Chapter 13
Lecture Notes

Chapter theme: This chapter explains how to classify transactions as operating, investing, or financing activities, and it explains how to create a statement of cash flows. The indirect method of determining the net cash provided by operating activities is illustrated within the chapter and the direct method is demonstrated in Appendix 13A.   

I. Purposes of the statement of cash flows

A. The statement of cash flows can be used to answer crucial questions such as:

i. Are cash flows sufficient to support ongoing operations?

ii. Will the company be able to repay its debts?


iii. Will the company be able to pay its usual dividend?

iv. Why do net income and net cash flow differ?

v. To what extent will the company have to borrow money to make needed investments? 

“In Business Insights”

 “Watching the Cash Flow at a Dot.Com” (see page 550)

II. The basic approach to a statement of cash flows 
Learning Objective 1: Classify changes in noncash balance sheet accounts as sources or uses of cash.

A. Definition of cash

i. In a statement of cash flows, cash is broadly defined to include both cash and cash equivalents.

1. Cash equivalents consist of short-term, highly liquid investments such as Treasury Bills, commercial paper, and money market funds.  

B. Constructing the statement of cash flows using changes in noncash balance sheet accounts

i. The net cash flow for a period is a function of the following:


1. Net income

2. Changes in noncash assets
3. Changes in liabilities
4. Changes in capital stock accounts
5. Dividends paid to stockholders


ii. Changes in the accounts mentioned on the previous slide can be classified as either sources or uses of cash as shown on this slide. Notice:

1. Net income is always a source of cash.

2. Net loss is always a use of cash.

3. Decreases (increases) in noncash asset accounts are always sources (uses) of cash. 

4. Increases (decreases) in liability accounts are always sources (uses) of cash.

a. Contra-assets follow the rules for liabilities.
5. Increases (decreases) in capital stock accounts are always sources (uses) of cash.

6. Dividends paid to stockholders are always uses of cash.

iii. Examples of sources and uses of cash

1. Increases in noncash asset accounts imply uses of cash. For example:
a. If inventory is purchased on credit from a supplier, it is implied that cash was used to acquire the inventory.

2. Increases in liability accounts imply sources of cash. For example:

a. If inventory is purchased on credit from a supplier, it is implied that an increase in a payable has the effect of increasing cash available for other uses.

3. Decreases in noncash asset accounts imply sources of cash. For example:

a. If accounts receivable decreases when a customer pays his/her bill, the company’s cash balance increases accordingly.

4. Decreases in liability accounts imply uses of cash. For example:

a. If a company makes a payment on a note payable, the company’s cash balance decreases accordingly.

“In Business Insights”

“What’s Up at Amazon?” (see page 552)

III. An example of a simplified statement of cash flows

A. Ed’s Pizza Hut: constructing a simplified statement of cash flows 

i. Assume that comparative balance sheet account balances for Ed’s Pizza Hut are as shown. Notice:

1. The change in the cash balance is a decrease of $19,000.  


ii. Assume the additional information as shown.


iii. A summary of the sources of cash is as shown. Notice:

1. The total sources of cash is $66,000.

iv. A summary of the uses of cash and the net cash flow is as shown. Notice:


1. The total uses of cash is $85,000.

2. The net cash flow is ($19,000). Notice:

a. This amount agrees with the change in cash shown earlier when we looked at 

comparative balance sheet account balances. 

v. This simplified approach does not follow the format required for external reporting purposes. It is for illustrative purposes only.

“In Business Insights”

 “Plugging the Cash Flow Leak” (see page 556)

IV. Organization of the full-fledged statement of cash flows
Learning Objective 2: Classify transactions as operating activities, investing activities, or financing activities.

A. The three sections of the statement of cash flows

i. Operating activities are those activities that enter into the determination of net income. Generally speaking, this includes:

1. All transactions affecting current assets.

2. All transactions affecting current liabilities (except for issuing and repaying a note payable and changes in dividends payable).

3. All changes in noncurrent balance sheet accounts that directly affect net income such as the Accumulated Depreciation and Amortization account.

Helpful Hint: Tell students that a rule of thumb for the sections of the statement of cash flows is that changes in current assets and liabilities are reported in the operating section, changes in long-term assets are reported in the investing section, and changes in long-term liabilities and stockholder’s equity are reported in the financing section.

ii. Investing activities relate to transactions involving the acquiring or disposing of noncurrent assets. These transactions include:

1. Acquiring or selling property, plant and equipment.

2. Acquiring or selling securities (such as bonds and stocks of other companies) held for long-term investment.

3. Lending money to another entity and subsequently collecting on the loan.

iii. Financing activities relate to transactions involving borrowing from creditors or repaying creditors and engaging in transactions with the company’s owners.

1. Transactions with creditors that affect net income, such as interest on debt, are classified as operating activities.

Helpful Hint: The proper classification of stock and bond transactions sometimes causes confusion. Emphasize that dividends received and interest earned are classified as part of operating activities instead of investing activities. The primary reason is that dividends received and interest earned are included in net income. Transactions involving the purchase and sale of stocks and bonds, however, are classified as investing activities.

Helpful Hint: The proper classification of debt transactions also sometimes causes confusion. Emphasize that interest paid to debtors is classified as part of operating activities instead of financing activities. Again, the primary reason is that interest paid on debt is included in net income. Transactions involving taking out and retiring loans, however, are classified as financing activities.

B. The format of the statement of cash flows (indirect method)

i. General overview


1. Cash flows are divided into three categories – operating, investing, and financing activities.

2. The beginning cash balance is reconciled with the ending cash balance.

ii. Operating activities

1. The general format for this section of the statement is as shown. It includes those activities that enter into the determination of net income. 

2. As a reminder, as shown in this table, sources of cash are added to net income and uses of cash are deducted from net income. More specifically:

a. Decreases in current noncash assets would be added to net income. 

b. Increases in current liabilities would be added to net income.

c. Increases in current noncash assets would be subtracted from net income.

d. Decreases in current liabilities would be subtracted from net income.

e. Depreciation charges are treated the same as current liabilities, thus they are added to net income.

f. Gains are subtracted from net income and losses are added to net income.

Helpful Hint: Ask students why the cash provided by operating activities is important. The answer is that this figure provides a signal concerning the ability of operations to generate a positive cash flow. A company whose operations chronically generate negative cash flows is in trouble.

iii. Investing activities

1. The general format for this section of the statement is as shown. It includes those transactions that involve the acquisition or disposal of noncurrent assets.  

iv. Financing activities

1. The general format for this section of the statement is as shown. It includes those transactions that involve the receipts from or payments to creditors and owners.   

“In Business Insights”

“Warning Signs on the Statement of Cash Flows” (see page 557)

“In Business Insights”

“Manipulative Cash Flow Reporting” (see page 558)

V. Other issues in preparing the statement of cash flows

A. Cash flows: gross or net?

i. For both financing and investing activities, items on the statement of cash flows should be presented in gross amounts rather than in net amounts. For example:

1. If Macy’s Department Stores purchases $50 million in property during the year and sells other property for $30 million, instead of showing the net change of $20 million, the company must report the gross amounts of both transactions.

ii. The gross method of reporting does not extend to operating activities, where debits and credits to an account are netted against each other. 

B. Operating activities: direct or indirect method?

i. The net cash provided by operating activities can be computed by either the direct or indirect method.


1. The direct method reconstructs the income statement on a cash basis from top to bottom. For example:

a. Cash collected from customers is used instead of revenue, and payments to suppliers is used instead of cost of sales.

2. The indirect method (also known as the reconciliation method) constructs the operating activities section of the statement of cash flows by starting with net income and adjusting it to a cash basis.

a. Items that do not affect cash flows are removed from net income thereby showing the reasons why net income differs from net cash provided by operating activities.

ii. The FASB encourages the use of the direct method. However, if the direct method is used it must be accompanied by a supplementary reconciliation of net income with operating cash flows. In other words, the indirect method must also be shown. 

1. If a company decides to use the indirect method for determining net cash flows from operating activities, there is no 
requirement that it also report the results using the direct method.

a. Not surprisingly, only about 1% of companies use the direct method to construct the statement of cash flows for external reports. 

“In Business Insights”

“The Popularity of the Indirect Method” (see page 559)

Learning Objective 3: Prepare a statement of cash flows using the indirect method to determine the net cash provided by operating activities.

VI. An example of a full-fledged statement of cash flows (indirect method)

A. Ed’s Pizza Hut revisited

i. Underlying assumptions


1. Let’s revisit the comparative balance sheet account balances for Ed’s Pizza Hut as shown.

2. Let’s also refresh our memory regarding the following additional information as shown.

ii. Eight steps to preparing the statement of cash flows

1. The first step is to copy on to a worksheet the title of each account appearing on the comparative balance sheets except for cash and cash equivalents and retained earnings. 

a. Contra asset accounts should be listed with the liabilities

2. The second step is to compute the change from the beginning balance to the ending balance in each balance sheet account. Breakdown the change in retained earnings into net income and dividends.  

3. The third step is to code each entry on the worksheet as a source or use of cash. 

a. The noncash assets are coded as shown.

b. The liabilities and depreciation are coded as shown.

c. The capital stock account is coded as shown.

d. The net income/loss and dividends are coded as shown.

4. The fourth step is to code sources of cash as positive numbers and uses of cash as negative numbers as shown.  

5. The fifth step is to make any necessary adjustments – including adjustments for gains and losses.

a. The net effect of these adjustments should equal zero. 

6. The sixth step is to classify each entry on the worksheet as an operating, investing, or financing activity as shown.

7. The seventh step is to copy the data from the worksheet into the statement of cash flows section by section.

a. The net cash flow from operations would appear as shown.

· The depreciation is added back to net income to cancel out the reduction in net income caused by including this noncash expense in the income statement.

b. The complete statement of cash flows would appear as shown.

8. The eighth step is to prepare a cash reconciliation at the bottom of the statement as shown.

9. As a supplement to this statement, Ed’s Pizza Hut would also disclose the issuance of $50,000 of stock to a creditor as a noncash financing activity. 

a. This amount was adjusted out of the worksheet in step 5.

iii. Interpretation of the statement of cash flows

1. Ed’s Pizza Hut generated a net cash flow from operations of ($48,000). This suggests that the company may not be generating sufficient cash flows on a continuing basis to sustain the business without liquidating assets or borrowing money.

“In Business Insights”

“Evaporating Cash Flow” (see page 564)

“In Business Insights”



“What’s Wrong with This Picture?” (page 566)
“In Business Insights”

“Free Cash Flow: Do the Math” (see page 566)
Learning Objective 4: Use the direct method to determine the net cash provided by operating activities.

VII. Appendix 13A: The direct method of determining the net cash provided by operating activities (Slide #46 is a title slide for the appendix) 


A. Computing net cash provided by operating activities


i. The direct method computes net cash provided by operating activities by reconstructing the income statement on a cash basis from top to bottom.


1. The amount of net cash provided by operating activities under the direct method will always agree with the amount computed using the indirect method.

B. Similarities and differences in the handling of data

i. The adjustments for accounts that affect revenue are the same in the direct and indirect methods.

1. In either case, increases in the accounts are deducted and decreases in the accounts are added.

ii. The adjustments for accounts that affect expenses are handled in opposite ways for the direct and indirect methods. Under the indirect method, the adjustments are made to net income, whereas under the direct method the adjustments are made to the expense accounts themselves. For example:

1. In the indirect method, an increase in prepaid expenses is deducted from net income. However, in the direct method an increase in prepaid expenses is added to operating expenses.    


iii. Regarding gains and losses on sale of assets, no adjustments are needed at all under the direct method.


1. These gains and losses are ignored since they are not part of sales, cost of goods sold, operating expenses, or income taxes.

Helpful Hint: Emphasize that the differences between the direct and indirect methods are mostly cosmetic. The adjustments to arrive at the net cash provided by operations are the same for both methods. Depreciation charges are added back, and adjustments are made for changes in current assets and liabilities. However, the format differs between the two methods, and students must be careful whether they add or subtract a particular adjustment.

C. Ed’s Pizza Hut – an example

i. Key assumptions

1. Let’s revisit the comparative balance sheet account balances for Ed’s Pizza Hut as shown.

2. Let’s also assume that Ed’s Pizza Hut prepared the income statement as shown.

ii. Computing net cash provided by operating activities


1. The first step is to translate sales revenue ($1,000,000) into cash collections from customers ($1,017,000).

2. The second step is to translate cost of goods sold ($750,000) into cash disbursements for purchases ($789,000).

3. The third step is to translate operating expenses ($277,000) into cash paid for operating expenses ($276,000).

a. There is no adjustment for income taxes because Ed’s Pizza Hut has a net loss of $27,000. 

4. The net cash provided by operating activities is ($48,000). Notice:

a. This agrees with the net cash provided by operating activities that was computed using the indirect method.

Learning Objective 5: Prepare a statement of cash flows using the T-account approach.

VIII. Appendix 13B: The T-Account Approach to Preparing the Statement of Cash Flows (Slide #57 is a title slide for this appendix)
A. The T-account approach is an alternative technique that is sometimes used to prepare the statement of cash flows. We will demonstrate this approach using the data from Ed’s Pizza Hut.
i. Underlying assumptions 
1. Let’s revisit the comparative balance sheet account balances for Ed’s Pizza Hut as shown.

a. Notice, the cash balance has decreased by $19,000.

2. Let’s also refresh our memory regarding the following additional information as shown.

ii. The journal entries
1. The entry to record the $27,000 net loss for the period and its effect on cash would be:

a. Debit Retained Earnings – net loss 

b. Credit Cash – Used 

2. The entry to record the $3,000 dividend paid and its effect on cash would be:

a. Debit Retained Earnings – Dividends

b. Credit Cash – Used
3. The entry to record the $17,000 decrease in accounts receivable and its effect on cash would be:

a. Debit Cash – Provided

b. Credit Accounts Receivable

4. The entry to record the $50,000 increase in inventory and its effect on cash would be:

a. Debit Inventory

b. Credit Cash – Used

5. The entry to record the $32,000 sale of land and its effect on cash would be:

a. Debit Cash – Provided

b. Credit Land

6. The entry to record the $6,000 depreciation expense for the year would be:

a. Debit Cash – Provided

b. Credit Accumulated Depreciation

7. The entry to record the $11,000 increase in accounts payable and its effect on cash would be:
a. Debit Cash – Provided

b. Credit Accounts Payable

8. The entry to record the $5,000 decrease in salaries payable and its effect on cash would be:

a. Debit Salaries Payable

b. Credit Cash – Used

9. What about the $50,000 issuance of common stock to settle the note payable to Joe Doe?
a. There is no effect on the cash account. However, this transaction would be disclosed in a supplemental schedule that accompanies the statement of cash flows.

iii. The net effect on cash

1. The net effect of these transactions on the cash account is as shown. Notice, the net decrease in cash is $19,000.

iv. Preparing the statement of cash flows from the completed T-accounts

1. The technique used to gather and organize data does not affect the format of the statement of cash flows. 

2. The final statement of cash flows prepared using the T-account method would appear as shown.
a. Notice that each transaction has been properly disclosed in the operating, investing and financing sections of the statement.

AGENDA: STATEMENT OF CASH FLOWS

1.
Purpose of the statement; definition of cash.

2.
Basis of statement of cash flows: analysis of balance sheet accounts.

3.
Sources and uses of funds.

4.
Organization of the statement of cash flows.

5.
Cash provided by operations—the direct and indirect methods.

6.
Steps in preparing a statement of cash flows.

7.
Example of statement of cash flows.

8.
T-account approach

THE STATEMENT OF CASH FLOWS

PURPOSE


The statement of cash flows shows the major uses and sources of cash during a period. It is used to diagnose what has happened to cash.

DEFINITION OF CASH


In the cash flow statement, cash is broadly defined to include cash and cash equivalents. Cash equivalents consist of short-term, highly liquid investments such as treasury bills, commercial paper, and money market funds.

ANALYSIS OF CASH FLOWS


The cash flow statement is constructed by analyzing changes in balance sheet accounts. 

ANALYSIS OF BALANCE SHEET ACCOUNTS

(Exhibit 13-1)
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SOURCES AND USES OF CASH

(Exhibit 13-2)
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ORGANIZATION OF STATEMENT OF CASH FLOWS


The statement of cash flows contains three sections:

1.
Operating activities.

2.
Investing activities.

3.
Financing activities.


Each source and use of cash is classified as one of the above activities.

OPERATING ACTIVITIES


Transactions that enter into the determination of net income are generally classified as operating activities. 

INVESTING ACTIVITIES


Transactions relating to acquiring or disposing of noncurrent assets are generally classified as investing activities. 

FINANCING ACTIVITIES


Transactions involving creditors or owners of the company are generally classified as financing activities. (Exception: Transactions involving interest, which are classified as operating activities.)

CASH PROVIDED BY OPERATIONS


The net cash provided by operating activities can be computed using either the direct method or the indirect method.

DIRECT METHOD


Under the direct method, the income statement is reconstructed on a cash basis from top to bottom. Operating cash outflows are subtracted from operating cash inflows to arrive at net cash flow from operating activities.

INDIRECT METHOD


Under the indirect method, the cash provided by operations is computed by starting with net income and adjusting the net income figure to a cash basis.


In practice, the indirect method is used much more frequently than the direct method on external financial reports.

PREPARING A STATEMENT OF CASH FLOWS 

Preparing a statement of cash flows involves eight basic steps:

1.
Copy the title of each balance sheet account onto a worksheet, except for cash and cash equivalents. Contra-asset accounts should be listed with the liabilities.

2.
Compute the change in each balance sheet account. Break the change in retained earnings down into net income and dividends.

3.
Classify each change as either a source or a use.

4.
Write the sources as positive numbers and the uses as negative numbers.

5.
Make necessary adjustments (for example, in gains and losses) to reflect gross, rather than net, changes in noncurrent accounts due to financing and investing activities.

6.
Categorize each entry on the worksheet as an operating, investing, or financing activity.

7.
Copy the data from the worksheet to the statement of cash flows.

8.
Prepare a reconciliation of the cash account.

EXAMPLE OF STATEMENT OF CASH FLOWS

	Aspen Company

Comparative Balance Sheets

(in millions of dollars)



	Assets
	Year 2 
	Year 1 

	Cash

	$  13 
	$   6 

	Accounts receivable

	8 
	9 

	Inventory

	21 
	15 

	Plant and equipment (Note 1 )

	200 
	189 

	Less accumulated depreciation

	(98)
	(95)

	Investments

	   20 
	     6 

	Total assets

	$164 
	$130 

	
	
	

	Liabilities & Stockholders’ Equity
	
	

	Accounts payable

	$ 16 
	$ 10 

	Accrued liabilities

	1 
	3 

	Taxes payable

	4 
	1 

	Bonds payable

	36 
	20 

	Stockholders’ equity:
	
	

	Common stock

	43 
	42 

	Retained earnings

	   64 
	   54 

	Total liabilities and equity

	$164 
	$130 


EXAMPLE OF STATEMENT OF CASH FLOWS (cont’d)

	Aspen Company

Income Statement, Year 2

(in millions of dollars)



	Sales

	$300

	Less cost of goods sold

	 100

	Gross margin

	200

	Less operating expenses

	 175

	Net operating income

	25

	Nonoperating income:
	

	Gain on sale of equipment

	     4

	Income before taxes

	29

	Less income taxes

	   10

	Net income

	$  19



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

	Aspen Company

Statement of Retained Earnings, Year 2

(in millions of dollars)



	Retained earnings, beginning

	$54

	Add net income

	 19

	Total

	73

	Less dividends

	   9

	Retained earnings, ending

	$64


STEPS #1 & #2

	Noncash Assets
	Year 2
	Year 1
	Change

	Accounts receivable

	8
	9
	-1

	Inventory

	21
	15
	+6

	Plant and equipment

	200
	189
	+11

	Investments

	20
	6
	+14

	
	
	
	

	Contra-assets, Liabilities, & Stockholders’ Equity
	
	

	Accumulated depreciation

	98
	95
	+3

	Accounts payable

	16
	10
	+6

	Accrued liabilities

	1
	3
	-2

	Taxes payable

	4
	1
	+3

	Bonds payable

	36
	20
	+16

	Common stock

	43
	42
	+1

	Net income*

	
	
	+19

	Dividends*

	
	
	-9


*The change in retained earnings of $10 million is broken down into net income of $19 million and dividends of $9 million.

STEPS #3 & #4

	
	
	
	Effect on

	Assets
	Change
	
	Cash Flows

	Accounts receivable

	-1
	Source
	+1

	Inventory

	+6
	Use
	-6

	Plant and equipment

	+11
	Use
	-11

	Investments

	+14
	Use
	-14

	
	
	
	

	Contra-assets, Liabilities, & Stockholders’ Equity
	
	

	Accumulated depreciation

	+3
	Source
	+3

	Accounts payable

	+6
	Source
	+6

	Accrued liabilities

	-2
	Use
	-2

	Taxes payable

	+3
	Source
	+3

	Bonds payable

	+16
	Source
	+16

	Common stock

	+1
	Source
	+1

	Net income

	+19
	Source
	+19

	Dividends

	-9
	Use
	  -9

	
	
	
	

	Total (net cash flow)

	
	
	 +7


Note: The total effect on cash flows of +$7 million computed above exactly matches the change in the cash account for the period. Computed either way, this is the period’s net cash flow.

STEP #5


The gain on the sale of equipment was recorded as follows:


Cash proceeds from sale of plant & equipment

6


Accumulated depreciation

5



Plant & equipment


7



Gain on sale of plant & equipment


4

To restate the changes in the noncurrent accounts to their gross amounts on the statement of cash flows, the following adjustments are necessary:

	Assets
	Effect on Cash Flows
	Adjust-ments
	Adjusted Effect

	Accounts receivable

	+1
	
	+1

	Inventory

	-6
	
	-6

	Plant and equipment

	-11
	-7
	-18

	Investments

	-14
	
	-14

	
	
	
	

	Contra-assets, Liabilities, & Stockholders’ Equity
	
	

	Accumulated depreciation

	+3
	+5
	+8

	Accounts payable

	+6
	
	+6

	Accrued liabilities

	-2
	
	-2

	Taxes payable

	+3
	
	+3

	Bonds payable

	+16
	
	+16

	Common stock

	+1
	
	+1

	Net income

	+19
	
	+19

	Dividends

	-9
	
	-9

	
	
	
	

	Additional entries
	
	
	

	Proceeds from sale of equipment

	
	+6
	+6

	Gain on sale of equipment

	     
	 -4
	  -4

	Total (net cash flow)

	 +7
	  0
	 +7


STEP #6

	
	Adjusted
	Classi-

	Assets
	Effect
	fication

	Cash

	
	

	Accounts receivable

	+1
	Operating

	Inventory

	-6
	Operating

	Plant and equipment

	-18
	Investing

	Investments

	-14
	Investing

	
	
	

	Contra-assets, Liabilities, & Stockholders’ Equity
	

	Accumulated depreciation

	+8
	Operating

	Accounts payable

	+6
	Operating

	Accrued liabilities

	-2
	Operating

	Taxes payable

	+3
	Operating

	Bonds payable

	+16
	Financing

	Common stock

	+1
	Financing

	Net income

	+19
	Operating

	Dividends

	-9
	Financing

	
	
	

	Additional entries
	
	

	Proceeds from sale of equipment

	+6
	Investing

	Gain on sale of equipment

	  -4
	Operating

	Total (net cash flow)

	+ 7
	


STEPS #7 & 8

	Aspen Company

Statement of Cash Flows

For the Year Ended December 31, Year 2



	Operating Activities
	
	

	Net income

	
	$19 

	Adjustments to convert net income to a cash basis:
	
	

	Depreciation charges

	$  8 
	

	Decrease in accounts receivable

	1 
	

	Increase in inventory

	(6)
	

	Increase in accounts payable

	6 
	

	Decrease in accrued liabilities

	(2)
	

	Increase in taxes payable

	3 
	

	Gain on sale of equipment

	   (4)
	   6 

	Net cash provided by operating activities

	
	 25 

	
	
	

	Investing activities
	
	

	Additions to plant and equipment

	$(18)
	

	Increase in investments

	(14)
	

	Proceeds from sale of equipment

	    6 
	

	Net cash used for investing activities

	
	(26)

	
	
	

	Financing activities
	
	

	Increase in bonds payable

	$ 16 
	

	Increase in common stock

	1 
	

	Cash dividends

	   (9)
	

	Net cash provided by financing activities

	
	    8 

	
	
	

	Net increase in cash (net cash flow)

	
	7 

	Cash, beginning balance

	
	    6 

	Cash, ending balance

	
	$ 13 


DIRECT METHOD

	Revenue

	
	$300
	

	Adjustments to cash basis:
	
	
	

	Increase in accounts receivable

	–
	
	

	Decrease in accounts receivable

	+
	  +1
	

	Revenue adjusted to cash basis

	
	
	301

	
	
	
	

	Cost of goods sold

	
	100
	

	Adjustments to cash basis:
	
	
	

	Increase in inventory

	+
	+6
	

	Decrease in inventory

	–
	
	

	Increase in accounts payable

	–
	–6
	

	Decrease in accounts payable

	+
	      
	

	Cost of goods sold adjusted to cash basis

	
	
	100

	
	
	
	

	Operating expenses

	
	175
	

	Adjustments to cash basis:
	
	
	

	Increase in accrued liabilities

	–
	
	

	Decrease in accrued liabilities

	+
	+2
	

	Increase in prepaid expenses

	+
	
	

	Decrease in prepaid expenses

	–
	
	

	Depreciation charges

	–
	   –8
	

	Operating expenses adjusted to cash basis

	
	
	169

	
	
	
	

	Income tax expense

	
	10
	

	Adjustments to cash basis:
	
	
	

	Increase in accrued taxes payable

	–
	–3
	

	Decreased in accrued taxes payable

	+
	
	

	Increase in deferred income taxes

	–
	
	

	Decrease in deferred income taxes

	+
	      
	

	Income taxes adjusted to cash basis

	
	
	    7

	
	
	
	

	Net cash provided by operating activities

	
	
	$ 25


T-ACCOUNT APPROACH

	
	Cash
	

	
	Provided
	Used
	

	Net income is the starting point.
Adjustments convert net income
 to a cash basis and remove gains
 and losses from net income
 in the upper portion of the
 T-account.
	
	
	
	
	

	Net cash provided by operating activities
	
	
	
	
	

	The cash effects of financing
and investing activities are
reflected in the lower portion
of the T-account.
	
	
	
	
	

	Net increase in cash and cash equivalents
	
	
	
	
	


T-ACCOUNT APPROACH (cont’d)

(Exhibit 13B-1)

[image: image3.png]Cash

Provided | Used

Net cash provided by operating activities

Net increase in cash and cash equivalents

Accounts Merchandise Property, Buildings, Accumulated
Receivable Inventory and Equipment Depreciation
Bal. 654 Bal. 537 Bal. 1,394 561 Bal.
Bal. 637 Bal. 586 Bal. 1,517 654 Bal.
Accounts Accrued Wages and Accrued Income Notes
Payable Salaries Payable Taxes Payable Payable
220  Bal. 190 Bal. 22 Bal. 38 Bal.
264  Bal. 193  Bal 28 Bal. 40 Bal.
Long-Term Deferred Common Retained
Debt Income Taxes Stock Earnings
482 Bal. 49 Bal. 155 Bal. 897 Bal.
439  Bal. 47 Bal. 157  Bal. 1,009 Bal.





T-ACCOUNT APPROACH (cont’d)

(Exhibit 13B-2)

[image: image4.png]Cash

Provided | Used

Net income

Decrease in accounts receivable

Depreciation and amortization charges
Increase in accounts payable

Increase in accrued wages and salaries payable
Increase in accrued income taxes payable

140 49 (4) Increase in merchandise inventory
17 3 (5) Gain on sale of store
103 2 (13) Decrease in deferred income taxes

Net cash provided by operating activities
Proceeds from sale of store

Increase in notes payable

Increase in common stock

8 28 (2) Cash dividends paid
2 | 138 (6) Additions to property, buildings, and equipment
2 43 (12) Decrease in long-term debt

Net increase in cash and cash equivalents 62
Accounts Merchandise Property, Buildings, Accumulated
Receivable Inventory and Equipment Depreciation
Bal. 654 Bal. 537 Bal. 1,394 561 Bal.
_______________ woe e 2 8 Telis @ @ wliee @
Bal. 637 Bal. 586 Bal. 1,517 654 Bal.
Accounts Accrued Wages and Accrued Income Notes
Payable Salaries Payable Taxes Payable Payable
220 Bal. 190 Bal 22 Bal. 38 Bal.
e 2 B L NN S W
264  Bal 193  Bal 28 Bal. 40 Bal.
Long-Term Deferred Common Retained
Debt Income Taxes Stock Earnings
482  Bal. 49 Bal. 155  Bal. 897 Bal.
(L O |- R O . T co) 1en
439  Bal, 47 Bal. 157  Bal 1,009 Bal.
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