we
prepare reconstructed entries from prior transactions; they are not the actual entries by the
preparer.

Toillustrate, item b reportsthat Genesis purchased plant assets of $70,000 by issuing $60,000
in notes payable to the seller and paying $10,000 in cash. The reconstructed entry for analysis
of item b follows:

Reconstruction Plant ASSets . . . ..o i 70,000
Notes Payable . ........................ 60,000
Cash.......... ... . ... .. . . 10,000

This entry reveals a $10,000 cash outflow for plant assets and a $60,000 noncash investing and
financing transaction involving notes exchanged for plant assets.

Next, item ¢ reports that Genesis sold plant assets costing $30,000 (with $12,000 of
accumulated depreciation) for $12,000 cash, resulting in a $6,000 loss. The reconstructed entry
for analysis of item ¢ follows:

Reconstruction Cash ....... ... ... .. ... 12,000
Accumulated Depreciation . . .................. 12,000
Loss on Sale of Plant Assets . .. ................ 6,000

Plant Assets . . .........c.iiiiiininenen.. 30,000
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Videol 2.1

P Determine cash flows
from both investing and
financing activities.

Point: Investing activities include
(1) purchasing and selling long-term
assets, (2) lending and collecting on
notes receivable, and (3) purchasing
and selling short-term investments
other than cash equivalents and
trading securities.

Point: Financing and investing info
is available in ledger accounts to

help explain changes in comparative
balance sheets. Post references lead
to relevant entries and explanations.
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Example: If a plant asset costing
$40,000 with $37,000 of
accumulated depreciation is sold at
a $1,000 loss, what is the cash
flow? What is the cash flow if this
asset is sold at a gain of $3,000?
Answers: +$2,000; +$6,000.

Chapter 12 Reporting and Analyzing Cash Flows

This entry reveals a $12,000 cash inflow from assets sold. The $6,000 loss is computed by
comparing the asset book value to the cash received and does not reflect any cash inflow or
outflow. We aso reconstruct the entry for Depreciation Expense using information from the
income statement.

Reconstruction Depreciation Expense . ...................... 24,000
Accumulated Depreciation . ............... 24,000

This entry shows that Depreciation Expense results in no cash flow effect. These three recon-
structed entries are reflected in the following plant asset and related T-accounts.

Plant Assets Accumulated Depreciation—Plant Assets
Bal., Dec. 31,2008 210,000 Bal., Dec. 31,2008 48,000
Purchase 70,000 | Sale 30,000 Sale 12,000 Depr. expense 24,000
Bal., Dec. 31,2009 250,000 Bal., Dec. 31,2009 60,000

This reconstruction analysis is complete in that the change in plant assets from $210,000 to
$250,000 is fully explained by the $70,000 purchase and the $30,000 sale. Also, the change in
accumulated depreciation from $48,000 to $60,000 is fully explained by depreciation expense
of $24,000 and the removal of $12,000 in accumulated depreciation from an asset sale.
(Preparers of the statement of cash flows have the entire ledger and additional information at
their disposal, but for brevity reasons only the information needed for reconstructing accounts
is given.)

The third stage looks at the reconstructed entries for identification of cash flows. The two
identified cash flow effects are reported in the investing section of the statement as follows
(also see Exhibit 12.7 or 12.11):

Cash flows from investing activities
Cash received from sale of plant assets ............ $12,000

Cash paid for purchase of plant assets ............. (10,000)

The $60,000 portion of the purchase described in item » and financed by issuing notes is a
noncash investing and financing activity. It is reported in a note or in a separate schedule to
the statement as follows:

Noncash investing and financing activity

Purchased plant assets with issuance of notes .. ...... $60,000

Analysis of Other Assets

Many other asset transactions (including those involving current notes receivable and invest-
mentsin certain securities) are considered investing activities and can affect a company’s cash
flows. Since Genesis did not enter into other investing activities impacting assets, we do not
need to extend our analysis to these other assets. If such transactions did exist, we would
analyze them using the same three-stage process illustrated for plant assets.

Quick Check Answer—op. 454

7. Equipment costing $80,000 with accumulated depreciation of $30,000 is sold at a loss of
$10,000. What is the cash receipt from this sale? In what section of the statement of cash flows
is this transaction reported?
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Cash Flows from Financing

The fourth major step in preparing the statement of cash flows is to compute and report cash
flows from financing activities. We normally do this by identifying changes in al noncurrent
liahility accounts (including the current portion of any notes and bonds) and the equity ac-
counts. These accounts include long-term debt, notes payable, bonds payable, common stock,
and retained earnings. Changes in these accounts are then analyzed using available informa-
tion to determine their effect, if any, on cash. Results are reported in the financing activities
section of the statement. Reporting of financing activities is identical under the direct
method and indirect method.

Three-Stage Process of Analysis

We again use a three-stage process to determine cash provided or used by financing activities:
(2) identify changes in financing-related accounts, (2) explain these changes using reconstruc-
tion analysis, and (3) report their cash flow effects.

Analysis of Noncurrent Liabilities

Information about Genesis provided earlier reveals two transactions involving noncurrent lia-
bilities. We analyzed one of those, the $60,000 issuance of notes payable to purchase plant as-
sets. This transaction is reported as a significant noncash investing and financing activity in a
footnote or a separate schedule to the statement of cash flows. The other remaining transac-
tion involving noncurrent liabilities is the cash retirement of notes payable.

Notes Payable Transactions The first stage in anaysis of notes is to review the com-
parative balance sheets from Exhibit 12.10. This analysis reveals an increase in notes payable
from $64,000 to $90,000.

The second stage explains this change. Item e of the additional information for Genesis
(page 431) reports that notes with a carrying value of $34,000 are retired for $18,000 cash,
resulting in a $16,000 gain. The reconstructed entry for analysis of item e follows:

Reconstruction Notes Payable . . ............. ... .......... 34,000
Gain on retirement of debt . . . .. ........... 16,000
Cash................ ... ... ... .. ..... 18,000

This entry reveals an $18,000 cash outflow for retirement of notes and a $16,000 gain from
comparing the notes payable carrying value to the cash received. This gain does not reflect
any cash inflow or outflow. Also, item & of the additional information reports that Genesis pur-
chased plant assets costing $70,000 by issuing $60,000 in notes payable to the seller and pay-
ing $10,000 in cash. We reconstructed this entry when analyzing investing activities: It showed
a $60,000 increase to notes payable that is reported as a noncash investing and financing trans-
action. The Notes Payable account reflects (and isfully explained by) these reconstructed entries
as follows:

Notes Payable

Bal.,, Dec. 31, 2008 64,000
Retired notes 34,000 | Issued notes 60,000
Bal., Dec. 31, 2009 90,000

The third stage is to report the cash flow effect of the notes retirement in the financing section
of the statement as follows (also see Exhibit 12.7 or 12.11):

Cash flows from financing activities
Cash paid to retirenotes . . ............... $(18,000)
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Videol 2.1

Point: Financing activities generally
refer to changes in the noncurrent
liability and the equity accounts.
Examples are () receiving cash from
issuing debt or repaying amounts
borrowed and (2) receiving cash
from or distributing cash to owners.
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Point: Financing activities not affecting
cash flow include declaration of a cash
dividend, declaration of a stock dividend,
payment of a stock dividend, and a
stock split.

Global: There are no requirements to
separate domestic and international cash
flows, leading some users to ask
“Where in the world is cash flow?”

Chapter 12 Reporting and Analyzing Cash Flows

Analysis of Equity
The Genesis information reveals two transactions involving equity accounts. The first is the

issuance of common stock for cash. The second is the declaration and payment of cash
dividends. We analyze both.

Common Stock Transactions The first stage in analyzing common stock is to review
the comparative balance sheets from Exhibit 12.10, which reveals an increase in common stock
from $80,000 to $95,000.

The second stage explains this change. Item d of the additional information (page 431) reports
that 3,000 shares of common stock are issued at par for $5 per share. The reconstructed entry
for analysis of item d follows:

Reconstruction Cash ... ... ... . . .. . 15,000
Common Stock .. ......... ... 15,000

This entry reveals a $15,000 cash inflow from stock issuance and is reflected in (and explains)
the Common Stock account as follows:

Bal., Dec. 31, 2008 80,000
Issued stock 15,000
Bal., Dec. 31, 2009 95,000

The third stage discloses the cash flow effect from stock issuance in the financing section of
the statement as follows (also see Exhibit 12.7 or 12.11):

Cash flows from financing activities
Cash received from issuing stock ........... $15,000

Retained Earnings Transactions The first stage in analyzing the Retained Earnings
account isto review the comparative bal ance sheets from Exhibit 12.10. Thisrevealsan increase
in retained earnings from $88,000 to $112,000.

The second stage explainsthis change. Item f'of the additional information (page 431) reports
that cash dividends of $14,000 are paid. The reconstructed entry follows:

Reconstruction Retained Earnings. . .. ............. . ... ..... 14,000
Cash............. .. ... ... ... 14,000

Thisentry revealsa$14,000 cash outflow for cash dividends. Also seethat the Retained Earnings
account is impacted by net income of $38,000. (Net income was analyzed under the operating
section of the statement of cash flows.) The reconstructed Retained Earnings account follows:

Retained Earnings

Bal., Dec. 31, 2008 88,000
Cash dividend 14,000 Net income 38,000
Bal., Dec. 31, 2009 112,000

The third stage reports the cash flow effect from the cash dividend in the financing section of
the statement as follows (also see Exhibit 12.7 or 12.11):

Cash flows from financing activities
Cash paid for dividends . ................. $(14,000)

We now have identified and explained all of the Genesis cash inflows and cash outflows and
one noncash investing and financing transaction. Specifically, our analysis has reconciled
changes in al noncash balance sheet accounts.
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Proving Cash Balances

The fifth and final step in preparing the statement is to report the beginning and ending cash
balancesand provethat thenet change in cashisexplained by operating, investing, and financing
cash flows. This step is shown here for Genesis.

Net cash provided by operating activities ....... $20,000
Net cash provided by investing activities ........ 2,000
Net cash used in financing activities ........... (17,000)
Net increaseincash .................... $ 5,000
Cash balance at 2008 year-end ............... 12,000
Cash balance at 2009 year-end ............... $ 17,000

The preceding table shows that the $5,000 net increase in cash, from $12,000 at the beginning
of the period to $17,000 at the end, is reconciled by net cash flows from operating ($20,000 in-
flow), investing ($2,000 inflow), and financing ($17,000 outflow) activities. Thisis formally re-
ported at the bottom of the statement of cash flows as shown in both Exhibits 12.7 and 12.11.

Decision M a ke I 1 x

Reporter Management is in labor contract negotiations and grants you an interview. It highlights a
recent $600,000 net loss that involves a $930,000 extraordinary loss and a total net cash outflow of
$550,000 (which includes net cash outflows of $850,000 for investing activities and $350,000 for financing
activities). What is your assessment of this company? [Answer—p. 454]

Cash Flow Analysis Decision Analysis

Analyzing Cash Sources and Uses

Most managers stress the importance of understanding and predicting cash flows for business decisions. 1 Analyze the statement of
Creditors evaluate a company’s ability to generate cash before deciding whether to lend money. Investors cash flows.
also assess cash inflows and outflows before buying and selling stock. Information in the statement of cash
flows helps address these and other questions such as (1) How much cash is generated from or used in op-
erations? (2) What expenditures are made with cash from operations? (3) What is the source of cash for
debt payments? (4) What is the source of cash for distributions to owners? (5) How is the increase in in-
vesting activities financed? (6) What is the source of cash for new plant assets? (7) Why is cash flow from
operations different from income? (8) How is cash from financing used?
To effectively answer these questions, it is important to separately analyze investing, financing, and
operating activities. To illustrate, consider data from three different companies in Exhibit 12.13. These
companies operate in the same industry and have been in business for severa years.

EXHIBIT 12.13

($ thousands) BMX ATV Trex
Cash Flows of Competing

Cash provided (used) by operating activities ....... $90,000 $40,000 $(24,000) Companies
Cash provided (used) by investing activities

Proceeds from sale of plant assets . ............ 26,000

Purchase of plantassets .................... (48,000)  (25,000)
Cash provided (used) by financing activities

Proceeds from issuance of debt ... ............ 13,000

Repayment of debt . ....................... (27,000)
Net increase (decrease) incash ................ $15,000 $15,000 $ 15,000

Each company generates an identical $15,000 net increase in cash, but its sources and uses of cash flows
are very different. BMX’s operating activities provide net cash flows of $90,000, allowing it to purchase
plant assets of $48,000 and repay $27,000 of its debt. ATV's operating activities provide $40,000 of cash
flows, limiting its purchase of plant assets to $25,000. Trex’s $15,000 net cash increase is due to selling
plant assets and incurring additional debt. Its operating activities yield a net cash outflow of $24,000.
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Overall, analysis of these cash flows reveals that BMX is more capable of generating future cash flows
than isATV or Trex.

Free Cash Flows Many investors use cash flows to value company stock. However, cash-based valuation
models often yield different stock values due to differences in measurement of cash flows. Most models
require cash flows that are “free” for distribution to shareholders. These free cash flows are defined as cash
flows available to shareholders after operating asset reinvestments and debt payments. Knowledge of the
statement of cash flows is key to proper computation of free cash flows. A company's growth and financial
flexibility depend on adequate free cash flows.

Cash Flow on Total Assets

2 Compute and apply the Cash flow information has limitations, but it can help measure a company’s ability to meet its obliga-
cash flow on total tions, pay dividends, expand operations, and obtain financing. Users often compute and analyze a cash-
assets ratio. based ratio similar to return on total assets except that its numerator is net cash flows from operating

activities. The cash flow on total assets ratio is in Exhibit 12.14.

EXHIBIT 12.14

Cash flow from operations
Cash Flow on Total Assets Cash flow on total assets =

Aver agetotal assets

This ratio reflects actual cash flows and is not affected by accounting income recognition and mea-
surement. It can help business decision makers estimate the amount and timing of cash flows when
planning and analyzing operating activities.

To illustrate, the 2007 cash flow on total assets ratio for Nike is 18.3%—see Exhibit 12.15. Is an
18.3% ratio good or bad? To answer this question, we compare this ratio with the ratios of prior years
(we could also compare its ratio with those of its competitors and the market). Nike's cash flow on total
assets ratio for several prior yearsisin the second column of Exhibit 12.15. Results show that its 18.3%
return is the median of the prior years' returns.

EXHIBIT 12.15

Cash Flow on Return on
Nike’s Cash Flow on Total Assets Year Total Assets Total Assets
2007 ....... 18.3% 14.5%
2006 ....... 17.9 14.9
2005 ....... 18.8 14.5
2004 ....... 20.6 12.8
2003 ....... 13.9 7.1

As an indicator of earnings quality, some analysts compare the cash flow on total assets ratio to the
return on total assets ratio. Nike's return on total assets is provided in the third column of Exhibit
12.15. Nike's cash flow on total assets ratio exceeds its return on total assets in each of the five years,
leading some analysts to infer that Nike's earnings quality is high for that period because more earnings
are realized in the form of cash.

Cash Flow Ratios Analysts use various other cash-based ratios, including the following two:

Operating cash flow

1 f h =
@ Cash coverage of growt Cash outflow for plant assets

Point: The following ratio helps assess where a low ratio (less than |) implies cash inadequacy to meet asset growth, whereas a high ratio implies

whether operating cash flow is adequate cash adequacy for asset growth.

to meet long-term obligations:

Cash coverage of debt = Cash flow ) Operating cash flow to sales = Operating cash flow

from operations + Noncurrent liabilities. Net sales

A low ratio suggests a higher risk of in-

solvency; a high ratio sugsests a greater  When this ratio substantially and consistently differs from the operating income to net sales ratio, the risk

ability to meet long-term obligations. of accounting improprieties increases.
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Demonstration Problem

Umlauf’s comparative balance sheets, income statement, and additional information follow.

UMLAUF COMPANY

Balance Sheets
December 31,2009 and 2008

2009 2008
Assets
Cash ... .. $ 43,050 $ 23,925
Accounts receivable . ... ....... . ... 34,125 39,825 UMLAUF COMPANY
Merchandise inventory .............. 156,000 146,475 Income Statement
Prepaid expenses . . ................. 3,600 1,650 FAAC I e u b a i petu )
Equipment ............ ... ... ... 135,825 146,700 Sales’ - $446,100
Accum. depreciation—Equipment . . ... ... (61,950) (47,550) Cost of goods sold .. ......... $222,300
Total assets .. .............ouunnn.. $310,650 $311,025 Other operating expenses . . . ... 120,300
Liabilities and Equity Depreciation expense . ........ 25,500  (368,100)
Accounts payable .................. $ 28,800 $ 33,750 78,000
Income taxes payable . ............... 5,100 4,425 Other gains (losses)
Dividends payable .................. 0 4,500 Loss on sale of equipment . . .. 3,300
Bonds payable ..................... 0 37,500 Loss on retirement of bonds . . 825 (4,125)
Common stock, $10 par ............. 168,750 168,750 Income before taxes .......... 73,875
Retained earnings . ................. 108,000 62,100 Income taxes expense ......... (13,725)
Total liabilities and equity .. ........... $310,650  $311,025 Net income ................ $ 60,150

Additional Information

. Equipment costing $21,375 with accumulated depreciation of $11,100 is sold for cash.

. Equipment purchases are for cash.

. Accumulated Depreciation is affected by depreciation expense and the sale of equipment.
The balance of Retained Earnings is affected by dividend declarations and net income.
All sales are made on credit.

. All merchandise inventory purchases are on credit.

. Accounts Payable balances result from merchandise inventory purchases.

. Prepaid expenses relate to “other operating expenses.”

S0 o0 Q0 TP

Required
1. Prepare a statement of cash flows using the indirect method for year 2009.
2.2 Prepare a statement of cash flows using the direct method for year 2009.

Planning the Solution

® Prepare two blank statements of cash flows with sections for operating, investing, and financing
activities using the (1) indirect method format and (2) direct method format.

e Compute the cash paid for equipment and the cash received from the sale of equipment using the ad-
ditional information provided along with the amount for depreciation expense and the change in the
balances of equipment and accumulated depreciation. Use T-accounts to help chart the effects of the
sale and purchase of equipment on the balances of the Equipment account and the Accumulated
Depreciation account.

e Compute the effect of net income on the change in the Retained Earnings account balance. Assign the
difference between the change in retained earnings and the amount of net income to dividends declared.
Adjust the dividends declared amount for the change in the Dividends Payable balance.

e Compute cash received from customers, cash paid for merchandise, cash paid for other operating
expenses, and cash paid for taxes as illustrated in the chapter.

® Enter the cash effects of reconstruction entries to the appropriate section(s) of the statement.

e Total each section of the statement, determine the total net change in cash, and add it to the begin-
ning balance to get the ending balance of cash.
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Solution to Demonstration Problem
Supporting computations for cash receipts and cash payments.

(1) *Cost of equipment sold . .............. .. .. .. .... $ 21,375
Accumulated depreciation of equipment sold .......... (1'1,100)
Book value of equipmentsold . .................... 10,275
Loss on sale of equipment . ...................... (3,300)
Cash received from sale of equipment . .............. $ 6,975
Cost of equipmentsold . ........................ $ 21,375
Less decrease in the equipment account balance ....... (10,875)
Cash paid for new equipment .. ................... $ 10,500

(2) Loss on retirementof bonds . . .......... ... . ..... $ 825
Carrying value of bonds retired . . .................. 37,500
Cash paid to retirebonds . ....................... $ 38,325

(3) Netincome ........ . ... . ..., $ 60,150
Less increase in retained earnings . ................. 45,900
Dividends declared . ........... ... ... ... .. ... 14,250
Plus decrease in dividends payable ................. 4,500
Cash paid for dividends .. ......... ... ... ... .. ... $ 18,750

@B Sales ...t $ 446,100
Add decrease in accounts receivable ................ 5,700
Cash received from customers .................... $451,800

(5)® Costof goods sold . ............................ $ 222,300
Plus increase in merchandise inventory .............. 9,525
Purchases ........... ... . ... ... ... . i 231,825
Plus decrease in accounts payable .................. 4,950
Cash paid for merchandise ....................... $236,775

(6)® Other operating expenses . . . ..................... $ 120,300
Plus increase in prepaid expenses .................. 1,950
Cash paid for other operating expenses . ... .......... $122,250

(7)B Income taxes eXpense .. ................iaaa.. $ 13,725
Less increase in income taxes payable ............... (675)
Cash paid for income taxes . .. .................... $ 13,050

* Supporting T-account analysis for part 1 follows:

Accumulated Depreciation—Equipment

Bal., Dec. 31,2008 146,700 Bal., Dec. 31,2008 47,550
Cash purchase 10,500 | Sale 21,375 Sale 11,100 | Depr. expense 25,500
Bal., Dec. 31,2009 135,825 Bal., Dec. 31,2009 61,950

UMLAUF COMPANY

Statement of Cash Flows (Indirect Method)
For Year Ended December 31, 2009

Cash flows from operating activities
Netincome ...... ... ..., $60,150

Adjustments to reconcile net income to net
cash provided by operating activities

Decrease in accounts receivable . . .. ........... 5,700
Increase in merchandise inventory ............. (9,525)
Increase in prepaid expenses . ................ (1,950)
Decrease in accounts payable ................ (4,950)
Increase in income taxes payable .............. 675
Depreciation expense . ..................... 25,500
Loss on sale of plantassets . ................. 3,300
Loss on retirement of bonds . ................ 825
Net cash provided by operating activities . ... ........ $79,725

[continued on next page]
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[continued from previous page]
Cash flows from investing activities

Cash received from sale of equipment . . ............ 6,975

Cash paid for equipment . .......... . ... . . ... .. (10,500)

Net cash used in investing activities . . ... ........... (3,525)
Cash flows from financing activities

Cash paid to retire bonds payable . ................ (38,325)

Cash paid for dividends .. ........... ... . ... ... (18,750)

Net cash used in financing activities . . . ............. (57,075)
Net increase incash . .......... .. .. .. .. ......... $19,125
Cash balance at prior year-end ... .................. 23,925
Cash balance at current year-end .. ................. $43,050

UMLAUF COMPANY

Statement of Cash Flows (Direct Method)
For Year Ended December 31, 2009

Cash flows from operating activities

Cash received from customers .................. $451,800

Cash paid for merchandise . .................... (236,775)

Cash paid for other operating expenses . .......... (122,250)

Cash paid for income taxes .................... (13,050)

Net cash provided by operating activities . .. ........ $79,725
Cash flows from investing activities

Cash received from sale of equipment ... .......... 6,975

Cash paid for equipment . .......... ... ... .... (10,500)

Net cash used in investing activities . .. ............ (3,525)
Cash flows from financing activities

Cash paid to retire bonds payable ................ (38,325)

Cash paid for dividends .. ..................... (18,750)

Net cash used in financing activities . . .. ........... (57,075)
Net increase incash . ....... ... ... . ... ... ...... $19,125
Cash balance at prior yearend . ................... 23,925
Cash balance at current year-end . ................. $43,050

APPENDIX

Spreadsheet Preparation of the
Statement of Cash Flows

This appendix explains how to use a spreadsheet to prepare the statement of cash flows under the indirect
method.

Preparing the Indirect Method Spreadsheet

Analyzing noncash accounts can be challenging when a company has a large number of accounts and many
operating, investing, and financing transactions. A spreadsheet, also called work sheet or working paper,
can help us organize the information needed to prepare a statement of cash flows. A spreadsheet also makes
it easier to check the accuracy of our work. To illustrate, we return to the comparative balance sheets and
income statement shown in Exhibit 12.10. We use the following identifying letters a through g to code

lllustrate use of a
spreadsheet to prepare a
statement of cash flows.
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Point: Analysis of the changes on
the spreadsheet are summarized as:

Cash flows from operating activities
generally affect net income, current
assets, and current liabilities.

. Cash flows from investing activities

generally affect noncurrent asset
accounts.

. Cash flows from financing activities

generally affect noncurrent liability
and equity accounts.

Chapter 12 Reporting and Analyzing Cash Flows

changes in accounts, and letters / through m for additional information, to prepare the statement of cash
flows:
Net income is $38,000.
Accounts receivable increase by $20,000.
Merchandise inventory increases by $14,000.
Prepaid expenses increase by $2,000.
Accounts payable decrease by $5,000.
Interest payable decreases by $1,000.
Income taxes payable increase by $10,000.
Depreciation expense is $24,000.
Plant assets costing $30,000 with accumulated depreciation of $12,000 are sold for $12,000 cash.
This yields a loss on sale of assets of $6,000.
j- Notes with a book value of $34,000 are retired with a cash payment of $18,000, yielding a $16,000
gain on retirement.
k. Plant assets costing $70,000 are purchased with a cash payment of $10,000 and an issuance of notes
payable for $60,000.
I. Issued 3,000 shares of common stock for $15,000 cash.
m. Paid cash dividends of $14,000.

Exhibit 12A.1 shows the indirect method spreadsheet for Genesis. We enter both beginning and end-
ing balance sheet amounts on the spreadsheet. We also enter information in the Analysis of Changes
columns (keyed to the additional information items a through m) to explain changes in the accounts and
determine the cash flows for operating, investing, and financing activities. Information about noncash
investing and financing activities is reported near the bottom.

TR 0 a0 TP

Entering the Analysis of Changes on the Spreadsheet

The following sequence of procedures is used to complete the spreadsheet after the beginning and end-
ing balances of the balance sheet accounts are entered:

@ Enter net income as the first item in the Statement of Cash Flows section for computing operating
cash inflow (debit) and as a credit to Retained Earnings.

@ In the Statement of Cash Flows section, adjustments to net income are entered as debits if they in-
crease cash flows and as credits if they decrease cash flows. Applying this same rule, adjust net in-
come for the change in each noncash current asset and current liability account related to operating
activities. For each adjustment to net income, the offsetting debit or credit must help reconcile the
beginning and ending balances of a current asset or current liability account.

@ Enter adjustments to net income for income statement items not providing or using cash in the period.
For each adjustment, the offsetting debit or credit must help reconcile a noncash balance sheet account.

@ Adjust net income to eliminate any gains or losses from investing and financing activities. Because
the cash from a gain must be excluded from operating activities, the gain is entered as a credit in the
operating activities section. Losses are entered as debits. For each adjustment, the related debit and/or
credit must help reconcile balance sheet accounts and involve reconstructed entries to show the cash
flow from investing or financing activities.

® After reviewing any unreconciled balance sheet accounts and related information, enter the remain-
ing reconciling entries for investing and financing activities. Examples are purchases of plant assets,
issuances of long-term debt, stock issuances, and dividend payments. Some of these may require
entries in the noncash investing and financing section of the spreadsheet (reconciled).

® Check accuracy by totaling the Analysis of Changes columns and by determining that the change in
each balance sheet account has been explained (reconciled).

We illustrate these steps in Exhibit 12A.1 for Genesis:

@ocococooo (a)
Q. (b) through (g)
@)ccccoooaa (h)
@) ccoocoooo (i) through (j)

@ ocooooooo (k) through (m)
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Spreadsheet for Statement of Cash Flows—Indirect Method

For Year Ended December 31, 2009

Balance Sheet—Debits
Cash
Accounts receivable
Merchandise inventory
Prepaid expenses
Plant assets

Balance Sheet—Credits
Accumulated depreciation
Accounts payable
Interest payable
Income taxes payable
Notes payable
Common stock, $5 par value
Retained earnings

Statement of Cash Flows

Operating activities
Net income
Increase in accounts receivable
Increase in merchandise inventory
Increase in prepaid expenses
Decrease in accounts payable
Decrease in interest payable
Increase in income taxes payable
Depreciation expense
Loss on sale of plant assets
Gain on retirement of notes

Investing activities
Receipts from sale of plant assets

Payment for purchase of plant assets

Financing activities
Payment to retire notes
Receipts from issuing stock
Payment of cash dividends

Noncash Investing and Financing Activities

Purchase of plant assets with notes

44 r M), Sheet] f Sheet? [ Sheetd /

Analysis of Changes

Dec. 31,
2008 Debit Credit
$ 12,000
40,000 () $ 20,000
70,000 (c) 14,000
4,000 (d) 2,000
210,000 (k1) 70,000 () $ 30,000
$336,000
$ 48,000 (i) 12,000 (h) 24,000
40,000 (e) 5,000
4,000 (f) 1,000
12,000 @] 10,000
64,000 (j) 34,000 (k2) 60,000
80,000 ) 15,000
88,000 (m) 14,000 (a) 38,000
$336,000
@ 38,000
(b) 20,000
(c) 14,000
(d) 2,000
(e) 5,000
(" 1,000
() 10,000
(h) 24,000
(i) 6,000
0 16,000
(i) 12,000
(k1) 10,000
0 18,000
) 15,000
(m) 14,000
(k2) 60,000 (k1) 60,000
$337,000 $337,000

l«l

18] ]
y @8

$ 17,000
60,000
84,000

6,000
250,000

$417,000

$ 60,000
35,000
3,000
22,000
90,000
95,000
112,000

$417,000

Since adjustments i, j, and £ are more challenging, we show them in the following debit and credit format.
These entries are for purposes of our understanding; they are not the entries actually made in the journals.

Changes in the Cash account are identified as sources or uses of cash.

Loss from sale of plant assets

Accumulated depreciation . . ... ... ...

Receipt from sale of plant assets (source of cash)

Plant assets . . . . ... ..

To describe sale of plant assets.

[continued on next page]

6,000
12,000
12,000

30,000
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EXHIBIT 12A.1

Spreadsheet for Preparing
Statement of Cash Flows—
Indirect Method
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APPENDIX

PS Compute cash flows
from operating activities

using the direct method.

EXHIBIT 12B.1

Major Classes of Operating
Cash Flows

Chapter 12 Reporting and Analyzing Cash Flows

[continued from previous page]

J. Notes payable. . . ....... ... ... . . . 34,000
Payments to retire notes (use of cash) .. ............... 18,000
Gain on retirement of notes. . . ......... . ... .. 16,000

To describe retirement of notes.

kI, Plant assets. .. ... ........iuiintiit i 70,000
Payment to purchase plant assets (use of cash) . .......... 10,000
Purchase of plant assets financed by notes. . .............. 60,000
To describe purchase of plant assets.
k2. Purchase of plant assets financed by notes . . ................. 60,000
Notes payable . ... ...... . ... . ... . 60,000

To issue notes for purchase of assets.

Direct Method of Reporting
Operating Cash Flows

We compute cash flows from operating activities under the direct method by adjusting accrual-based
income statement items to the cash basis. The usual approach is to adjust income statement accounts
related to operating activities for changes in their related balance sheet accounts as follows:

Revenue Adjustments for Cash Receipts
or + or = Changes in Related = or
Expense Balance Sheet Accounts Cash Payments

The framework for reporting cash receipts and cash payments for the operating section of the cash flow
statement under the direct method is as in Exhibit 12B.1. We consider cash receipts first and then cash
payments.

\adisngn, e~
+ Operating Cash : \ ‘
Receipts Ny

Customers Renters Interest

Operating Cash
Payments

Suppliers Employees Operations Interest Taxes

Net Cash Provided
— | (Used) by Operating
Activities
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Operating Cash Receipts

A review of Exhibit 12.10 and the additional information reported by Genesis suggests only one poten-
tial cash receipt: sales to customers. This section, therefore, starts with sales to customers as reported on
the income statement and then adjusts it as necessary to obtain cash received from customers to report
on the statement of cash flows.

Cash Received from Customers If al sales are for cash, the amount received from cus-
tomers equals the sales reported on the income statement. When some or al sales are on account, how-
ever, we must adjust the amount of sales for the change in Accounts Receivable. It is often helpful to use
account analysis 10 do this. This usually involves setting up a T-account and reconstructing its major en-
tries, with emphasis on cash receipts and payments. To illustrate, we use a T-account that includes ac-
counts receivable balances for Genesis on December 31, 2008 and 2009. The beginning balance is $40,000
and the ending balance is $60,000. Next, the income statement shows sales of $590,000, which we enter
on the debit side of this account. We now can reconstruct the Accounts Recelvable account to determine
the amount of cash received from customers as follows:

Accounts Receivable

Bal., Dec. 31, 2008 40,000
Sales 590,000 | Cash receipts = 570,000
Bal., Dec. 31, 2009 60,000

This T-account shows that the Accounts Receivable balance begins at $40,000 and increases to $630,000
from sales of $590,000, yet its ending balance is only $60,000. This implies that cash receipts from cus-
tomers are $570,000, computed as $40,000 + $590,000 — [?] = $60,000. This computation can be re-
arranged to express cash received as equal to sales of $590,000 minus a $20,000 increase in accounts
receivable. This computation is summarized as a general rule in Exhibit 12B.2. The statement of cash
flows in Exhibit 12.7 reports the $570,000 cash received from customers as a cash inflow from operating
activities.

+ Decrease in accounts receivable
Cash received from customers = Sales or
— Increase in accounts receivable

Other Cash Receipts While Genesis's cash receipts are limited to collections from customers,
we often see other types of cash receipts, most commonly cash receipts involving rent, interest, and
dividends. We compute cash received from these items by subtracting an increase in their respective re-
ceivable or adding a decrease. For instance, if rent receivable increases in the period, cash received from
renters is less than rent revenue reported on the income statement. If rent receivable decreases, cash
received ismorethan reported rent revenue. The samelogic appliesto interest and dividends. The formulas
for these computations are summarized later in this appendix.

Operating Cash Payments

A review of Exhibit 12.10 and the additional Genesis information shows four operating expenses: cost
of goods sold; wages and other operating expenses; interest expense; and taxes expense. We analyze each
expense to compute its cash amounts for the statement of cash flows. (We then examine depreciation
and the other losses and gains.)

Cash Paid for Merchandise We compute cash paid for merchandise by analyzing both cost
of goods sold and merchandise inventory. If al merchandise purchases are for cash and the ending bal-
ance of Merchandise Inventory is unchanged from the beginning balance, the amount of cash paid for
merchandise equals cost of goods sold—an uncommon situation. Instead, there normally is some change
in the Merchandise Inventory balance. Also, some or al merchandise purchases are often made on credit,
and this yields changes in the Accounts Payable balance. When the balances of both Merchandise
Inventory and Accounts Payable change, we must adjust the cost of goods sold for changes in both
accounts to compute cash paid for merchandise. This is a two-step adjustment.

449

Point: An accounts receivable increase
implies cash received from customers is
less than sales (the converse is also
true).

Example: If the ending balance of
accounts receivable is $20,000 (instead
of $60,000), what is cash received from
customers? Answer: $610,000

EXHIBIT 12B.2

Formula to Compute Cash
Received from Customers—
Direct Method

Point: Net income is measured using
accrual accounting. Cash flows from
operations are measured using cash
basis accounting.
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Example: If the ending balances of
Inventory and Accounts Payable are
$60,000 and $50,000, respectively (in-
stead of $84,000 and $35,000), what is
cash paid for merchandise? Answer:

$280,000

EXHIBIT 12B.3

Two Steps to Compute Cash
Paid for Merchandise—Direct
Method

Chapter 12 Reporting and Analyzing Cash Flows

First, we use the change in the account balance of Merchandise Inventory, along with the cost of
goods sold amount, to compute cost of purchases for the period. An increase in merchandise inventory
implies that we bought more than we sold, and we add this inventory increase to cost of goods sold to
compute cost of purchases. A decrease in merchandise inventory implies that we bought less than we
sold, and we subtract the inventory decrease from cost of goods sold to compute purchases. We illustrate
the first step by reconstructing the Merchandise Inventory account of Genesis:

Merchandise Inventory

Bal., Dec. 31, 2008 70,000
Purchases = 314,000 | Cost of goods sold 300,000

Bal,, Dec. 31, 2009 84,000

The beginning balance is $70,000, and the ending balance is $84,000. The income statement shows
that cost of goods sold is $300,000, which we enter on the credit side of this account. With this
information, we determine the amount for cost of purchases to be $314,000. This computation can be
rearranged to express cost of purchases as equal to cost of goods sold of $300,000 plus the $14,000
increase in inventory.

The second step uses the change in the balance of Accounts Payable, and the amount of cost of pur-
chases, to compute cash paid for merchandise. A decrease in accounts payable implies that we paid for
more goods than we acquired this period, and we would then add the accounts payable decrease to cost
of purchases to compute cash paid for merchandise. An increase in accounts payable implies that we
paid for less than the amount of goods acquired, and we would subtract the accounts payable increase
from purchases to compute cash paid for merchandise. The second step is applied to Genesis by
reconstructing its Accounts Payable account:

Accounts Payable

Bal., Dec. 31, 2008 40,000
Cash payments = 319,000 | Purchases 314,000
Bal., Dec. 31, 2009 35,000

Its beginning balance of $40,000 plus purchases of $314,000 minus an ending balance of $35,000 yields
cash paid of $319,000 (or $40,000 + $314,000 — [?] = $35,000). Alternatively, we can express cash paid
for merchandise as equal to purchases of $314,000 plus the $5,000 decrease in accounts payable. The
$319,000 cash paid for merchandise is reported on the statement of cash flows in Exhibit 12.7 as a cash
outflow under operating activities.

We summarize this two-step adjustment to cost of goods sold to compute cash paid for merchandise
inventory in Exhibit 12B.3.

Step 1 + Increase in merchandise inventory
Purchases = Cost of goods sold or
— Decrease in merchandise inventory

Steps l + Decrease in accounts payable
Cash paid for merchandise = Purchases or
— Increase in accounts payable

Cash Paid for Wages and Operating Expenses (excluding depreciation)
The income statement of Genesis shows wages and other operating expenses of $216,000 (see Exhibit
12.10). To compute cash paid for wages and other operating expenses, we adjust this amount for any
changes in their related balance sheet accounts. We begin by looking for any prepaid expenses and
accrued liabilities related to wages and other operating expenses in the balance sheets of Genesis in


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

Chapter 12 Reporting and Analyzing Cash Flows

Exhibit 12.10. The balance sheets show prepaid expenses but no accrued liabilities. Thus, the adjustment
is limited to the change in prepaid expenses. The amount of adjustment is computed by assuming that
all cash paid for wages and other operating expenses is initially debited to Prepaid Expenses. This
assumption allows us to reconstruct the Prepaid Expenses account:

Prepaid Expenses

Bal., Dec. 31,2008 4,000
Cash payments = 218,000 | Wages and other operating exp. 216,000
Bal., Dec. 31,2009 6,000

Prepaid Expenses increase by $2,000 in the period, meaning that cash paid for wages and other operat-
ing expenses exceeds the reported expense by $2,000. Alternatively, we can express cash paid for wages
and other operating expenses as equal to its reported expenses of $216,000 plus the $2,000 increase in
prepaid expenses.t

Exhibit 12B.4 summarizes the adjustments to wages (including salaries) and other operating expenses.
The Genesis balance sheet did not report accrued liabilities, but we include them in the formula to ex-
plain the adjustment to cash when they do exist. A decrease in accrued liabilities implies that we paid
cash for more goods or services than received this period, so we add the decrease in accrued liabilities
to the expense amount to obtain cash paid for these goods or services. An increase in accrued liabilities
implies that we paid cash for less than what was acquired, so we subtract this increase in accrued
liabilities from the expense amount to get cash paid.

+ Increase in prepaid + Decreasein accrued

Cash paid for Wagﬁsamd expenses liabilities
wages and other = operating or or
operating expenses EXPEeNses — Decreasein prepaid — Increase in accrued
expenses liabilities

Cash Paid for Interest and Income Taxes Computing operating cash flows for inter-
est and taxesis similar to that for operating expenses. Both require adjustments to their amounts reported
on the income statement for changes in their related balance sheet accounts. We begin with the Genesis
income statement showing interest expense of $7,000 and income taxes expense of $15,000. To compute
the cash paid, we adjust interest expense for the change in interest payable and then the income taxes
expense for the change in income taxes payable. These computations involve reconstructing both liability
accounts:

Interest Payable

Bal., Dec. 31, 2008 4,000
Cash paid for interest = 8,000 | Interest expense 7,000
Bal., Dec. 31, 2009 3,000

Income Taxes Payable

Bal., Dec. 31, 2008 12,000
Cash paid for taxes = 5,000 | Income taxes expense 15,000
Bal., Dec. 31, 2009 22,000

These accounts reveal cash paid for interest of $8,000 and cash paid for income taxes of $5,000. The
formulas to compute these amounts are in Exhibit 12B.5. Both of these cash payments are reported as
operating cash outflows on the statement of cash flows in Exhibit 12.7.

! The assumption that all cash payments for wages and operating expenses are initially debited to Prepaid
Expenses is not necessary for our analysis to hold. If cash payments are debited directly to the expense account,
the total amount of cash paid for wages and other operating expenses still equals the $216,000 expense plus the
$2,000 increase in Prepaid Expenses (which arise from end-of-period adjusting entries).

451

Point: A decrease in prepaid expenses
implies that reported expenses include
an amount(s) that did not require a cash
outflow in the period.

EXHIBIT 12B.4

Formula to Compute Cash Paid
for Wages and Operating
Expenses—Direct Method
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EXHIBIT 12B.5

Formulas to Compute Cash
Paid for Both Interest and
Taxes—Direct Method

Point: The direct method is

usually viewed as user friendly because
less accounting knowledge is required
to understand and use it.

EXHIBIT 12B.6

Summary of Selected
Adjustments for Direct Method

Chapter 12 Reporting and Analyzing Cash Flows

Cash paid + Decrease in interest payable
= Interest expense or
— Increase in interest payable

Cash paid { + Decrease in income taxes payable
= |ncome taxes expenses or

for taxes — Increase in income taxes payable

for interest

Analysis of Additional Expenses, Gains, and Losses Genesis has three additional
items reported on its income statement: depreciation, loss on sale of assets, and gain on retirement of
debt. We must consider each for its potential cash effects.

Depreciation Expense Depreciation expense is $24,000. It is often called a noncash expense
because depreciation has no cash flows. Depreciation expense is an alocation of an asset’s depreciable
cost. The cash outflow with a plant asset is reported as part of investing activities when it is paid for.
Thus, depreciation expense is never reported on a statement of cash flows using the direct method, nor
is depletion or amortization expense.

Loss on Sale of Assets Sdes of assets frequently result in gains and |osses reported as part of
net income, but the amount of recorded gain or loss does not reflect any cash flows in these transactions.
Asset sales result in cash inflow equd to the cash amount received, regardless of whether the asset was
sold at again or aloss. This cash inflow is reported under investing activities. Thus, the loss or gain on a
sale of assets is never reported on a statement of cash flows using the direct method.

Gain on Retirement of Debt Retirement of debt usualy yields a gain or loss reported as
part of net income, but that gain or loss does not reflect cash flow in this transaction. Debt retirement
results in cash outflow equal to the cash paid to settle the debt, regardless of whether the debt is retired
at a gain or loss. This cash outflow is reported under financing activities; the loss or gain from retire-
ment of debt is never reported on a statement of cash flows using the direct method.

Summary of Adjustments for Direct Method

Exhibit 12B.6 summarizes common adjustments for net income to yield net cash provided (used) by
operating activities under the direct method.

From Income

Item Statement Adjustments to Obtain Cash Flow Numbers
Receipts
+Decrease in Accounts Receivable
From sales Sales Revenue ; X
—Increase in Accounts Receivable

+Decrease in Rent Receivable
From rent Rent Revenue . X
—Increase in Rent Receivable
. +Decrease in Interest Receivable
From interest Interest Revenue . X
—Increase in Interest Receivable
- Dividend +Decrease in Dividends Receivable
From dividends ; . X
Revenue —Increase in Dividends Receivable
Payments
. Cost of Goods +Increase in Inventory [ +Decrease in Accounts Payable
To suppliers . R
Sold —Decrease in Inventory L—Increase in Accounts Payable
. Operating +Increase in Prepaids +Decrease in Accrued Liabilities
For operations . . . P
Expense —Decrease in Prepaids L —Increase in Accrued Liabilities

- e . -
T e Wages (Salaries) Decrease in Wages (Salaries) Payable

Expense —Increase in Wages (Salaries) Payable
) +Decrease in Interest Payable
For interest Interest Expense ;
—Increase in Interest Payable

Income Tax +Decrease in Income Tax Payable
For taxes )
Expense —Increase in Income Tax Payable
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Direct Method Format of Operating Activities Section

Exhibit 12.7 shows the Genesis statement of cash flows using the direct method. Major items of cash in-
flows and cash outflows are listed separately in the operating activities section. The format requires that
operating cash outflows be subtracted from operating cash inflows to get net cash provided (used) by op-
erating activities. The FASB recommends that the operating activities section of the statement of cash
flows be reported using the direct method, which is considered more useful to financial statement users.

Point: Some preparers argue that it is
easier to prepare a statement of cash
flows using the indirect method. This
likely explains its greater frequency in
financial statements.

However, the FASB requires a reconciliation of net income to net cash pr ovided (used) by oper ating ac-
tivities when the direct method is used (which can be reported in the notes). This reconciliation is similar
to preparation of the operating activities section of the statement of cash flows using the indirect method.

IFRSs Like U.S. GAAP, IFRSs allow cash flows from operating activities to be reported using either the

indirect method or the direct method.

Qule Check Answers—p. 454

8. Net sales in a period are $590,000, beginning accounts receivable are $120,000, and ending

accounts receivable are $90,000. What cash amount is collected from customers in the period?

9. The Merchandise Inventory account balance decreases in the period from a beginning balance of
$32,000 to an ending balance of $28,000. Cost of goods sold for the period is $168,000. If the
Accounts Payable balance increases $2,400 in the period, what is the cash amount paid for

merchandise inventory?

10. This period’s wages and other operating expenses total $112,000. Beginning-of-period prepaid

expenses totaled $1,200, and its ending balance is $4,200. There were no beginning-of-period

accrued liabilities, but end-of-period wages payable equal $5,600. How much cash is paid for

wages and other operating expenses?

(1 Explain the purpose and importance of cash flow in-
formation. The main purpose of the statement of cash flows
is to report the major cash receipts and cash payments for a period.
This includes identifying cash flows as relating to either operating,
investing, or financing activities. Most business decisions involve
evaluating activities that provide or use cash.
(G2 Distinguish between operating, investing, and financing
activities. Operating activities include transactions and events
that determine net income. Investing activities include transactions
and events that mainly affect long-term assets. Financing activities
include transactions and events that mainly affect long-term liabili-
ties and equity.
Identify and disclose noncash investing and financing ac-
tivities. Noncash investing and financing activities must be
disclosed either in a note or a separate schedule to the statement of
cash flows. Examples are the retirement of debt by issuing equity
and the exchange of a note payable for plant assets.

C4 Describe the format of the statement of cash flows. The
statement of cash flows separates cash receipts and cash

payments into operating, investing, or financing activities.

A1 Analyze the statement of cash flows. To understand and
predict cash flows, users stress identification of the sources

and uses of cash flows by operating, investing, and financing activ-

ities. Emphasis is on operating cash flows since they derive from

continuing operations.

A2 Compute and apply the cash flow on total assetsratio. The
cash flow on total assets ratio is defined as operating cash flows
divided by average total assets. Analysis of current and past values
for this ratio can reflect a company’s ability to yield regular and posi-
tive cash flows. It is aso viewed as a measure of earnings quality.

P1 Preparea statement of cash flows. Preparation of a statement
of cash flows involves five steps: (1) Compute the net increase
or decrease in cash; (2) compute net cash provided or used by operat-
ing activities (using either the dir ect or indirect method); (3) compute
net cash provided or used by investing activities; (4) compute net cash
provided or used by financing activities, and (5) report the beginning
and ending cash balance and prove that it is explained by net cash
flows. Noncash investing and financing activities are also disclosed.

P? Compute cash flows from operating activities using the in-

direct method. The indirect method for reporting net cash
provided or used by operating activities starts with net income and
then adjusts it for three items: (1) changes in noncash current as-
sets and current liabilities related to operating activities, (2) rev-
enues and expenses not providing or using cash, and (3) gains and
losses from investing and financing activities.

P73 Determine cash flows from both investing and financing
activities. Cash flows from both investing and financing
activities are determined by identifying the cash flow effects of
transactions and events affecting each balance sheet account related
to these activities. All cash flows from these activities are identified



http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

454

when we can explain changes in these accounts from the beginning
to the end of the period.

P4A Illustrate use of a spreadsheet to prepare a statement of

cash flows. A spreadsheet is a useful tool in preparing a
statement of cash flows. Six key steps (see appendix) are applied
when using the spreadsheet to prepare the statement.

Guidance Answers to Decision Maker

Chapter 12 Reporting and Analyzing Cash Flows

PSB Compute cash flows from operating activities using the di-
rect method. The direct method for reporting net cash provided

or used by operating activities lists mgjor operating cash inflows less

cash outflows to yield net cash inflow or outflow from operations.

Entrepreneur Several factors might explain an increase in net
cash flows when a net loss is reported, including (1) early recogni-
tion of expenses relative to revenues generated (such as research and
development), (2) cash advances on long-term sales contracts not yet
recognized in income, (3) issuances of debt or equity for cash to fi-
nance expansion, (4) cash sale of assets, (5) delay of cash payments,
and (6) cash prepayment on sales. Analysis needs to focus on the
components of both the net loss and the net cash flows and their
implications for future performance.

Guidance Answers to Quick Checks

&

Reporter Your initial reaction based on the company’s $600,000
loss with a $550,000 decrease in net cash flows is not positive.
However, closer scrutiny reveals a more positive picture of this com-
pany’s performance. Cash flow from operating activities is $650,000,
computed as[?7] — $850,000 — $350,000 = $(550,000). You also note
that net income before the extraordinary loss is $330,000, computed
as [7] — $930,000 = $(600,000).

1. No to both. The statement of cash flows reports changes in the
sum of cash plus cash equivalents. It does not report transfers
between cash and cash equivalents.

2. The three categories of cash inflows and outflows are operating
activities, investing activities, and financing activities.

3. a. Investing c. Financing e. Operating
b. Operating d. Operating f. Financing

4. $74,900 + $4,600 — $11,700 — $1,000 + $3,400 =
$70,200

5. Expenses such as depreciation and amortization do not require
current cash outflows. Therefore, adding these expenses back to

Key Terms

net income eliminates these noncash items from the net income
number, converting it to a cash basis.

6. A gain on the sale of plant assets is subtracted from net income
because a sale of plant assets is not an operating activity; it is
an investing activity for the amount of cash received from its
sale. Also, such a gain yields no cash effects.

7. $80,000 — $30,000 — $10,000 = $40,000 cash receipt. The
$40,000 cash receipt is reported as an investing activity.
8. $590,000 + ($120,000 — $90,000) = $620,000
9. $168,000 — ($32,000 — $28,000) — $2,400 = $161,600
10. $112,000 + ($4,200 — $1,200) — $5,600 = $109,400

mhhe.com/wildMA2e

Key Terms are available at the book’s Website for learning and testing in an online Flashcard Format.

Cash flow on total assets (p. 442)
Direct method (p. 430)
Financing activities (p. 426)

Multiple Choice Quiz

Additional Quiz Questions are available at the book’s Website.

1. A company uses the indirect method to determine its cash
flows from operating activities. Use the following information
to determine its net cash provided or used by operating
activities.

Indirect method (p. 430)
Investing activities (p. 426)

Operating activities (p. 425)
Statement of cash flows (p. 424)

Answers on p. 473 mhhe.com/wildMA2e
(|
©

Net income . .................... $15200  Quizl2
Depreciation expense . ............. 10,000
Cash payment on note payable ....... 8,000
Gainonsaleofland ............... 3,000
Increase in inventory . .............. 1,500
Increase in accounts payable ......... 2,850
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a. $23,550 used by operating activities

b. $23,550 provided by operating activities

c. $15,550 provided by operating activities

d. $42,400 provided by operating activities

e. $20,850 provided by operating activities

A machine with a cost of $175,000 and accumulated depre-
ciation of $94,000 is sold for $87,000 cash. The amount reported
as a source of cash under cash flows from investing activitiesis:
a. $81,000.

b. $6,000.

c. $87,000.

d. Zero; thisis a financing activity.

e. Zero; thisis an operating activity.

A company settles a long-term note payable plus interest by
paying $68,000 cash toward the principal amount and $5,440
cash for interest. The amount reported as a use of cash under
cash flows from financing activities is:

a. Zero; thisis an investing activity.

b. Zero; this is an operating activity.

c. $73,440.

d. $68,000.

e. $5,440.

The following information is available regarding a company’s
annual salaries and wages. What amount of cash is paid for
salaries and wages?

455

$255,000
8,200
10,900

Salaries and wages expense

Salaries and wages payable, prior year-end

Salaries and wages payable, current year-end

a. $252,300
b. $257,700
c. $255,000
d. $274,100
e. $235,900
The following information is available for a company. What
amount of cash is paid for merchandise for the current year?

Costof goodssold . ..................... $545,000
Merchandise inventory, prior year-end ......... 105,000
Merchandise inventory, current year-end . ...... 112,000
Accounts payable, prior year-end .. ........... 98,500
Accounts payable, current year-end . .......... 101,300

a. $545,000

b. $554,800

c. $540,800

d. $535,200

e. $549,200

Superscript letter (%) denotes assignments based on Appendix |2A (I2B).

Discussion Questions

9‘

What is the reporting purpose of the statement of cash flows?
Identify at least two questions that this statement can answer.

Describe the direct method of reporting cash flows from
operating activities.

When a statement of cash flows is prepared using the direct
method, what are some of the operating cash flows?

Describe the indirect method of reporting cash flows from
operating activities.

What are some investing activities reported on the statement
of cash flows?

What are some financing activities reported on the statement
of cash flows?

Where on the statement of cash flows is the payment of cash
dividends reported?

1 Assume that a company purchases land for $100,000, pay-
ing $20,000 cash and borrowing the remainder with a long-
term note payable. How should this transaction be reported on
a statement of cash flows?

1 On June 3, a company borrows $50,000 cash by giving its
bank a 160-day, interest-bearing note. On the statement of cash
flows, where should this be reported?

10.

12. §

13.

14.

15.

also show anet cash outflow from operating activities? Explain.
x Is depreciation a source of cash flow?

. . . (BEST
Appendix A. (¢) Which method is used to compute \BUY
its net cash provided by operating activities?
from fiscal years 2006 to 2007, why is this increase in re-
ceivables subtracted when computing net cash provided by
x Refer to Circuit City's statement of cash flows in
Appendix A. What are its cash flows from financing :
amounts.

x Refer to RadioShack’s statement

cash flows from operating activities, investing activities, and
financing activities.

A. What investing activities result in cash outflows for é

x If a company reports positive net income for the year, can it
Refer to Best Buy’s statement of cash flows in
(b) While its balance sheet shows an increase in receivables
operating activities for the year ended March 3, 20077?
activities for the year ended February 28, 20077 List items and
of cash flowsin Appendix A. List its @ RadioShack.
x Refer to Appl€e's statement of cash flows in Appendix
the year ended September 30, 20067 List items and amounts.

x Denotes Discussion Questions that involve decision making.
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QUICK STUDY

Chapter 12 Reporting and Analyzing Cash Flows

Most materials in this section are available in McGraw-Hill’s Connect COf'tI"IECt
The statement of cash flows is one of the four primary financial statements.
1. Describe the content and layout of a statement of cash flows, including its three sections.

QS 12-1 2. List at least three transactions classified as investing activities in a statement of cash flows.
Statement of cash flows 3. Ligt at least three transactions classified as financing activities in a statement of cash flows.
Cl C2 CG3 x 4. List at least three transactions classified as significant noncash financing and investing activities in
the statement of cash flows.
QS 12-2 Classify the following cash flows as operating, investing, or financing activities.
Transaction classification I. Sold long-term investments for cash. 6. Issued common stock for cash.
by activity 2. Received cash payments from customers. 7. Received cash interest on a note.
G2 1 3. Paid cash for wages and salaries. 8. Paid cash interest on outstanding notes.
4. Purchased inventories for cash. 9. Received cash from sale of land at a loss.
5. Paid cash dividends. 10. Paid cash for property taxes on building.

QS 12-3
Computing cash from operations
(indirect)

Use the following information to determine this company’s cash flows from operating activities using
the indirect method.

P2 LOLLAND COMPANY
Income Statement
LOLLAND COMPANY For Year Ended December 31,2009
Selected Balance Sheet Information
December 31,2009 and 2008 Sales ..ot $1,030,000
2009 2008 Cost of goods sold ... ........ 663,200
c Gross profit . ............... 366,800
urrent assets X
Cash © oo $169,300 $ 53,600 Opem'"g. A
Accounts receivable ........ 50,000 64,000 Depreciation expense ....... $ 72,000
AVEMEOIY. s s s e 120000 108,200 (SHIET GRS 000 0vveo000 ZEdy by
. Income before taxes .......... 51,800
Current liabilities
Accounts payablel - ..o ooen.. 60,800 51,400 Income taxes expense ... . 5100
Income taxes payable ....... 4,100 4,400 Net income ................ $—36'400
QS 12-4 The following selected information is from Manning Company’s comparative balance sheets.

Computing cash from asset sales
P3

At December 31 2009 2008
Furniture . ........ .. .. .. $ 264,000 $ 369,000
Accumulated depreciation—Furniture . ...... (174,400) (221,400)

The income statement reports depreciation expense for the year of $36,000. Also, furniture costing
$105,000 was sold for its book value. Compute the cash received from the sale of furniture.

Qs 12-5

Computing financing cash flows
P3

The following selected information is from the Tanner Company’s comparative balance sheets.

At December 31 2009 2008

Common stock, $10 par value ....... $ 210,000 $200,000
Paid-in capital in excess of par ....... 1,134,000 684,000
Retained earnings .. ............... 627,000 575,000

The company’s net income for the year ended December 31, 2009, was $96,000.
1. Compute the cash received from the sale of its common stock during 2009.
2. Compute the cash paid for dividends during 20009.
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Use the following balance sheets and income statement to answer QS 12-6 through QS 12-11. Qs 12-6

Computing cash from

Use the indirect method to prepare the cash provided or used from operating activities section only of operations (indirect) P2 x

the statement of cash flows for this company.

AMMONS, INC.

Comparative Balance Sheets
December 31, 2009

2009 2008

Assets
Cash ... ... $189,600  $ 48,000
Accounts receivable,net ............. 82,000 102,000
Inventory . ....... ... . ... .. ... 171,600 191,600
Prepaid expenses . ................. 10,800 8,400
Furniture ... ... ... 218000 238,000 Ll hESL e
Accum. depreciation—Furniture .. ... .. (34,000) (18,000) For Yearlgtr::i:q de I:zite?:lbeer;t 31,2009
Total assets . .............. ... ... $638,000 $570,000

Sales . ........ ... ... ... $976,000
Liabilities and Equity Cost of goods sold .. ......... 628,000
Accounts payable .................. $ 30,000 $ 42,000 Gross profit ................ 348,000
Wages payable . ................... 18,000 10,000 Operating expenses
Income taxes payable ............... 2,800 5,200 Depreciation expense ....... $ 75,200
Notes payable (long-term) ............ 58,000 138,000 Other expenses .. .......... 178,200 253,400
Common stock, $5 par value ... ....... 458,000 358,000 Income before taxes .......... 94,600
Retained earnings . ................. 71,200 16,800 Income taxes expense ......... 34,600
Total liabilities and equity . ........... $638,000  $570,000 Net income ................ $ 60,000

Refer to the data in QS 12-6. Qs 12-7

Furniture costing $110,000 is sold at its book value in 2009. Acquisitions of furniture total $90,000 cash,
on which no depreciation is necessary because it is acquired at year-end. What is the cash inflow related
to the sale of furniture?

Computing cash
from asset sales P3 x

Refer to the datain QS 12-6.
1. Assumethat all common stock isissued for cash. What amount of cash dividendsis paid during 2009?

2. Assume that no additional notes payable are issued in 2009. What cash amount is paid to reduce the
notes payable balance in 2009?

QS 12-8
Computing financing
cash outflows P3

Refer to the datain QS 12-6.
1. How much cash is received from sales to customers for year 2009?
2. What is the net increase or decrease in cash for year 20097

QS 12-98
Computing cash received
from customers P5

Refer to the datain QS 12-6.
1. How much cash is paid to acquire merchandise inventory during year 2009?
2. How much cash is paid for operating expenses during year 2009?

QS 12-10"
Computing operating
cash outflows P5

Refer to the data in QS 12-6.
Use the direct method to prepare the cash provided or used from operating activities section only of the
statement of cash flows for this company.

Qs 12-11°
Computing cash from
operations (direct) P5 x

Financial data from three competitors in the same industry follow.
1. Which of the three competitorsis in the strongest position as shown by its statement of cash flows?
2. Analyze and discuss the strength of Pefia’s cash flow on total assets ratio to that of Garcia

QS 12-12
Analyses of sources
and uses of cash Al A2 1
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S)Ele Edt View Insert Format Took Data Accounting Window el _ =18 x]
DEE SRV |o-o- @& = 423 @& wxyx @ |arial ~1~|B ZU
é ($ thousands) Peiia Garcia Piniella
4 Cash provided (used) by operating activities $ 140,000 $ 120,000 $ (48,000)
5  Cash provided (used) by investing activities
6 Proceeds from sale of operating assets 52,000
7 Purchase of operating assets (56,000) (68,000)
g  Cash provided (used) by financing activities
9 Proceeds from issuance of debt 46,000
10 Repayment of debt (12,000)
11 Net increase (decrease) in cash $ 72,000 $ 52,000 $ 50,000
12 Average total assets $ 1,580,000 $ 1,250,000 $ 600,000
i1 b Sheett ( Shewes J St 7 fl | Sin
QS 12-13A When a spreadsheet for a statement of cash flows is prepared, al changes in noncash balance sheet
Noncash accounts accounts are fully explained on the spreadsheet. Explain how these noncash balance sheet accounts are
on a spreadsheet P4 used to fully account for cash flows on a spreadsheet.
Qs 12-14 For each of the following separate cases, compute cash flows from operations. The list includes all bal-
Computing cash flows from ance sheet accounts related to operating activities.
operations (indirect)
P2 Case A Case B Case C
Netincome . ........ ... .. i, $ 8,000 $200,000 $144,000
Depreciation expense .. ................... 60,000 16,000 48,000
Accounts receivable increase (decrease) ....... 80,000 40,000 (8,000)
Inventory increase (decrease) ............... (40,000) (20,000) 21,000
Accounts payable increase (decrease) ......... 48,000 (44,000) 28,000
Accrued liabilities increase (decrease) ......... (88,000) 24,000 (16,000)
QS 12-15 Compute cash flows from investing activities using the following company information.
Computing cash flows from
investing Sale of short-term investments ......... $12,000
P3 Cash collections from customers ....... 32,000
Purchase of used equipment ........... 10,000
Depreciation expense . . .............. 4,000
QS 12-16 Compute cash flows from financing activities using the following company information.
Computing cash flows from
ﬁnancing Additional short-term borrowings ......... $40,000
P3 Purchase of short-term investments ....... 10,000
Cash dividends paid ................... 32,000
Interest paid ............... ... ... ... 16,000

Most materials in this section are available in McGraw-Hill’s Connect COI"H"IECII

EXERCISES Hehman Company reports net income of $530,000 for the year ended December 31, 2009. It also re-
ports $95,400 depreciation expense and a $4,000 gain on the sale of machinery. Its comparative balance
sheets reveal a $42,400 increase in accounts receivable, $21,730 increase in accounts payable, $11,660

E i 12-1 . . X
xercise decrease in prepaid expenses, and $16,430 decrease in wages payable.

Cash flow from
operations (indirect)

P2

Required

Prepare only the operating activities section of the statement of cash flows for 2009 using the indirect
method.
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The following transactions and events occurred during the year. Assuming that this company uses the Exercise 12-=2
indirect method 10 report cash provided by operating activities, indicate where each item would appear  Cash flow classification
on its statement of cash flows by placing an x in the appropriate column. (indirect) C2 C3 P2 x

Noncash Not
Investing Reported on

Statement of Cash Flows

Operating Investing Financing and Financing Statement
Activities  Activities Activities Activities or in Notes

. Paid cash to purchase inventory. ............... - - - - -
. Purchased land by issuing common stock. ........ - - - - -
. Accounts receivable decreased in the year. ....... - - - - -
. Sold equipment for cash, yielding a loss. ......... - - - - -
. Recorded depreciation expense. ............... - - - - -

Income taxes payable increased in the year. ........ - - - - -

. Declared and paid a cash dividend. ............. - - - - -

S0 THh o A N T Q

. Accounts payable decreased in the year .........
i. Paid cash to settle notes payable . .. ............

j. Prepaid expenses increased in the year ..........

The following transactions and events occurred during the year. Assuming that this company uses the Exercise 12-3°
direct method to report cash provided by operating activities, indicate where each item would appear on  Cash flow classification
the statement of cash flows by placing an x in the appropriate column. (direct) C2 C3 P5

Noncash Not

Statement of Cash Flows X
Investing Reported on

Operating Investing  Financing and Financing Statement
Activities  Activities Activities Activities or in Notes

a. Retired long-term notes payable by
issuing common stock . ... ...

b. Recorded depreciation expense. ...............

c. Paid cash dividend that was declared in
apriorperiod. ....... ... . L o oL

d. Sold inventory for cash. .....................

e. Borrowed cash from bank by
signing a 9-month note payable. .............

f. Paid cash to purchase a patent. . . ..............

g. Accepted six-month note receivable in
exchange for plantassets. . .................

h. Paid cash toward accounts payable. ... ..........
i. Collected cash fromsales. ...................
j. Paid cash to acquire treasury stock. ............

Zander Company’s calendar-year 2009 income statement shows the following: Net Income, $395,000; Exercise [2-4
Depreciation Expense, $48,980; Amortization Expense, $9,875; Gain on Sale of Plant Assets, $4,900. Cash flows from operating
An examination of the company’s current assets and current liabilities reveals the following changes (all  activities (indirect)

from operating activities): Accounts Receivable decrease, $7,600; Merchandise Inventory decrease, P2

$22,040; Prepaid Expensesincrease, $2,000; Accounts Payable decrease, $5,000; Other Payablesincrease,

$760. Use the indirect method to compute cash flow from operating activities.
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Exercise 12-5% For each of the following three separate cases, use the information provided about the calendar-year 2010
Computation of cash operations of Kowa Company to compute the required cash flow information.
flows (direct)
P5
Case A: Compute cash received from customers:
Sales ... ... $590,000
Accounts receivable, December 31,2009 ......... 38,000
Accounts receivable, December 31,2010 ......... 52,440
Case B: Compute cash paid for rent:
Rent expense . .............ccoiiiiiiii... $117,400
Rent payable, December 31,2009 .............. 6,700
Rent payable, December 31,2010 .............. 5,561
Case C: Compute cash paid for merchandise:
Costofgoodssold ......................... $651,000
Merchandise inventory, December 31,2009 ....... 201,810
Accounts payable, December 31,2009 ........... 84,760
Merchandise inventory, December 31,2010 ....... 165,484
Accounts payable, December 31,2010 ........... 105,102
Exercise 12-6 Use the following income statement and information about changes in noncash current assets and cur-
Cash flows from operating rent liabilities to prepare only the cash flows from operating activities section of the statement of cash
activities (indirect) flows using the indirect method.
P2
SEYMOUR COMPANY
Income Statement
For Year Ended December 31, 2009
Sales .. ... .. $2,175,000
Costof goodssold ................... 1,065,750
Gross profit . ........... ... 1,109,250
Operating expenses
Salaries expense . . ..., $297,975
Depreciation expense . . .............. 52,200
Rent expense . . ........... ... ..... 58,725
Amortization expenses—Patents . ... ... 6,525
Utilities expense . .................. 23,925 439,350
669,900
Gain on sale of equipment . ............. 8,700
Netincome .............. ... ....... $ 678,600
Changes in current asset and current liability accounts for the year that relate to operations follow.
Accounts receivable ......... $45,300 increase Accounts payable ....... $10,075 decrease
Merchandise inventory ....... 35,150 increase Salaries payable ......... 4,750 decrease
Exercise 12-78 Refer to the information about Seymour Company in Exercise 12-6.
Cash flows from operating Use the direct method to prepare only the cash provided or used by operating activities section of the
activities (direct) statement of cash flows for this company.

P5
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Use the following information to determine this company’s cash flows from investing activities. Exercise 12-8
a. Equipment with abook value of $72,500 and an original cost of $158,000 wassold at alossof $22,000. ~ Cash flows from investing
b. Paid $95,000 cash for a new truck. activities
c. Sold land costing $315,000 for $400,000 cash, yielding a gain of $15,000. P3

d. Long-term investments in stock were sold for $94,700 cash, yielding a gain of $5,750.

Use the following information to determine this company’s cash flows from financing activities. Exercise 12-9

a. Net income was $53,000. Cash flows from financing
b. Issued common stock for $75,000 cash. activities

€. Paid cash dividend of $13,000. P3

d. Paid $90,000 cash to settle a note payable at its $90,000 maturity value.
e. Paid $18,000 cash to acquire its treasury stock.
f. Purchased equipment for $67,000 cash.

Usethe following financia statements and additional information to (1) prepare a statement of cash flows Exercise 12=10
for the year ended June 30, 2009, using the indirect method, and (2) compute the company’s cash flow  Preparation of statement of
on total assets ratio for its fiscal year 2009. cash flows (indirect)

C2 A2 P1 P2 P3 1

BOULWARE INC.

Comparative Balance Sheets
June 30, 2009 and 2008

2009 2008
Assets BOULWARE INC.
Cash ... ... ... . . . $ 84,663 $ 49,494 Income Statement
Accounts receivable,net .............. 65,720 56,952 For Year Ended June 30, 2009
Inventory ........... ... . ... ..., 62,620 106,107 S $976.600
Prepaid expenses . .................. 4,960 5,763 Cost of goods sold . . .. ....oo..... 625,024
Equipment .......... ... . ... .. 118,387 131,532 GrOSS Profit « oo voo oo, 351,576
Accum. depreciation—Equipment . ... ... (26,350) (10,848) Operating expenses
Total assets . ............... ... $310,000 $339,000 Depreciation expense . . ... ...... $ 88,753
Liabilities and Equity Other expenses . .............. 101,879
Accounts payable . .................. $ 24,490 $ 35,256 Total operating expenses .. ........ 190,632
Wages payable . .................... 6,510 17,628 160,944
Income taxes payable ................ 2,170 4,068 Other gains (losses)
Notes payable (long term) ... .......... 31,953 76,953 Gain on sale of equipment . ...... 3,125
Common stock, $5 par value . .. ........ 208,000 158,000 Income before taxes . . ............ 164,069
Retained earnings . .................. 36,877 47,095 Income taxes expense . ........... 56,604
Total liabilities and equity . ............ $310,000 $339,000 Netincome .................... $107,465

Additional Information

a. A $45,000 note payable is retired at its carrying (book) value in exchange for cash.

b. The only changes affecting retained earnings are net income and cash dividends paid.

c. New equipment is acquired for $85,000 cash.

d. Received cash for the sale of equipment that had cost $98,145, yielding a $3,125 gain.
e. Prepaid Expenses and Wages Payable relate to Other Expenses on the income statement.
f. All purchases and sales of merchandise inventory are on credit.

Refer to the data in Exercise 12-10. Exercise 12-118
Using the direct method, prepare the statement of cash flows for the year ended June 30, 2009. Preparation of statement of cash
flows (direct) €2 P1 P3 P5
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Exercise 12-128 Use the following information about the cash flows of Valencia Company to prepare a complete state-
Preparation of statement of ment of cash flows (direct method) for the year ended December 31, 2009. Use a note disclosure for any
cash flows (direct) and noncash investing and financing activities.
supporting note
C2 C3 C4 P1 Cash and cash equivalents balance, December 31,2008 . ... ...................... $ 43,000

Cash and cash equivalents balance, December 31,2009 . ... ........ ... .......... 120,916

Cash received as iNterest . ......... ... ... ittt 4,300

Cash paid for salaries .. ....... . ... 124,700

Bonds payable retired by issuing common stock (no gain or loss on retirement) ....... 180,000

Cash paid to retire long-term notes payable . ... ........ ... ... . ... L L. 215,000

Cash received from sale of equipment .. ........ ... ... . . . i 105,350

Cash received in exchange for six-month note payable . ......................... 43,000

Land purchased by issuing long-term note payable ............. ... . ... . ...... 104,400

Cash paid for store equIpMent .. ...... ... ... 40,850

Cash dividends paid .. ... ... .. .. 25,800

Cash paid for other expenses .. ....... ... ... it 68,800

Cash received from customers . ........... ... .. 834,200

Cash paid for merchandise .. ........ . ... . . . .. 433,784
Exercise 12-13"% The following summarized Cash T-account reflects the total debits and total credits to the Cash account
Preparation of statement of of Clarett Corporation for calendar year 2009.
cash flows (direct) from (1) Use this information to prepare a complete statement of cash flows for year 2009. The cash provided
Cash T-account or used by operating activities should be reported using the direct method.
C2 Al PI P3 P5 x (2) Refer to the statement of cash flows prepared for part 1 to answer the following questions « through

d: (@) Which section—operating, investing, or financing—shows the largest cash (i) inflow and (ii) out-
flow? (b) What is the largest individual item among the investing cash outflows? (¢) Are the cash pro-
ceeds larger from issuing notes or issuing stock? (¢) Does the company have a net cash inflow or out-
flow from borrowing activities?

»" Accounting System:

Balance, Dec. 31, 2008 ..... .. 251,700
Receipts from customers .. . 7,074,800 | Payments for merchandise ...................... 2,934,822
Receipts from dividends .... ... 876,180 | Payments for wages ............. ... 1,018,882
Receipts from land sale ........... 397,676 | Payments for rent .... 586,964
Receipts from machinery sale . 606,826 | Payments for interest .. 398,693
Receipts from issuing stock .... 2,846,224 | Payments for taxes ........ ... 830,610
Receipts from borrowing ...... 1,795,388 | Payments for machinery .................... ... 3,130,900
Payments for long-term investments ........ 2,295,200
Payments for note payable ................ ... 905,787
Payments for dividends ..... ... 519,208
Payments for treasury stock ..................... 398,693
Balance, Dec. 31, 2009 .................. $ ? B
Purchiid, ‘ Pu Inveritory, " A
Exercise 12-14 Woodlock Company reports the following information for its recent calendar year.
Reporting cash flows from
operations (indirect) SAleS .. $80,000
C4 P2 Expenses
Cost of goods sold . .. .......... 50,000
Salaries expense ............... 12,000
Depreciation expense . .......... 6,000
Netincome .................... $12,000
Accounts receivable increase ....... $ 5,000
Inventory decrease .. ............. 8,000

Salaries payable increase ........... 500
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Required

Prepare the operating activities section of the statement of cash flows for Woodlock Company using the
indirect method.

Portland Company disclosed the following information for its recent calendar year. Exercise 12-15
Reporting and interpreting cash
REVENUES . ..o oo $200,000 flows from operations (indirect)
Expenses C4 P2 x
Salaries expense . ................. 168,000
Utilities expense . ................. 28,000
Depreciation expense .. ............ 29,200
Other expenses . ................. 6,800
Netloss ......... ... ... ... $(32,000)
Accounts receivable decrease .......... $ 48,000
Purchased a machine . .. .............. 20,000
Salaries payable increase .............. 36,000
Other accrued liabilities decrease ... .. .. 16,000
Required

1. Prepare the operating activities section of the statement of cash flows using the indirect method.

2. What were the mgjor reasons that this company was able to report a net loss but positive cash flow
from operations?

3. Of the potential causes of differences between cash flow from operations and net income, which are
the most important to investors?

Con:nect" Most materials in this section are available in McGraw-Hill’s Connect

Georgia Company, a merchandiser, recently completed its calendar-year 2009 operations. For the year, PROBLEM SET A
(1) al sales are credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers,

(3) dl purchases of inventory are on credit, (4) al debits to Accounts Payable reflect cash payments for Problem 12-1A
inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The

) : Statement of cash flows
company’s balance sheets and income statement follow.

(indirect method)

GEORGIA COMPANY €2 C3 AL P1 P2 P3

Comparative Balance Sheets
December 31, 2009 and 2008

2009 2008

Assets
Cash ... $ 49,800 $ 73,500
Accounts receivable .. ...... ... ... ... 65,840 56,000
Merchandise inventory ............... 277,000 252,000 GEORGIA COMPANY
Prepaid expenses ................... 1,000 1,500 Income Statement
EQUIPMENT « + + e v v oo e e e 158500 107,500 et [l pae e ol 200k
Accum. depreciation—Equipment ... ... .. (43,000) _(52,000) Sales ...t $584,500
Total assets . ...................... $509,140 $438,500 Cost of goods sold . ............. 281,000
Liabilities and Equity Gross profit . ......... ... . ... 303,500
Accounts payable .. ................. $ 42,965 $113,000 Operating expenses
Short-term notes payable . ............ 10,000 7,000 Depreciation expense ........... $ 20,000
Long-term notes payable ............. 70,000 48,000 Other expenses ............... 132,800 152,800
Common stock, $5 par value .......... 162,750 151,000 Other gains (losses)
Paid-in capital in excess Loss on sale of equipment ....... 5,875

of par, common stock . ............. 35,250 0 Income before taxes . .. ........... 144,825
Retained earnings . . ................. 188,175 119,500 Income taxes expense . ........... 24,250

Total liabilities and equity ............. $509,140 $438,500 Netincome .................... $120,575
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Check Cash from operating
activities, $42,075

Chapter 12 Reporting and Analyzing Cash Flows

Additional Information on Year 2009 Transactions

a. The loss on the cash sale of equipment was $5,875 (detailsin b).
b. Sold equipment costing $46,500, with accumulated depreciation of $29,000, for $11,625 cash.

c. Purchased equipment costing $97,500 by paying $35,000 cash and signing a long-term note payable
for the balance.

d. Borrowed $3,000 cash by signing a short-term note payable.
e. Paid $40,500 cash to reduce the long-term notes payable.

. Issued 2,350 shares of common stock for $20 cash per share.
g. Declared and paid cash dividends of $51,900.

)

Required

1. Prepare a complete statement of cash flows; report its operating activities using the indirect method.
Disclose any noncash investing and financing activities in a note.

Analysis Component

2. Analyze and discuss the statement of cash flows prepared in part 1, giving specia attention to the
wisdom of the cash dividend payment.

Problem 12-2A%
Cash flows spreadsheet
(indirect method)

P1 P2 P3 P4

Check Analysis of Changes column
totals, $594,850

Refer to the information reported about Georgia Company in Problem 12-1A.

Required

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report its operat-
ing activities using the indirect method. |dentify the debits and creditsin the Analysis of Changes columns
with letters that correspond to the following list of transactions and events.

a. Net income was $120,575.

b. Accounts receivable increased.

c. Merchandise inventory increased.
d. Prepaid expenses decreased.

e. Accounts payable decreased.

f. Depreciation expense was $20,000.

g. Sold equipment costing $46,500, with accumulated depreciation of $29,000, for $11,625 cash. This
yielded aloss of $5,875.
h. Purchased equipment costing $97,500 by paying $35,000 cash and (i.) by signing along-term note
payable for the balance.
j. Borrowed $3,000 cash by signing a short-term note payable.
k. Paid $40,500 cash to reduce the long-term notes payable.
I. Issued 2,350 shares of common stock for $20 cash per share.
m. Declared and paid cash dividends of $51,900.

Problem 12-3A"
Statement of cash flows (direct
method) C3 P1 P3 P5

Check Cash used in financing
activities, $(42,400)

Refer to Georgia Company’s financial statements and related information in Problem 12-1A.

Required

Prepare a compl ete statement of cash flows; report its operating activities according to the direct method.
Disclose any noncash investing and financing activities in a note.

Problem 12-4A
Statement of cash flows (indirect
method) C3 P1 P2 P3

eXcel

mhhe.com/wildMA2e

Memphis Corp., a merchandiser, recently completed its 2009 operations. For the year, (1) all sales are
credit sales, (2) al credits to Accounts Receivabl e reflect cash receipts from customers, (3) al purchases
of inventory are on credit, (4) all debitsto Accounts Payable reflect cash paymentsfor inventory, (5) Other
Expenses are all cash expenses, and (6) any change in Income Taxes Payable reflects the accrual and
cash payment of taxes. The company’s balance sheets and income statement follow.
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MEMPHIS CORPORATION

Comparative Balance Sheets
December 31,2009 and 2008

465

2009 2008

Assets
Cash ... . $ 165,000 $137,000
Accounts receivable . ................ 82,000 74,000
Merchandise inventory . .............. 620,000 525,000 MEMPHIS CORPORATION
Equipment .......... ... ... ... .. 345,000 240,000 Income Statement
Accum. depreciation—Equipment . ... ... (159,000)  (102,000) For Year Ended December 31,2009
Total assets . ............cuiuinon.. $1,053,000 $874,000 Sales . $1,794.000
Liabilities and Equity Cost of goods sold .. ......... 1,088,000
Accounts payable . .................. $ 160,000 $ 96,000 Gross profit ................ 706,000
Income taxes payable ................ 22,000 19,000 Operating expenses
Common stock, $2 par value . . ......... 588,000 560,000 Depreciation expense ....... $ 57,000
Paid-in capital in excess Other expenses .. .......... 500,000 557,000

of par value, common stock . ......... 201,000 159,000 Income before taxes .......... 149,000
Retained earnings . .................. 82,000 40,000 Income taxes expense ......... 22,000
Total liabilities and equity ............. $1,053,000 $874,000 Net income . ............... $ 127,000

Additional Information on Year 2009 Transactions
a. Purchased equipment for $105,000 cash.

b. Issued 14,000 shares of common stock for $5 cash per share.
c. Declared and paid $85,000 in cash dividends.

Required

Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating
activities according to the indirect method.

Check Cash from operating
activities, $148,000

Refer to the information reported about Memphis Corporation in Problem 12-4A.

Required

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report operating
activities under the indirect method. Identify the debits and credits in the Analysis of Changes columns
with letters that correspond to the following list of transactions and events.

a. Net income was $127,000.
b. Accounts receivable increased.

c. Merchandise inventory increased.
d. Accounts payable increased.

e. Income taxes payable increased.

f. Depreciation expense was $57,000.

g. Purchased equipment for $105,000 cash.
h. Issued 14,000 shares at $5 cash per share.

i. Declared and paid $85,000 of cash dividends.

Problem 12-5A*
Cash flows spreadsheet
(indirect method)

P1 P2 P3 P4

eXcel

mhhe.com/wildMA2e

Check Analysis of Changes column
totals, $614,000

Refer to Memphis Corporation’s financia statements and related information in Problem 12-4A.

Required

Prepare a complete statement of cash flows; report its cash flows from operating activities according to
the direct method.

Problem 12-6AF
Statement of cash flows
(direct method) P1 P3 P5

eXcel
mhhe.com/wildMA2e

Check Cash used in financing
activities, $(15,000)
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Problem 12-7A Rawling Company’s 2009 income statement and selected balance sheet data at December 31, 2008 and
Computing cash flows from 2009, follow ($ thousands).

operations (indirect)

C4 P2 RAWLING COMPANY
Income Statement
RAWLING COMPANY Sales revenue . .............. $48,600
Selected Balance Sheet Accounts Expenses

At Decmber 31 2009 2008 Cost of' gcf)ods sold ......... 21,000
Accounts receivable ....... $280 $290 Depreciation expense ....... 6,000
e S 99 77 Salaries expense . .......... 9,000
Accounts payable ......... 220 230 MIUGEIES oco000000000¢ i
Salaries payable . ... renn. .. 44 35 Insurance expense .......... 1,900
s Interest expense . .......... 1,800
Utilities payable . .......... I 8 o
Bl TR 13 14 Ut.I|ItIeS expense . .......... 1,400
el G T 9 Net income ................ $ 3,000
Required
Check Cash from operating Prepare the cash flows from operating activities section only of the company’s 2009 statement of cash
activities, $8,989 flows using the indirect method.
Problem 12-8A°" Refer to the information in Problem 12-7A.
Computing cash flows from
operations (direct) Required
C4 P5 Prepare the cash flows from operating activities section only of the company’s 2009 statement of cash

flows using the direct method.

PROBLEM SET B Wilson Corporation, a merchandiser, recently completed its calendar-year 2009 operations. For the year,

(1) dl sales are credit sales, (2) al credits to Accounts Receivable reflect cash receipts from customers,
Problem 12-1B (3) dl purchases of inventory are on credit, (4) al debits to Accounts Payable reflect cash payments for
inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The

Statement of cash flows \ :
company’s balance sheets and income statement follow.

(indirect method)

C2 C3 Al P1 P2 P3 WILSON CORPORATION

Comparative Balance Sheets
December 31, 2009 and 2008

2009 2008
Assets
WILSON CORPORATION Cash ... ... . $ 49,400 $ 74,000
Income Statement Accounts receivable . ................ 65,830 55,000
For Year Ended December 31,2009 Merchandise inventory ............... 277,000 252,000
Sales . $585,000 Prepaid expenses . .................. 1,250 1,600
Cost of goods sold .. ... ........ 285,000 Equipment .. ...... ... .. ... . L., 158,500 107,500
Gross profit - . - - .o\ oo m Accum. depreciation—Equipment . . . ... .. (36,625) (46,000)
By G Total assets .. .........oueiuinnonnn $515,355 $444,100
Depreciation expense . .......... $ 20,000 Liabilities and Equity
Other expenses ............... _134,000 Accounts payable .. ................. $ 55380  $112,000
Total operating expenses .......... 154,000 Short-term notes payable ............. 9,000 7,000
146,000 Long-term notes payable ............. 70,000 48,250
Other gains (losses) Common stock, $5 par .............. 162,500 150,750
Loss on sale of equipment ....... 5,625 Paid-in capital in excess
Income before taxes . . ............ 140,375 of par, common stock . ............. 35,250 0
Income taxes expense . ........... 24,250 Retained earnings . .. ................ 183,225 126,100

Netincome . ................... $116,125 Total liabilities and equity . ............ $515,355 $444,100
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Additional Information on Year 2009 Transactions
a. The loss on the cash sale of equipment was $5,625 (details in b).
b. Sold equipment costing $46,500, with accumulated depreciation of $29,375, for $11,500 cash.

¢. Purchased equipment costing $97,500 by paying $25,000 cash and signing a long-term note payable
for the balance.

d. Borrowed $2,000 cash by signing a short-term note payable.
e. Paid $50,750 cash to reduce the long-term notes payable.

f. Issued 2,350 shares of common stock for $20 cash per share.
g. Declared and paid cash dividends of $59,000.

Required

1. Prepare a complete statement of cash flows; report its operating activities using the indirect method.  Check Cash from operating
Disclose any noncash investing and financing activities in a note. activities, $49,650

Analysis Component

2. Analyze and discuss the statement of cash flows prepared in part 1, giving specia attention to the
wisdom of the cash dividend payment.

Refer to the information reported about Wilson Corporation in Problem 12-1B. Problem 12-2B”
Cash flows spreadsheet
Required (indirect method)

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report its operat- P1 P2 P3 P4
ing activities using the indirect method. |dentify the debits and creditsin the Analysis of Changes columns
with letters that correspond to the following list of transactions and events.

a. Net income was $116,125.

b. Accounts receivable increased.

¢. Merchandise inventory increased.
d. Prepaid expenses decreased.

e. Accounts payable decreased.

f. Depreciation expense was $20,000.

g. Sold equipment costing $46,500, with accumulated depreciation of $29,375, for $11,500 cash. This
yielded a loss of $5,625.

h. Purchased equipment costing $97,500 by paying $25,000 cash and (i.) by signing along-term note
payable for the balance.

jo Borrowed $2,000 cash by signing a short-term note payable.

k. Paid $50,750 cash to reduce the long-term notes payable.

I. Issued 2,350 shares of common stock for $20 cash per share. Check  Analysis of Changes column

m. Declared and paid cash dividends of $59,000. totals, $604,175

Refer to Wilson Corporation’s financial statements and related information in Problem 12-1B. Problem 12-3BB
Statement of cash flows (direct

Required method)

Prepare a complete statement of cash flows; report its operating activities according to the direct method. €3 P1 P3 P5

Disclose any noncash investing and financing activities in a note. Check Cash used in financing

activities, $(60,750)
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Problem 12-4B
Statement of cash flows
(indirect method)

C3 P1 P2 P3

2009 2008
Assets
Cash ... $ 164,000 $ 131,000
Accounts receivable . ................ 82,000 70,000
PRIUS COMPANY Merchandise inventory . .............. 605,000 515,000
Income Statement EQUIPMENE « .« e v eveee e 350,000 276,000
For Year Ended December 31, 2009 Accum. depreciation—Equipment . . . . . . .. (157,000)  (102,000)
,,,,,, $1,792,000 Totalassets ....................... $1,044,000 $ 890,000
Cost of goods sold ........... 1,087,000 Liabilities and Equity
------ 705,000 Accounts payable .. ................. $ 173000 $ 119,000
Income taxes payable ................ 20,000 17,000
------ $ 55,000 Common stock, $2 par value .. ........ 580,000 560,000
""" 494,000 549,000 Paid-in capital in excess
~~~~~~ 156,000 of par, common stock . ............. 193,000 163,000
~~~~~~ 24,000 Retained earnings . .. ................ 78,000 31,000
...... $ 132,000 Total liabilities and equity ............. $1,044000 $ 890,000

Gross profit ..........

Operating expenses
Depreciation expense

Other expenses . .. ...
Income before taxes .. ..
Income taxes expense . ..

Net income ..........

Prius Company, a merchandiser, recently completed its 2009 operations. For the year, (1) al sales are
credit sales, (2) al credits to Accounts Receivabl e reflect cash receipts from customers, (3) al purchases
of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for inventory,
(5) Other Expenses are cash expenses, and (6) any change in Income Taxes Payable reflects the accrual
and cash payment of taxes. The company’s balance sheets and income statement follow.

PRIUS COMPANY

Comparative Balance Sheets
December 31, 2009 and 2008

Check Cash from operating
activities, $142,000

Additional Information on Year 2009 Transactions
a. Purchased equipment for $74,000 cash.

b. Issued 10,000 shares of common stock for $5 cash per share.
c. Declared and paid $85,000 of cash dividends.

Required

Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating
activities according to the indirect method.

Problem 12-5B*
Cash flows spreadsheet
(indirect method)

P1 P2 P3 P4

Check Analysis of Changes column
totals, $555,000

Refer to the information reported about Prius Company in Problem 12-4B.

Required

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report operating ac-
tivities under the indirect method. |dentify the debits and credits in the Analysis of Changes columns
with letters that correspond to the following list of transactions and events.

a. Net income was $132,000.
b. Accounts receivable increased.

¢. Merchandise inventory increased.
d. Accounts payable increased.

e. Income taxes payable increased.

f. Depreciation expense was $55,000.

g. Purchased equipment for $74,000 cash.
h. Issued 10,000 shares at $5 cash per share.

i. Declared and paid $85,000 of cash dividends.
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Refer to Prius Company’s financial statements and related information in Problem 12-4B.

Required

Prepare a complete statement of cash flows; report its cash flows from operating activities according to
the direct method.

Problem 12-6B®
Statement of cash flows
(direct method) P1 P3 P5

Check Cash used by financing
activities, $(35,000)

Kodak Company’s 2009 income statement and selected balance sheet data at December 31, 2008 and
2009, follow ($ thousands).

KODAK COMPANY

Income Statement
Sales revenue . .............. $312,000 KODAK COMPANY
Expenses Selected Balance Sheet Accounts

Cost of goods sold .. ....... 144,000 At December 31 2009 2008
Depreciation expense . . . . . . .. 64,000 Accounts receivable . .. ﬁ m
Salaries expense . . .......... 40,000 INVENOrY oo, 172 196
Rent expense ............. 10,000 Accounts payable ... ...... 480 520
IFHUELTE TR oo 5,200 Salaries payable .. ......... 180 120
Interest expense . .......... 4,800 Utilities payable . .. ........ 40 0
Utilities expense .. ......... 4,000 Prepaid insurance . ........ 28 36
Netincome ................ $ 40,000 Prepaid rent . ............ 20 40
Required

Prepare the cash flows from operating activities section only of the company’s 2009 statement of cash
flows using the indirect method.

Problem 12-7B
Computing cash flows from
operations (indirect)

C4 P2

Check Cash from operating
activities, $103,992

Refer to the information in Problem 12-7B.

Required

Prepare the cash flows from operating activities section only of the company’s 2009 statement of cash
flows using the direct method.

(This serial pr oblem began in Chapter 1 and continues thr ough most of the book. If pr evious c hapter
segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary,
to use the Working Papers that accompany the book.)

SP 12 Adriana Lopez, owner of Success Systems, decides to prepare a statement of cash flows for
her business. (Although the seria problem allowed for various ownership changesin earlier chapters, we
will prepare the statement of cash flows using the following financial data.)

Problem 12-8B"®
Computing cash flows from
operations (direct)

C4 PS5

SERIAL PROBLEM

Success Systems
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SUCCESS SYSTEMS

Comparative Balance Sheets
December 31, 2009, and March 31, 2010

2010 2009
Assets

SUCCESS SYSTEMS (&SN 0o 0000000000000000000000000000 $ 77,845 $58,160
Income Statement Accounts receivable . . .................. 22,720 5,668
For Three Months Ended March 31,2010 Merchandise inventory . ................. 704 0
Computer services revenue . . . . . . . . . $25.160 Computer supplies . ................... 2,005 580
Net sales . . oo 18,693 Prepaid insurance . ................. ... 1,110 1,665
Total revenue . . . oo m Prepaidrent . ........... .. ... ....... 825 825
Cost of goods sold . .. ............ $14,052 Office equipment . .. ................... 8,000 8,000

Depreciation expense— Accun}ulated depreciation—Office
Office equipment . ............. 400 equipment .. ...... ... (800) (400)
Depreciation expense— Computer equipment . ................. 20,000 20,000

Computer equipment . .......... 1,250 Accumulated depreciation—
VVages expense .. ............... 3,250 Computer equipment .. ............... (2,500) (1,250)
INSUFANCE EXPENSe . ... oevvnn. .. 555 Total assets . ............oiiiiii.n $129,909 $93,248
Rent expense ................... 2,475 Liabilities and Equity
Computer supplies expense . ... ..... 1,305 Accounts payable . . ........ .. ... L. $ 0 $ 1,100
Advertising expense .. ............ 600 Wages payable .. . ......... ... ... ...... 875 500
Mileage expense . ................ 320 Unearned computer service revenue . . ... ... 0 1,500
Repairs expense—Computer .. ..... 960 Common stock ............ ... ... .. .. 108,000 83,000
Total expenses . ................. 25,167 Retained earnings . .................... 21,034 7,148
Netincome .................... $18,686 Total liabilities and equity . ............... $129,909 $93,248
Required

Prepare a statement of cash flows for Success Systems using the indirect method for the three months
ended March 31, 2010. Recall that the owner Adriana Lopez contributed $25,000 to the business in
exchange for additional stock in the first quarter of 2010 and has received $4,800 in cash dividends.

Check Cash flows used by
operations: $(515)

BEYOND THE NUMBERS

REPORTING IN BTN 12-1 Referto Best Buy’s financial statements in Appendix A to answer the following.
ACTION 1. IsBest Buy's statement of cash flows prepared under the direct method or the indirect method? How
C4 Al i do you know?
2. For each fiscal year 2007, 2006, and 2005, is the amount of cash provided by operating activities
more or |less than the cash paid for dividends?
Eﬁusy' 3. What is the largest amount in reconciling the difference between net income and cash flow from

operating activities in 2007? In 2006? In 20057
4. ldentify the largest cash flows for investing and for financing activities in 2007 and in 2006.

Fast Forward

5. Obtain Best Buy’s financia statements for a fiscal year ending after March 3, 2007, from either its
Website (BestBuy.com) or the SEC's EDGAR database (www.sec.gov). Since March 3, 2007, what
are Best Buy’s largest cash outflows and cash inflows in the investing and in the financing sections
of its statement of cash flow?
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BTN 12-2 Key figuresfor Best Buy, Circuit City, and RadioShack follow. COMPARATIVE
ANALYSIS
Best Buy Circuit City RadioShack AL A2 i
Current | Year 2 Years Current | Year 2 Years Current | Year 2 Years

($ millions) Year Prior Prior Year Prior Prior Year Prior Prior
BEST |
. BUY
Operating .

cashflows.... $ 1,762 $ 1,740 $ 1981 $ 316 $ 365 $ 389 $ 315 $ 363 $ 353

Total assets .... 13,570 11,864 10294 4007 4069 3,840 2070 2205 2517 @RadioShackﬁ
Required
1. Compute the recent two years cash flow on total assets ratios for Best Buy, Circuit City, and

RadioShack.

2. What does the cash flow on total assets ratio measure?
3. Which company has the highest cash flow on total assets ratio for the periods shown?
4. Does the cash flow on total assets ratio reflect on the quality of earnings? Explain.

BTN 12-3 Kaedyn Gishispreparing for ameeting with her banker. Her businessisfinishingitsfourth ETHICS

year of operations. In the first year, it had negative cash flows from operations. In the second and third e HALLENGE
years, cash flows from operations were positive. However, inventory costs rose significantly in year 4, and ~
cash flows from operations will probably be down 25%. Gish wants to secure a line of credit from her Cl G2 Al }s,k i
banker as a financing buffer. From experience, she knows the banker will scrutinize operating cash flows

for years 1 through 4 and will want a projected number for year 5. Gish knows that a steady progression

upward in operating cash flows for years 1 through 4 will help her case. She decides to use her discretion

as owner and considers severa business actions that will turn her operating cash flow in year 4 from a

decrease to an increase.

Required
1. ldentify two business actions Gish might take to improve cash flows from operations.
2. Comment on the ethics and possible consequences of Gish’s decision to pursue these actions.

BTN 12-4 Your friend, Hanna Willard, recently completed the second year of her businessand juss COMMUNICATING
received annual financial statements from her accountant. Willard finds the income statement and bal-  |N PRACTICE

ance sheet informative but does not understand the statement of cash flows. She says the first section is g

especially confusing because it contains alot of additions and subtractions that do not make sense to her. Cl C4 };/) 1

Willard adds, “ The income statement tells me the business is more profitable than last year and that’s

most important. If I want to know how cash changes, | can look at comparative balance sheets.”

Required

Write a half-page memorandum to your friend explaining the purpose of the statement of cash flows.
Speculate as to why the first section is so confusing and how it might be rectified.

BTN 12-5 Access the April 19, 2007, filing of the 10-K report (for fiscal year ending February 3, TAKING IT TO
2007) of J. Crew Group, Inc., a www.SEC.gov. THE NET

Required Al
1. Does J. Crew use the direct or indirect method to construct its consolidated statement of cash flows? @
2. For the fiscal year ended February 3, 2007, what is the largest item in reconciling the net income to
net cash provided by operating activities?
3. In the recent three years, has the company been more successful in generating operating cash flows
or in generating net income? Identify the figures to support the answer.
4. In the year ended February 3, 2007, what was the largest cash outflow for investing activities and for
financing activities?
5. What item(s) does J. Crew report as supplementary cash flow information?
6. Does J. Crew report any noncash financing activities for fiscal year 20077 Identify them, if any.
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TEAMWORK IN BTN 12-6 Team members are to coordinate and independently answer one question within each of
ACTION the following three sections. Team members should then report to the team and confirm or correct team-

mates’ answers.
1. Answer one of the following questions about the statement of cash flows.
a. What are this statement’s reporting objectives?
b. What two methods are used to prepare it? |dentify similarities and differences between them.
c. What steps are followed to prepare the statement?
d. What types of analyses are often made from this statement’s information?

2. Identify and explain the adjustment from net income to obtain cash flows from operating activities
using the indirect method for one of the following items.

a. Noncash operating revenues and expenses.
b. Nonoperating gains and |osses.
c. Increases and decreases in noncash current assets.
d. Increases and decreases in current liabilities.
3.Bldentify and explain the formula for computing cash flows from operating activities using the direct

Cl C4 Al P2 P5

Note: For teams of more than four,
some pairing within teams is necessary.

Use as an in-class activity or as an as- method for one of the fO”O\ng items.
signment. If used in class, specify a time a. Cash receipts from sales to customers.
limit on each part. Conclude with b. Cash pald for merchandise inventory

. ;

reports to the entire class, using team

rotation. Each team can prepare ¢. Cash paid for wages and operating expenses.
responses on a transparency. d. Cash pald for interest and taxes.

ENTREPRENEURIAL BTN 12-7 Review the chapter's opener involving Jungle Jim’s International Market.

DECISION .
@ o~ Required
) i E? 1. In abusiness such as Jungle Jim's, monitoring cash flow is always a priority. Even though Jungle
Jim’'s now has thousands in annual sales and earns a positive net income, explain how cash flow can
lag behind earnings.
2. Jungledim’'sisaclosely held corporation. What are potential sources of financing for itsfuture expansion?
G2 Al i ?g) BTN 12-8 Jenna and Matt Wilder are completing their second year operating Mountain High, a
> downhill ski area and resort. Mountain High reports a net loss of $(10,000) for its second year, which
includes an $85,000 extraordinary loss from fire. This past year also involved major purchases of plant
assets for renovation and expansion, yielding ayear-end total asset amount of $800,000. Mountain High's
net cash outflow for its second year is $(5,000); a summarized version of its statement of cash flows
follows:
Net cash flow provided by operating activities ....... $295,000
Net cash flow used by investing activities ........... (310,000)
Net cash flow provided by financing activities ........ 10,000
Required
Write a one-page memorandum to the Wilders evaluating Mountain High's current performance and
assessing its future. Give special emphasis to cash flow data and their interpretation.
HITTING THE BTN 12-9 Visit TheMotley Fool’sWebsite (Foaol.com). Click on the sidebar link titled Fool’s School
ROAD (or Fool.com/School). |dentify and select the link How to Value Stocks.
Cl Required

1. Click on Introduction to Valuation, and then Cash-Flow-Based Valuations. How does the Fool’s school
define cash flow? What is the School’s reasoning for this definition?
2. Per the school’s instruction, why do analysts focus on earnings before interest and taxes (EBIT)?

3. Visit other links at this Website that interest you such as “How to Read a Balance Sheet,” or find out
what the “Fool’s Ratio” is. Write a half-page report on what you find.
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BTN 12-10 Key comparative information for DSG international plc (DSGiplc.com) follows. GLOBAL DECISION

Cl C2 C4

(£ millions) CurrentYear | Year Prior 2 Years Prior
XN (Besy |

Operating cash flows .. ...... £ 207 £ 338 £ 375 BUY »

Total assets . ............. 3,977 4,120 4,104
[®)RadioShack.

Required
1. Compute the recent two years' cash flow on total assets ratio for DSG.
2. How does DSG's ratio compare to Best Buy’s, Circuit City’s, and RadioShack’s ratios from BTN 12-2?

ANSWERS TO MULTIPLE CHOICE QUIZ

1. b; 3. d; FASB requires cash interest paid to be reported under operating.

Netincome . ......... ... ... $15,200 ) )
Depreciation expense . . .. ............ 10,000 5 6 g]f;ggl (if;rzézl gg(e)s S UETE = SZEE0I A Gl =
Gai leofland . ................ 3,000 e
e EI 500; 5. e Increase in inventory = $112,000 — $105,000 = $7,000
ncrease in inventory . ............... , .
) 4 Increase in accounts payable = $101,300 — $98,500 = $2,800
Increase in accounts payable . .......... 2,850 Cash paid for merchandise = $545.000 + $7.000 —
Net cash provided by operations ....... $23,550 &2 808 — $549.200 B ' '

2. c; cashreceived from sale of machineisreported as an investing activity.
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