ACCO 310 Notes - Chapter 22- Statement of Cash Flows

The purpose of a cash flow statement is to determine a company’s sources and uses of cash and cash equivalents. “Cash equivalents” refers to near-cash items that are convertible to cash on short notice (say 90 days) such as T-Bills, GICs, and other low-risk guaranteed short-term investments readily convertible to cash.

A Statement of Cash Flows has 3 parts:

· Cash flows from Operating Activities (relate to current assets & liabilities)
· Cash flows from Investing Activities (relate to non-current assets)
· Cash flows from Financing Activities (relate to non-current liabilities and equity items (such as share issue, retirement & dividends).
· 
N.B: Interest expense may be an operating or financing item, but most examples treat this as an operating item.

The Direct Method and Indirect Method differ only with respect to the presentation of Operating Cash Flows. The amount of the operating cash flows is the same.

Cash Flow Statement Example-Direct and Indirect Method:
Unlike the major financial statements, cash flow statement is not prepared from the adjusted trial balance. The information to prepare this statement usually comes from three sources:
1. Comparative balance sheets provide the amount of the changes in assets, liabilities, and equities from the beginning to the end of the period.
2. Current income statement data help the reader determine the amount of cash provided by or used by operations during the period.
3. Selected transaction data from the general ledger provide additional detailed information needed to determine how cash was provided or used during the period
Preparing the statement of cash flows from the data sources above involves three major steps:
Step 1. Determine the change in cash & cash equivalents (if any):
This procedure is straight forward because the difference between the beginning and the ending cash balance can be easily computed from an examination of the comparative balance sheet.
Step 2. Determine the net cash flow from operating activities:
This procedure is complex. It involves analyzing not only the current year's income statement but also comparative balance sheets and selected transitions data.
Step 3. Determine net cash flows from investing and financing activities:
All other changes in the balance sheet accounts must be analyzed to determine their effects on cash.
Cash Flow Statement Example:
A Comprehensive illustration
To illustrate a statement of cash flows we will use the first year of operations for Tax Consultants Inc. The company started on January 1, 2003, when it issued 60,000 shares of $1 par value common stock for $60,000 cash. The company rented its office space and furniture and equipment, and it performed tax consulting services throughout the first year. The comparative balance sheets at the beginning and at the end of the year 2003 appear as follows. 
	Assets

Cash
Accounts receivable
Total
Liabilities and Stockholder's Equity
Accounts payable
Common stock
Retained earnings
Total
 
	
Dec. 31, 2003
$49,000
$36,000
-----------
$85,000
======
 
$  5,000
$60,000
$20,000
---------
$85,000
=======
	
Jan. 1, 2003
$-0-
$-0-
---------
$-0-
=====
 
$-0-
$-0-
$-0-
-------
$-0-
=====
	Change Increase/Decrease
$49,000 increase
$36,000 increase
 
 


$  5,000 increase
$60,000 increase
$20,000 increase
 


The income statement and additional information for Tax Consultation Inc. are as follows.
Tax Consultants Inc.
Income Statement
For the year ended December 31, 2003
	Revenue
Operating expenses
Income before income taxes
Income tax expenses
Net income
	$125,000
$  85,000
---------
$ 40,000
$   6,000
----------
$ 34,000
=======


Step 1: Determine the Change in Cash:
To prepare a statement of cash flows, the first step―determining the change in cash―is a simple computation. The company has no cash on hand at the beginning of the year 2003, but $49,000 at the end of 2003. Thus the change in cash for 2003 was an increase of $49,000
Step 2: Determine Net Cash Flow from Operating Activities:
A usual starting point in determining net cash flow from operating activities is to understand why net income must be converted. Under generally accepted accounting principles, most companies must use the accrual basis of accounting, requiring revenues be reported when earned and that expenses be recorded when incurred. Net income may include credit sales that have not been collected in cash and expenses incurred that may not have been paid in cash. Thus, under the accrual basis of accounting, net income will not indicate the net cash flow from operating activities.
To arrive at net cash flow from operating activities, it is necessary to report revenue and expenses on cash basis. This is done by eliminating the effects of statement transactions that did not result in a corresponding increase or decrease in cash.
The conversion of net income into net cash flow from operating activities may be done through either a direct method or an indirect method as explained in the following discussion.
[bookmark: 1.Direct_Method]1. Direct Method:
(Also called the income statement method) reports cash receipts and cash disbursements from operating activities. The difference between these two amounts in the net cash flow from operating activates. In other words, the direct method deducts from operating cash receipts the operating cash disbursements. The direct method results in the presentation of a condensed cash receipts and cash disbursements statement. 
As directed from the accrual based income statement, Tax consultants Inc. reported revenues of $125,000. However, because the company's accounts receivable increased during 2003 by $36,000, only $89,000 ($125,000 − $36,000) in cash collected on these revenues. Similarly, company reported operating expenses of $85,000, but accounts payable increased during the period by $5,000. Assuming that payable related to operating expenses, cash operating expenses were $80,000 ($85,000 − $5,000). Because no taxes payable exist at the end of the year, the$6,000 income tax expense for 2003 must have been paid in cash during the year. Then the computation of net cash flow from operating activities is as follows:
	Cash collected from revenues
Cash payment for expenses
Income before income taxes
Cash payments for income taxes
Net cash provided by operating activities
	$89,000
$80,000
---------
$  9,000
$  6,000
---------
$  3,000
======


"Net cash provided by operating activities" is equivalent of cash-basis net income. ("Net cash used by operating activities" would be equivalent to cash-basis net loss)
[bookmark: 2_Indirect_Method]2 Indirect Method:
(or reconciliation method) starts with net income and converts it to net cash flow from operating activities. In other words, the Indirect method adjusts net income for items that affected reported net income but didn't affected cash. To compute net cash flows from operating activities, noncash changes in the income statement are added back to net income, and net cash credits are deducted. 
Under the Indirect method you start with net income and add back (deduct) non-cash income statement items, the main categories of which are shown below:
Net Income			xxx
Add (Deduct):
Losses (Gains)			xxx
Amortization expense		xxx
Pension expense*		xxx
Amortization of
Bond discount (Premium)	xxx

· Only pension CONTRIBUTIONS are cash flow items – these are deducted from operating cash flows. Pension expense is an accrual accounting concept and is added back as per above.
· Bond Premium or discount amortizations are added or deducted.  Typically an interest expense entry involving a bond discount would contain 2 parts:
Interest expense xx
	Cash 		xx
Interest expense xx
	Bond Payable 		xx
N.B: The second entry has no effect on cash.  In the case of a bond premium, the 2nd entry is inverted.

· By doing above, you are going from accrual accounting net income – to cash basis accounting (FYI).
· After you do above, start combing through your balance sheets to see increases and decreases to cash flows.
Explanations for the two adjustments to net income in this example―namely, the accounts receivable and accounts payable―are as follows:
Increase in Accounts Receivable―Indirect Method:
When accounts receivable increase during the year, revenues on an accrual basis are higher than on a cash basis because goods sold on account are reported as revenues. In other words, operations for the period led to increased revenues, but not all of these revenues resulted in an increase in cash. Some of the increase in revenues resulted in an increase in accounts receivable. To convert net income to net cash flow from operating activities, the increase of $36,000 in accounts payable must be deducted from net income.
Increase in Accounts Payable―Indirect Method:
When accounts payable increase during the period, expenses on an accrual basis are higher than they are on a cash basis because expenses are incurred for which payment has not taken place. To convert net income to net cash flow from operating activities, the increase of $5,000 in accounts payable must be added back to net income.
As a result of the accounts receivable and accounts payable adjustments, net cash provided by operating activities is determined to be $3,000 for the year 2003. This calculation is shown as follows.
	Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Increase in accounts receivable
Increase in accounts payable
Net cash provided by operating activities
	 

$(36,000)
$   5,000
	$34,000


($31,000)
----------
$  3,000
=======


Note that net cash provided by operating activities is the same whether the direct or indirect method is used.
Step 3: Determine Net Cash Flows from Investing and Financing Activities:
Once the net cash flows from operating activities is computed, the next step is to determine whether any other changes in balance sheet accounts caused an increase or decrease in cash.
For example, an examination of the remaining balance sheet accounts for Tax Consultants Inc. shows that both common and retained earnings have increased. The common stock increase of $60,000 resulted from the issuance of common stock for cash. The issuance of common stock is a receipt of cash from a financing activity and is reported as such in the statement of cash flows. The retained earnings increase of $20,000 is caused by two items:
1. Net income of $34,000 increased retained earnings
2. Dividend declared of $4,000 decreased retained earnings.
Net income has been converted into net cash flows from operating activities, as explained earlier. The additional data indicates that the dividend was paid. Thus, the dividend payment on common stock is reported as cash outflow, classified as financing activity.
We are now ready to prepare the statement of cash flows. The statement starts with the operating activities section. Either the direct or indirect method may be used to report net cash flow from operating activates. 
The statement of cash flows under indirect method for Tax Consultation Inc. is as follows.
Tax Consultants Inc.
cash flow statement-Indirect Method
For the year ended December 31, 2003
	Cash Flows From Operating Activities:
Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Increase in accounts receivable
Increase in accounts payable
Net cash provided by operating activities
Cash Flows From Financing Activities:
Issuance of common stock
Payment of cash dividend
Net cash provided by financing activities
Net increase in cash
Cash, January 1, 2003
Cash, December 31, 2003
	 
 

$(36,000)
$   5,000
---------------
 

$60,000
$(14,000)
----------
	 
$34,000

 

($31,000)
-------------
$  3,000
 
 
 
$46,000
-----------
49,000
-0-
----------
$49,000
=======


As indicated, the $60,000 increase in common stock results in a cash inflow from a financing activity. The payment of $14,000 in cash dividends is classified as a use of cash from a financing activity. The $49,000 increase in cash reported in the statement of cash flows agrees with the increase of $49,000 shown as the change in the cash account in the comparative balance sheet.

Statement of Cash Flows – Presentation:
The presentation of the Statement of Cash Flows is identical under IFRS with the following exception: cash flows from dividends received and paid can be classified as operating, investing or financing cash flows as long as they are reported in a consistent manner. (IAS 7.31)
Recall that under current Canadian GAAP:
· Dividends paid are classified as financing.
· Dividends received, and interest received/paid as operating.
Accounting Standards for Private Enterprises (ASPE)
Although the standards allow for both the direct and indirect methods, they do not explicitly state a preference for either method.
Recall that IFRSs allow interest expense, interest revenues, dividends paid and dividend revenues to be classified as operating, investing or financing as long as the method chosen is relevant to the users of the financial statements and is applied consistently. ASPE requires that:
· dividends paid MUST be classified as a financing activity, and
· Interest expense, interest and dividend revenues MUST be classified as an operating activity.
What the future holds...
The IASB is proposing that Cash Flow from Operations be presented using the direct method only.
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