CHAPTER 5
Statement of Cash Flows and Articulation
Statement of Cash Flows explains the change during the period in cash and cash equivalents.

· Cash Equivalent: a short-term, highly liquid investment that can be converted easily into cash.

· Readily convertible to cash.

· So near its maturity that there is insignificant risk of changes in value due to changes in interest rates. (maturity at 3 months or less)
· Examples: U.S. Treasury obligations, money market funds, and commercial paper, etc.

· Note: Not all investments qualifying as cash equivalents need to be reported as such.
What good is a cash flow statement?
· Sometimes earnings fail

· Circle K Scenario: reporting large noncash expense paints a gloomier picture than warranted. 
· Home Depot Scenario: reported earnings may be positive, but operations are consuming rather than generating cash. (high growth company)
· KnowledgeWare Scenario: stretching assumptions at critical phases to make earnings look good.
· Everything is on one page (operating, financing, investing)

· Used as a forecasting tool

· Pro forma cash flow statement: prediction of what the actual cash flow statement will look like if the operating, investing, and financing plans are implemented.

Operating: transactions associated with revenues & expenses that enter into the determination of net income. (+)
· Cash receipts from: sale of goods, sale of trading securities, interest & dividend revenue.

· Cash payments for: inventory purchases, wages, taxes, expenses, purchase of trading securities.

· Difference between cash received and cash disbursed for operating activities.

Investing: purchase and sale of land, buildings, equipment, and other assets not generally held for resale. (-)
· Cash receipts from: sale of land, building, nontrading securities, equipment; collection of principal on loans.
· Cash payments for: purchase of land, building, or equipment; making loans to other entities.
Financing: cash is obtained from or repaid to owners. (+) or (-)
· Cash receipts from: issuance of stock, borrowing.
· Cash payments for: dividends, repayment of loans, treasury stock.
Noncash Investing & Financing should be disclosed separately in financial statements.
> Several periods of negative cash flows from operations is a sure indicator of financial trouble.

> Company with positive cash flows from investing is selling off its long-term assets faster than it is replacing them.
> Company’s cash flow pattern is a general reflection of where it is in its life cycle.


- Young company requires inflows from financing.

- A company that has stopped growing finds cash from operations to be sufficient.


- A mature company generates so much cash from operations it can pay for capital expansion.
· Direct Method: the reexamination of each income statement item with the objective of reporting how much cash was received or disbursed in association with the item.
· Indirect Method: begins with the net income and adjusts this accrual amount for any items that do not affect cash flow.
· Revenues & expenses that do not involve cash inflow or outflow.

· Gains or losses associated with investing or financing activities.

· Adjustment for changes in current operating assets and liabilities that indicate noncash sources of revenues & expenses.
Direct Method, Indirect Method

Income Statement


Adjustments


Cash Flow from Operations
Sales



(Inc A/R)



Cash collected from customers
(COGS)



Dec Inventory


Cash paid for inventory

(Wages Expense)


Inc Wages Payable

Cash paid for wages

(Depreciation Expense)

Not a cash flow item

0


Net Income


Net Adjustment


Cash Flows from Operations
I. Retained Earnings
· Net Income



Operating
· Dividends



Financing
II. Other Stockholders’ Equity Accounts


Financing

III. Long Term Assets



Investing
· Gains & Losses



Operating
· Depreciation & Amortization


Operating
IV. Long Term Liabilities



Financing

V. Current Assets




Operating

VI. Current Liabilities



Operating
