
Chapter Seventeen

STATEMENT OF CASH FLOWS

LEARNING OBJECTIVES 

After reading this chapter, you should be able to 
• Explain why investors and others are interested in cash flows.

• State the three types of activities reported in a cash flow statement, and classify cash
flows by type of activity. 

• Describe the supplementary information disclosed in a cash flow statement.

• Develop cash flow statements.

In its 1998 annual report, Microsoft discussed its cash position, cash flow,
and plans for its cash. The report contained the following quotations.
“Microsoft’s cash and short-term investment portfolio totaled $13.93 billion
at June 30, 1998. The portfolio is diversified among security types, indus-
tries, and individual issuers. . . . The portfolio is primarily invested in
short-term securities to minimize interest rate risk and facilitate rapid de-
ployment in the event of immediate cash needs. Microsoft also invests in
equities . . . During 1997 Microsoft invested $1.0 billion in ComCast
Corporation.” 

The company said it would also “. . . continue to invest in sales, market-
ing, and product support infrastructure. Additionally, research and devel-
opment activities will include investments in existing and advanced areas
of technology, including using cash to acquire technology and to fund ven-
tures and other strategic opportunities. Additions to property and equip-
ment will continue, including new facilities and computer systems for
research and development, sales and marketing, support, and administra-
tive staff. Commitments for constructing new buildings were $420 million
on June 30, 1998.” Additionally, “Microsoft’s cash and short-term invest-
ments are available for strategic investments, mergers and acquisitions,
other potential large-scale cash needs that may arise, and to fund an in-
creased stock buyback program . . .”

All of these items evidence significant needs for cash, lots of cash.
Where does Microsoft get its cash? The annual report tells us that
“Management believes existing cash and short-term investments together
with funds generated from operations will be sufficient to meet operating
requirements for the next 12 months.” Were cash generated by operations
insufficient to meet the company’s needs, it would have to take other
steps, such as we outlined in Chapter 7.
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Financial analysts now devote much more attention to cash flow than they once
did. Part of the reason is that accrual accounting can conceal problems, as Chapter
14 showed with regard to absorption costing. GAAP have for some years required
that companies prepare a cash flow statement to meet investors’ needs. Although
the cash flow statement is similar to the internally used cash budget introduced
in Chapter 7, because the statement is part of the annual report, it is subject to
GAAP.1

Many users of financial statements misunderstand the cash flow statement and
how it relates to the other financial statements. Although this chapter takes the
perspective of financial reporting, you should recognize that, as various chapters
have pointed out, much of the information in annual reports is also used by in-
ternal managers.  

IMPORTANCE OF CASH FLOWS

While profitability is essential to the health of a business, it is not the only im-
portant factor. Cash flows are critical to survival and growth. From Chapter 7 we
know that managers develop cash budgets to anticipate shortages of cash. Their
concern is that cash be available for operations, capital expenditures, debt service,
and dividends. From Chapters 8 and 9 we know that cash flows are the critical
factor in making investment decisions. You cannot eat income, you can only eat
cash flow. Until a company can convert its inventory and receivables into cash, it
cannot reinvest to earn more cash.

Managers plan how and when to obtain and use cash. When budgeted cash
outflows exceed budgeted inflows, managers face a problem. Sometimes they ob-
tain financing (through borrowing or issuing stock) or sell an existing investment
(perhaps securities, or perhaps an entire segment of the business). Sometimes
they curtail activities by revising plans for operations (e.g., dropping a special ad-
vertising campaign), new investments (e.g., delaying acquisition of new machin-
ery), or payments to financing sources (e.g., delay debt repayment or reduce
dividends). Whatever they do, the managers’ goal is to balance the cash available
and the needs for cash.

Creditors, stockholders, suppliers, and other outsiders also understand the im-
portance of planning and of decisions for balancing available cash and cash needs.
They know that cash flows into the company from operations, issuing debt and
equity, and sales of assets. They know that companies use cash for operations, div-
idends, repaying debt, and expansion. They are interested in cash flows because
these flows reflect the company’s decisions for implementing its short-term and
long-term plans for operations, investment, and financing. Stated more generally,
outsiders are interested in information about the company’s operating, investing,
and financing activities and the cash flows those activities generate. The cash
flow statement provides information to assess managerial decisions and perfor-
mance, prospects for future profit, payments to financing sources, and growth.

For instance, in fiscal 1997, General Electric generated enough cash flow from
operations to enable it to repurchase $2.8 billion of its own stock, reduce long-

1 The official pronouncement governing cash flow statements is Statement of Financial Accounting Standards Board, No. 95
(Stamford, Conn.: Financial Accounting Standards Board, 1987). 
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term debt by $2.5 billion, make $5.2 billion investments in other companies, and
add $8.4 billion to its own plant and equipment. Had the company not generated
so much cash it would have had to borrow or issue stock, or forego some of its
initiatives.

CASH FLOW STATEMENT

As you might have guessed from the preceding discussion, the cash flow state-
ment has three basic parts, which classify cash inflows and outflows as related to
operating, investing, or financing activities. Examples follow. 

Operating flows: Operating inflows include cash received from customers
and from interest and dividends on investments. Outflows include cash
paid for inventory, salaries and wages, interest, taxes, and other expenses.
Investing flows: Investing inflows include receipts from sales of long-lived
assets, such as property, plant, equipment, and patents and from sales of in-
vestments. Cash outlays to acquire these same types of assets, or to lend to
others, are examples of investing outflows.
Financing flows: Financing inflows include cash received from long-term or
short-term borrowing, from issuing common or preferred stock, and from
selling treasury stock. Dividends, purchases of treasury stock, retirements of
bonds, and repayments of other long-term loans are examples of financing
outflows.2

Beyond the basic classification scheme, a few other considerations affect the
content and format of a cash flow statement. Before we present an example of a
typical statement and illustrate its development, we discuss the three most im-
portant considerations.

DEFINING CASH

For purposes of the cash flow statement, cash includes both cash and cash equiv-
alents, which are highly liquid securities such as government notes. This defini-
tion recognizes that companies temporarily invest excess cash in such securities.
In this chapter, therefore, we use the term cash to refer to both cash and cash
equivalents.

OPERATING CASH FLOWS

Reread the examples of operating cash flows provided earlier. Does the income
statement report these inflows and outflows? Does net income equal net cash
flow from operating activities? The answer to both questions is “no.” From your
study of financial accounting and of Chapter 7 you know that the income state-
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2 Note that interest payments are operating items while dividends are financing items even though both are payments to
suppliers of financing. The FASB requires these classifications. The FASB apparently classified interest as an operating
item because it is included on the income statement, while dividends are not. The FASB also requires disclosure of total
interest payments. The same reasoning appears to apply to interest and dividend revenues, which are cash inflows from
investing activities. However, the FASB required separate disclosure of such revenues only if a company presents its op-
erating cash flows using the “direct method,” which is discussed later in the chapter.
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ment uses the accrual basis of accounting and does not necessarily reflect cash
transactions. For this reason, information about cash flows from operations is not
directly available from an income statement. Exhibit 17-1 shows the net income
and net cash flow from operations reported for four companies. The net cash pro-
vided (or used) by operations can be higher or lower than net income, and of
course the change in cash over the year differs from both of those amounts. Notice
especially Amazon.com’s figures. The company lost $28 million, yet its opera-
tions generated $4 million cash and the company wound up the year with $104
million more than it had to start. All of the companies generated more cash than
income, typically because of significant noncash expenses, as we show later.

The FASB permits two reporting methods for operating cash flows. The first,
called the direct method, reports operating cash inflows and outflows such as col-
lections from customers and payments to employees, suppliers of goods, and other
vendors such as utilities. A reporting of operating cash flows under this method re-
sembles a cash budget showing receipts and disbursements for operations.

The second approach, called the indirect method, reports the same value for
net cash flow from operations as does the direct method, but does so by starting
with net income and then adjusting that amount for the effects of noncash items
that affected net income. (At least one large company starts with income before
taxes, as we describe in a later Insight.) The indirect approach reconciles the dif-
ferences between net income and net cash flow from operations. While terminol-
ogy varies, most companies call this section of the cash flow statement something
like “Adjustments to reconcile net income and net cash flow from operations.”
Users are so interested in why income differs from net operating cash flow that a
company using the direct method must still provide a reconciliation. 

Companies that use the indirect method must supplement their statements
with disclosures of two specific cash flows. The first is cash paid for interest. The
second is cash paid for income taxes. 

We use the indirect method in the sample format and illustration because (1) it
is the method most often used in practice and (2) you will have to understand the
reconciliation approach whether or not the cash flow statement uses that method
of presentation.

NONCASH TRANSACTIONS

Some important operating, investing, and financing activities do not affect cash.
For example, during recent fiscal years, First Union Corporation reported that it
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Exhibit 17-1 Net Income and Operating Cash Flow, Selected Companies (in

millions of dollars)

Net Increase

Net Income Net Cash Provided (Decrease)

(Loss) by Operations in Cash

Kmart $ (220) $ 738 $ (677)

DuPont 2,405 6,984 (62)

General Electric 8,203 14,240 1,670

Amazon.com (28) 4 104



acquired assets by issuing debt. Acquiring property is an investing activity and
taking on debt is a financing activity, but no current cash flow reflects these ac-
tivities. As another example, First Union reported the conversion of preferred
stock into common stock. Both retiring preferred stock and issuing common stock
are financing activities, but no cash changed hands.

Significant activities not involving cash must also be reported, either in a sup-
plementary schedule or in narrative form. Whichever alternative is adopted, non-
cash transactions must be reported in a way that clearly distinguishes them from
the cash flows for each of the three major types of activities. For simplicity, we use
the supplementary schedule approach in the sample format and basic illustration.

CASH FLOW STATEMENT FORMAT

Exhibit 17-2 shows the cash flow statement of Clorox, which sells everything from
bleach to barbeque sauce (K.C. Masterpiece brand), but is mostly in the house-
hold cleaner business. The statement uses the indirect method of presenting op-
erating cash flows and reports important noncash transactions and other required
disclosures in a supplementary schedule. Notice that Clorox reports both addi-
tions to, and reductions of, long-term debt. From the beginning-of-year and end-
of-year balance sheets we could determine the net change in long-term debt, but
not the separate amounts of new debt and repayments of existing debt. Another
noteworthy point in the statement is that, as required by GAAP, it combines the
net change in cash with the cash balance at the beginning of the year to produce
the end-of-year cash balance. This calculation ties the cash flow statement to the
balance sheet, just as starting the operating activities section with net income ties
the statement to the income statement. Some companies show the beginning cash
balance at the end of the schedule, after the change in cash. 

Also notice the description of the net cash flow in each of the three major sec-
tions. Depending on the transactions during the year, the net flow in any section
could be an inflow or an outflow and the description would be worded accord-
ingly. A few companies simply give a total for each classification, but most use de-
scriptive titles. Note also that the statement provides the required supplementary
disclosures for interest and income taxes.

ILLUSTRATION OF CASH FLOW STATEMENT

The subject of our illustration is VyTrol Corporation, a retailer whose income
statement and balance sheets appear in Exhibits 17-3 (page 758) and 17-4 (page
759). Exhibit 17-4 also includes information about some VyTrol activities in 20X5.
For convenience, Exhibit 17-4 also shows the increase or decrease in each balance
sheet item.

The comparative balance sheets show that VyTrol’s cash decreased $190 and
that there are no short-term investments that might qualify as cash equivalents.
Our objective, then, is to develop a statement that shows how VyTrol’s operating,
investing, and financing activities combined to produce that decrease. If the net
result of all such activities during the current year was to decrease cash by $190,
the changes in the other items in the balance sheet must offset the change in cash.
We will refer to these other changes as we develop the cash flow statement. When
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Exhibit 17-2 Clorox Company Statement of Cash Flows (thousands of 

dollars)

1998 1997

Operations 

Net earnings $ 297,960 $ 249,442

Adjustments to reconcile to net

cash provided by operations

Depreciation and amortization 137,559 126,386

Deferred income taxes 32,223 2,120  

Other 2,699 (3,864)

Effects of changes in

Accounts receivable (69,896) (1,706)

Inventories (38,944) (24,299)

Prepaid expenses 2,321 (4,458) 

Accounts payable 8,285 (26,024)

Accrued liabilities (52,940) 37,866

Income taxes payable (6,600) 6,625  

Net cash provided by operations 312,667 362,088 

Investing Activities

Property, plant, and equipment (98,979) (95,188)

Businesses purchased (148,374) (469,701)

Disposal of property, plant, and equipment 10,461 6,116

Other (73,318) (13,871)

Net cash used for investment (310,210) (572,644)  

Financing Activities

Long-term borrowings 3,279 199,077

Long-term debt and other repayments (65,390) (22,678)

Short-term borrowings 201,450 193,926

Cash dividends (132,382) (119,963)

Treasury stock acquired (83,329) (54,063)

Employee stock plans and other 62,550 24,475  

Net cash provided by (used for) financing (13,822) 220,774   

Net increase (decrease) in cash and 

short-term investments (11,365) 10,218

Cash and short-term investments

Beginning of year 101,046 90,828 

End of year $ 89,681 $ 101,046 

Supplemental Disclosure

Cash paid for

Interest (net of amounts capitalized) $ 71,893 $ 51,813

Income taxes 96,504 120,223

Noncash transactions:

Liabilities assumed with businesses purchased $ 28,115 $ 107,227 

Share repurchase and other obligations 79,179 —



we have explained all of those changes, the cash flow statement will be complete
except for some required supplementary disclosures. Let us begin by determining
cash flow from operations.

CASH FROM OPERATIONS

Using the indirect method, we begin with net income of $175. (Note that in start-
ing with net income we are actually dealing with one of the two factors that ex-
plain the net change in Retained Earnings. Dividends is the other factor.) Deriving
net operating cash flow from net income is not difficult if you keep in mind the
makeup of the income statement and the balance sheet. Look at Exhibit 17-3 and
ask yourself the following questions.

• Why might revenues on the income statement differ from cash collected
from customers?

• Why might cost of goods sold differ from the cash paid to purchase mer-
chandise for sale?

• Why might the amounts reported as expenses not equal the cash paid for
those items?

The answers to these questions give the content of the “Adjustments” section of
the cash flow statement and come from your understanding of accrual account-
ing.

Revenues Versus Cash Inflows
Sales and cash receipts rarely coincide. First, early in the year a company receives
cash from customers for sales made last year and included in last year’s income
statement. (This amount was the amount of accounts receivable at the start of the

758 Part Five Special Topics

Exhibit 17-3 VyTrol Corporation, Combined Income Statement and

Statement of Retained Earnings for 20X5

Sales $1,180

Cost of goods sold 585

Gross profit $ 595

Expenses:

Depreciation $ 178

Interest 65

Income taxes 125

Other 52

Total expenses $ 420

Net income $ 175

Retained earnings, beginning of year 145

$ 320

Dividends 90

Retained earning, end of year $ 230



year.) Second, for some sales made late in the year, cash will not be collected until
next year. (Amounts due at year-end are accounts receivable at the end of the
year.) Thus, net income reflects sales made this year regardless of the period in
which cash was collected, while cash receipts reflect cash collected this year re-
gardless of the period in which the sales were made.

To move from the amount of net income to the cash flow for the year, we must
(1) add the accounts receivable at the beginning of the year and (2) subtract the
accounts receivable at the end of the year. In VyTrol’s case, we add $475 and 
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Increase

20X5  20X4 (Decrease)

Assets

Current assets

Cash and equivalents $ 130 $ 320 $(190)

Accounts receivable 565 475 90

Inventory 355 285 70

Prepayments 45 35 10

Total current assets $1,095 $1,115

Noncurrent assets

Plant and equipment, at cost 1,450 1,120 330

Accumulated depreciation 455 280 175

Net $ 995 $ 840

Total assets $2,090 $1,955

Equities

Current liabilities

Accounts payable $ 200 $ 145 $ 55

Short-term loans 200 250 (50)

Accrued income taxes 35 25 10

Accrued expenses 25 20 5

Total current liabilities $ 460 $ 440

Bonds payable, due 20X9 800 800

Total liabilities $1,260 $1,240

Owners’ equity

Common stock $ 600 $ 570 30

Retained earnings 230 145 85

Total owners’ equity $ 830 $ 715

Total equities $2,090 $1,955

Exhibit 17-4 VyTrol Corporation Balance Sheets as of December 31

Additional information:
During the year, VyTrol
(a) issued common stock for $20 cash and issued additional stock of $10 for new equipment.
(b) obtained a new short-term bank loan for $80 and paid off a total of $130 on that and previous loans.
(c) bought new plant and equipment for $328 cash (in addition to that acquired by issuing stock).
(d) received $5 cash on the sale of equipment that had cost $8 and had accumulated depreciation of $3. 



subtract $565, giving us the $90 negative adjustment, Increase in Accounts
Receivable. This is the second of the items in the Adjustments section of the cash
flow statement’s section on operating activities. (You might want to look briefly
now at the completed statement shown in Exhibit 17-5.)

Cost of Sales Versus Cash Outflows
Consider next why there is a difference between cost of goods sold ($585) on the
income statement and the amount of cash actually paid for merchandise. Two fac-
tors create a difference.

First, the beginning and ending inventories affect cost of goods sold for the
year regardless of the year in which the company pays for inventory. The begin-
ning inventory increased cost of goods sold and so decreased net income; the end-
ing inventory decreased cost of goods sold and so increased net income. Thus, net
income includes the effects of inventories, while cash payments for merchandise
do not. To remove from net income the effect of inventories, we must (1) add the
beginning inventory and (2) subtract the ending inventory. In VyTrol’s case, we
add $285 and subtract $355, to obtain $70. This is the third adjustment in the state-
ment in Exhibit 17-5.

The second reason for a difference between cost of goods sold and cash out-
flows for merchandise is that cost of goods sold shows the merchandise purchases
made this year regardless of when the purchased merchandise was paid for. From
your knowledge of financial accounting you know two things. First, early in the
year the company pays cash for some of the purchases made in the prior year.
(This amount was the beginning balance in accounts payable.) Second, some pur-
chases made late in the year will not be paid for until the next year. (Unpaid
amounts at year end are the ending balance in accounts payable.) Thus, the
amount shown as cost of goods sold in this year’s income statement can be higher
or lower than cash payments for merchandise, depending on the relationship be-
tween the beginning and ending balance in Accounts Payable. To move from net
income to the cash flow for the year, we must (1) subtract the accounts payable at
the beginning of the year and (2) add the accounts payable at the end of the year.
In the case of VyTrol, we subtract $145 and add $200, obtaining the $55 increase
in Accounts Payable. This is the fourth adjustment in Exhibit 17-5.

Operating Expenses and Cash Outflows
Finally, let us consider why other expenses shown on the income statement
might not equal cash disbursements. One reason for a difference is well known
to you. The first expense listed, depreciation, requires no current disbursement
of cash. Depreciation expense reduced net income without having any effect on
cash flows this period. Hence, to remove from net income the effect of deprecia-
tion expense, we must add depreciation (in VyTrol’s case, $178) to net income.
This is the first adjustment in Exhibit 17-5. It is typically shown first on published
statements.

There are two other reasons for the difference between the amounts shown in
the income statement for various expenses and the cash payments for such ex-
penses: accruals and prepayments. Let us consider accruals first.

Early in the year cash is paid to liquidate liabilities for expenses of the prior
year (accrued expenses at the beginning of the year); in the latter part of the year
expenses are incurred for which cash will not be paid until the next year (the end-
ing balance of accrued expenses). Thus, the current year’s income is reduced by
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this year’s expenses regardless of the year in which the payments were made. To
move from net income to cash flow, we must (1) subtract accrued expenses at the
beginning of the year and (2) add accrued expenses at the end of the year. In the
case of VyTrol, we subtract $25 and $20, the beginning balances in the two accrued
expense accounts (for taxes and wages); then we add $35 and $25, the ending bal-
ances of the same two accruals. For simplicity, we will add $10 and $5, the in-
creases in the two accounts. These are the fifth and sixth adjustments in the cash
flow statement.

Prepayments of expenses are similar to expense accruals in that the year in
which cash is paid is not the year in which the expense affects net income. For pre-
payments, however, the cash flow occurs before the item appears in the income
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Cash flow from operating activities:

Net income $ 175

Adjustments for noncash expenses, revenues,

losses, and gains included in income:

Depreciation $ 178

Increase in accounts receivable (90)

Increase in inventory (70)

Increase in accounts payable 55 

Increase in accrued taxes 10 

Increase in accrued expenses 5 

Increase in prepaid expenses (10)

Total adjustments 78

Net cash flow from operating activities $ 253

Cash flows from investing activities:           

Purchase of plant and equipment $(328)

Sale of equipment 5

Net cash (used) by investing activities (323)

Cash flows from financing activities:

New short-term borrowing $ 80

Repayment of short-term debt (130) 

Proceeds from issuing common stock 20

Dividends paid on common stock (90)

Net cash (used) by financing activities (120)

Net change (decrease) in cash $(190)

Cash balance, beginning of year 320

Cash balance, end of year $ 130 

Supplementary Disclosures:

Interest paid $ 65

Income taxes paid $ 115

Issuance of common stock to acquire new equipment $ 10

Exhibit 17-5 VyTrol Corporation, Statement of Cash Flows for 20X5



statement. Thus, the current year’s income was reduced by some expenses paid
for in the previous year (the beginning balance of prepaid expenses), but cash was
paid this year for expenses that will not reduce income until next year (the end-
ing balance of prepaid expenses). To move from net income to the cash flow for
the year, we must (1) add the beginning-of-year prepayments and (2) subtract the
end-of-year prepayments. VyTrol will add $35 and subtract $45, or simply sub-
tract the $10 increase in Prepaid Expenses. This is the seventh and final adjust-
ment in the cash flow statement and completes the reconciliation of the difference
between VyTrol’s net income and its cash flow from operations. Iomega’s annual
report explicitly discussed the role of current assets and liabilities. “The primary
sources of cash provided by operating activities were net income and increases in
accounts payable and accrued liabilities. These sources of cash were partially off-
set by increases in trade receivables and inventories.”

The accompanying Insight shows two alternative ways to present cash flow
from operating activities. 

762 Part Five Special Topics

Presentation of Cash Flow

Dell Computer abbreviates its presentation of changes in current accounts,
lumping all changes in current accounts together as “operating working capi-
tal.” 

DELL COMPUTER CORPORATION
CONSOLIDATED STATEMENT OF CASH FLOWS

(IN MILLIONS)

Fiscal Year Ended

February 1, February 1, January 28,
1998 1997 1996

Cash flows from operating activities:
Net income. . . . . . . . . . . . . . . . . . . . . . . $ 944 $ 518 $ 272
Adjustments to reconcile net income 

to net cash provided by operating 
activities:
Depreciation and amortization . . . . . . 67 47 38
Other . . . . . . . . . . . . . . . . . . . . . . . . . . 24 29 22

Changes in:
Operating working capital . . . . . . . . . . . 529 659 (195)
Non-current assets and liabilities . . . . . 28 109 38

Net cash provided by operating 
activities . . . . . . . . . . . . . . . . . . . . . . . $1,592 $1,362 $ 175

SIGHTIN
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Merck & Co. starts its statement with income before taxes and subtracts income
taxes later to arrive at net cash flow provided by operations.

Consolidated Statement of Cash Flows
Merck & Co., Inc. and Subsidiaries

Years Ended December 31
($ in millions)

1997 1996 1995 

Cash Flows from Operating Activities
Income before taxes $ 6,462.3 $ 5,540.8 $ 4,797.2
Adjustments to reconcile income 

before taxes to cash provided from 
operations before taxes:

Gains on sales of businesses (213.4) — (682.9)
Depreciation and amortization 837.1 730.9 667.2
Other 528.4 175.1 630.1

Net changes in assets and liabilities:
Accounts receivable (271.7) (224.7) (244.1)
Inventories (53.5) (267.6) (271.8)  

Accounts payable and accrued liabilities 321.8 414.2 383.1
Noncurrent liabilities 20.4 143.0 (262.0)
Other (19.9) 10.4 (43.0)

Cash Provided by Operating Activities 
Before Taxes 7,611.5 6,522.1 4,973.8

Income Taxes Paid (1,294.9) (1,094.4) (2,029.6)

Net Cash Provided by Operating Activities $ 6,316.6 $ 5,427.7 $ 2,944.2

SIGHT (continued)IN

INVESTING AND FINANCING ACTIVITIES

Look again at the comparative balance sheets in Exhibit 17-4. Every item on the
balance sheet, except Bonds Payable, shows a change over the year. We know al-
ready that the changes in Accounts Receivable, Inventory, Prepaid Expenses,
Accounts Payable, the two expense accruals, and part of the changes in
Accumulated Depreciation and Retained Earnings relate to operating activities.
What brought about the other changes? Unless our investigation of these changes
reveals some way in which they affected net income, they must be related to fi-
nancing and investing activities.

From the combined statement of income and retained earnings (Exhibit 17-3)
we know that VyTrol paid $90 in dividends, which is a financing activity, and the
change in Retained Earnings is now fully explained. The additional information
in Exhibit 17-4 explains the other changes in the balance sheet. The stock issued



for cash (additional information item a) is a financing activity; the stock issued for
new equipment is a significant noncash activity to be shown in the schedule of
supplementary disclosures. Taking on a new bank loan and repaying old loans
(item b) are also financing activities. Items c and d describe the acquisition and
sale of property, two types of investing activities.3

The cash flow statement is now complete except for the required disclosures of
payments for interest and for income taxes. Because the balance sheet shows no
accrued interest at either the beginning or the end of the year, the $65 interest ex-
pense on the income statement is also the cash paid. Deriving the cash paid for in-
come taxes involves using the same type of reasoning needed to derive the
adjustments to net income. The $125 tax expense is not the cash paid because (1)
early in the year VyTrol paid $25 for taxes of the prior year (the beginning balance
of accrued taxes) and (2) $35 of the tax for the current year will not be paid until
next year (the ending balance of accrued taxes). To find the cash paid this year, we
must add the $25 and subtract the $35 from the reported expense of $125. The re-
sult, $115, is the supplementary disclosure.

To summarize briefly, we started with comparative balance sheets for VyTrol
and noted that cash had decreased by $190. To explain that change, we analyzed
the changes in all the other items on the balance sheet. The results of that analy-
sis appear in the cash flow statement shown in Exhibit 17-5, which is further dis-
cussed in the next section.

CASH FLOW STATEMENT

Consider first VyTrol’s adjustments to net income. If you reflect for a moment
about the adjustments, you will recognize that the first, for depreciation, is quite
different from the others.

The depreciation adjustment, required because depreciation expense appears
on the income statement, has no relation to the operating cash inflows or outflows
for the current period. The other six adjustments are needed because of short-
term timing differences between cash flows and appearance on the income state-
ment. Once you understand the reasoning for the treatment of these other
adjustments, you may find the following rules helpful. 

1. Add to net income a decrease in an asset (or an increase in a liability) result-
ing from operations.

2. Subtract from net income an increase in an asset (or a decrease in a liability)
resulting from operations. 

Note that the net change in cash, a decrease of $190,000, agrees with the decrease
shown in the comparative balance sheets in Exhibit 17-4. The two statements are
thus linked, with the cash flow statement describing the cash inflows and out-
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3 Completing the cash flow statement without some of the additional information in Exhibit 17-4 would be difficult. It is
sometimes possible to study the information available within the financial statements, deduce what transactions might
have occurred, and then ask questions about such transactions. For example, because accumulated depreciation increased
by $175 when depreciation expense was $178, we could infer a sale of some asset(s) with accumulated depreciation of $3
and know that the $330 increase in plant and equipment was a combination of the sale and some acquisitions. Similarly,
the $30 increase in common stock would prompt a question about what the company received when the new stock was is-
sued. The availability of the cash flow statement to interested parties outside a company eliminates the need for the par-
ties to make and pursue such inferences, though that approach might be necessary when a statement is not available for
some reason.



flows that contributed to the decline in cash, a balance sheet item. The link with
the income statement is provided by using the indirect method to present cash
flow from operations.

As we have shown, we develop the information for a cash flow statement by
analyzing the other financial statements and gathering some other information.
Because the company’s managers have access to information about its actual cash
flows, their task is relatively easy. Without access to information about actual
flows, the task is more difficult. But for anyone—manager, stockholder, or credi-
tor—presented with a cash flow statement, what is important is to understand its
contents and implications; and that understanding begins with an understanding
of how the statement is developed. The accompanying Insight describes how
some companies discuss their cash flows in annual reports.

OPERATING FLOWS—SPECIAL CONSIDERATIONS

In developing VyTrol’s cash flow statement, we used the indirect method of pre-
senting operating cash flows. We also used fairly common transactions. In this
section we discuss and illustrate two important variations of these basic circum-
stances.
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Discussions of Cash Flow

Sara Lee Corporation noted that “Our current goal for financial strength is to
maintain a total-debt-to-total-capital ratio of no more than 40% . . . strong cash
flow from operations allowed us to maintain a 33.4% leverage ratio despite ad-
ditional financial requirements for acquisitions, internal growth projects, divi-
dend payments, and the repurchase of almost $400 million of common stock.” 

Kmart pointed to “. . . cash generated by holiday business between Thanks-
giving and December 15 was sufficient to pay down the [revolving line of
credit].” Kmart owed over $1 billion before Thanksgiving. The company’s cash
flow was also enough to “. . . retire a $1.2 billion term loan two years ahead of
schedule.” 

Disney used its cash flow from operations of over $15 billion during a five-
year period to “ . . . reinvest in the company’s core businesses, in acquisitions
and new initiatives, and in selected share repurchase.”

General Electric told its shareholders that “operating activities are the prin-
cipal source of GE’s cash flows. Over the past three years, operating activities
have provided more than $24 billion of cash. The principal application of this
cash was distributions of more than $19 billion to share owners, both through
payments of dividends ($9.2 billion) and through the share repurchase program
($9.9 billion). . . .”

SIGHTIN



DIRECT METHOD, INFLOWS AND OUTFLOWS

Although the indirect method of reporting the cash flow from operating activities
is acceptable and most widely used, the FASB and many financial statement users
prefer the direct method. Supporters of the direct method stress its separate dis-
closure of inflows and outflows. Of course, the net operating cash flow is the same
regardless of the method used. Hence, the same items that reconcile net income
with net operating cash flow under the indirect method also explain the differ-
ences between cash inflows and outflows for specific items included in the in-
come statement.

Consider the three income statement categories that affected net income for
VyTrol Corporation: sales, cost of goods sold, and other expenses. What is the dif-
ference between sales reported in the year’s income statement and cash received
during the year from customers? You answered that question already: the begin-
ning and ending balances in Accounts Receivable. What is the difference between
reported cost of goods sold and cash payments to acquire merchandise? You al-
ready answered that question, too: the beginning and ending balances in
Inventory and Accounts Payable. Finally, why are the expenses shown on the in-
come statement different from the year’s cash payments for operating expenses?
The answer you already know is that accruals, prepayments, and the noncash ex-
pense of depreciation explain the difference.

Thus, the same type of analysis that produced the information needed to rec-
oncile net income with net operating cash flow provides the information needed
to present net operating cash flow under the direct method. The only difference
is that, to develop the information about inflows and outflows separately, we
must adjust individual items in the income statement rather than the net result of
those items (net income). Let us determine the separate operating cash flows for
VyTrol using the information developed earlier. In each case we begin with the
amount shown on the income statement (see Exhibit 17-3) and compute the cash
flow for that item.

Cash Receipts from Customers
Reported sales were $1,180,000, but Accounts Receivable increased by $90,000. We
can compute the cash received from customers as follows:

Sales $1,180
Add Accounts Receivable, beginning of year

(additional current cash collections) $ 475
Deduct Accounts Receivable, end of year

(uncollected sales) (565)

Increase in Accounts Receivable (90)

Cash receipts from customers $1,090

Cash Payments to Merchandise Suppliers
Cost of goods sold was $585, but we know that this amount differed from cash
payments to suppliers because of changes in Inventory and in Accounts Payable.
To convert Cost of Goods Sold to cash payments to suppliers, we adjust for
changes in these two balance sheet items, as follows.
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Cost of goods sold $585
Add Inventory, end of year $ 355
Deduct Inventory, beginning of year (285)

Increase in Inventory 70 
Add Accounts Payable, beginning of year $ 145
Deduct Accounts Payable, end of year (200)

Increase in Accounts Payable (55)

Cash payments to merchandise suppliers  $600

If you have trouble seeing why an increase in Inventory should be added to cost
of goods sold to arrive at cash payments while an increase in Accounts Payable is
subtracted, consider again how these items affect cost of goods sold and review
our earlier explanation.

Cash Payments for Expenses
From the earlier analysis we know that depreciation and the changes in Prepaid
Expenses and the two accrued expense accounts explain the difference between
reported expenses and the cash flows for expenses. As stated earlier, the FASB re-
quires separate disclosure of the cash paid for two expense items, interest and in-
come taxes, regardless of which method is used to present operating cash flows.
Hence, although the same calculations apply to all the expenses, we separated
these two items from other expenses. Accordingly, we calculate the cash pay-
ments for expenses below. We leave depreciation out because we know it does not
affect cash flow.

Income
Interest Taxes Other

Expenses for the year $65 $125 $ 52
Eliminate effect of change in

prepaid expenses:
Deduct beginning prepaid

expenses (35) 
Add ending prepaid expenses 45

Eliminate effect of change in
accrued expenses:
Add total beginning accrued

expenses, $25 + $20 25 20
Deduct ending accrued

expenses, $35 + $25 (35) (25)

Cash payments for expenses $65 $115 $ 57

As you can see, the $115 calculated as payments for income taxes agrees with the
amount computed and disclosed earlier.

Direct Method Statement 
Exhibit 17-6 shows the cash flow statement for VyTrol Corporation using the di-
rect method. As you can see, net cash flow from operations is the same as that
shown in Exhibit 17-5 under the indirect method. Note that, with the use of the
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direct method, the details of the computations (i.e., the descriptions of the adjust-
ments) are not part of the presentation. Remember, however, that a reconciliation
of net income and net cash flow from operations must also be provided.

Companies using the direct method differ in the number and types of items re-
ported separately as operating flows. For example, some highlight amounts paid
for wages and fringe benefits, rent, or some other major expense. In the next sec-
tion we discuss a common circumstance that affects both the computation and re-
porting of operating cash flows regardless of which reporting approach is
followed.

NONOPERATING GAINS AND LOSSES

One transaction included in the example is unrealistic: the sale of plant and
equipment at book value. Because there was no gain or loss on the sale to appear
in the income statement, VyTrol had only to report the proceeds as an inflow from
investing activities. It is highly unlikely that a company will sell a noncurrent
asset for its book value. Rather, the company will almost always have a gain or
loss on the sale. The gain or loss appears on the income statement. Reporting a
gain or loss in no way changes the fact that the sale is an investing activity. The
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Cash flow from operating activities:

Cash receipts from customers $1,090

Cash payments to merchandise suppliers (600)

Interest paid (65)

Income taxes paid (115)

Cash paid for other operating costs (57)

Net cash flow from operating activities $ 253

Cash flows from investing activities:           

Purchase of plant and equipment (328)

Sale of equipment 5

Net cash (used) by investing activities (323)

Cash flows from financing activities:

New short-term borrowing 80 

Repayment of short-term debt (130)

Proceeds from issuing common stock 20

Dividends paid on common stock (90)

Net cash (used) by financing activities (120)

Net change (decrease) in cash (190)

Cash balance, beginning of year 320

Cash balance, end of year $ 130 

Supplementary Disclosure:

Issuance of common stock to acquire new equipment $ 10

Exhibit 17-6 VyTrol Corporation, Statement of Cash Flows for 20X5



proceeds from the sale are still an inflow to be reported under investing activities.
The complication presented by such sales is that gains and losses are not cash
flows from operating activities.

For example, suppose a long-term investment that cost $30,000 is sold for
$45,000. The sale provides $45,000 cash, and the cash inflow should appear on the
cash flow statement as an investing activity. But the income statement includes
the $15,000 gain on the sale. Hence, net income was increased by $15,000 as a re-
sult of a nonoperating activity. Under either the direct or the indirect method of
presenting operating cash flows, the $15,000 income effect of the sale has to be
eliminated. (If the book value of the investment had been $60,000, so that a
$15,000 loss, rather than a $15,000 gain, occurred on the sale, the cash inflow
would still be $45,000, and the $15,000 loss on the sale would also have to be elim-
inated to arrive at the cash flow from operating activities.)

Thus, gains and losses from investing activities are adjustments in deriving op-
erating cash flows from amounts reported in an income statement. In a cash flow
statement that uses the indirect method of reporting flow from operating activi-
ties, losses appear as additions to net income and gains as subtractions.

Let’s look at the logic of why gains and losses on sales of noncurrent assets do
not directly affect cash. Suppose a company sells a plant asset that cost $50,000
and has accumulated depreciation of $30,000 (book value of $20,000). First, sup-
pose the sale is for $24,000, giving a $4,000 gain; then suppose the sale is for
$15,000, giving a $5,000 loss. In journal entry form, the sales would show as fol-
lows:

Sale for $24,000:
Cash $24,000
Accumulated Depreciation 30,000

Plant and Equipment $50,000
Gain on Sale of Equipment 4,000

Sale for $15,000:
Cash $15,000
Accumulated Depreciation 30,000
Loss on Sale of Equipment 5,000    

Plant and Equipment $50,000

In both cases, the cash flow is the amount of cash received. The gain or loss is re-
ported on the income statement. Because the gain or loss is not a cash flow and
the sale of a noncurrent asset is not an operating activity, the gain or loss must be
removed to determine cash provided by operations using the indirect method.
Using the direct method, the gain or loss is simply not reported and no adjust-
ment is needed.

CONCLUDING COMMENTS

Over the years, a common misconception has arisen that depreciation and simi-
lar expenses are inflows of cash. This misconception is understandable if we rec-
ognize that the indirect method of computing operating cash flows has
predominated in practice and that under that method depreciation is added to net
income to arrive at cash flow from operations. As you know, depreciation neither
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increases nor decreases cash. Depreciation requires no current outlay of cash;
rather, a cash outflow occurs at the time the asset is acquired, and that outflow is
reported as an investing activity.

In one sense, however, depreciation influences cash flows. Because deprecia-
tion is deductible for tax purposes, a company’s income tax payment— which is
an operating cash flow—is lower than it would have been had there been no de-
preciation to deduct. Hence, net cash inflow from operations is higher than would
be the case had there been no depreciation.

We should also point out that the cash flow statement provides information be-
yond a classified listing of the company’s cash flows. As we note in the next chap-
ter, an understanding and evaluation of a company’s activities requires study of
more than one year’s financial statements. At this point we comment only briefly
on insights that might be provided by review of the cash flow statements.

Consider VyTrol, the company whose cash flow statements we developed.
Exhibit 17-5 (and Exhibit 17-6) shows that VyTrol’s net cash expenditure for plant
assets ($323,000) was more than the cash made available from normal operations
($253,000) and traditional sources of long-term financing sources ($20,000 from
new common stock issued for cash). Is this a good or bad sign? As you might ex-
pect, the answer is that it depends. A substantial net new investment in plant and
equipment suggests expansion and the potential for growth in earnings. True,
normal operating activities and financing sources didn’t provide enough cash for
VyTrol’s new investment. But VyTrol’s cash balance at the beginning of 20X5 was
relatively large (about 17 percent of total assets), which might indicate that VyTrol
obtained significant new financing in the preceding year. (Remember that man-
agers plan in advance to meet cash needs for planned capital expenditures.) Thus,
a reader should review VyTrol’s prior year’s financial statements, particularly the
cash flow statement, before drawing any conclusions. To return to the ideas pre-
sented at the beginning of this chapter, perhaps the primary value of a cash flow
statement is that it shows managers’ current responses to planned short-term and
long-term needs for cash. The accompanying Insight describes how one financial
commentator views the cash flow statement.

Information about flows of cash is important to both managers and external par-
ties. Generally accepted accounting principles require a cash flow statement as
part of the financial statement package. Cash means both cash and cash equiva-
lents such as highly liquid short-term investments. 

Activities affecting cash are operating, investing, or financing activities. A cash
flow statement reports the amount of cash provided or used by these three cate-
gories. Significant activities having no effect on cash flows are also reported, ei-
ther in narrative form or in a separate schedule of the cash flow statement.

Companies can report cash flows from operating activities in two ways. The in-
direct method reconciles net income with the net cash flow from operations. The
indirect method does not report operating inflows and outflows separately. The
direct method reports inflows and outflows separately but does not offer a direct

SUMMARY

CHAPTER
18
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link between the cash flow statement and reported net income. To provide that
link, companies using the direct method must also provide a reconciliation of net
income to net cash flow from operations. Cash flow statements prepared using ei-
ther the direct or the indirect method will report the same net cash flow from op-
erations, the same cash flows relating to investing and financing activities, and
the same net change for cash, and will disclose the cash paid for interest and for
income taxes.

Importance of Operating Flows

When some analysts quoted in The Wall Street Journal questioned the high stock
price of Amazon.com, one commentator pointed out that Amazon’s cash flows
were one ingredient in its lofty price. (The stock was then selling for over $100
per share and the company had yet to show a profit.) He presented the follow-
ing schedule, which depicts the excess or deficiency of each company’s net cash
flows from operating activities over their capital spending. In other words, how
much financing do the companies have to acquire to support their building in-
frastructure to operate on the Internet and their other capital requirements. The
less cash companies must raise on the market, the higher the returns their stock-
holders will earn. (Companies that borrow must pay interest, those that issue
stock dilute the ownership interest of existing stockholders. Chapter 18 deals
with such matters.)

Net Cash Flows from Operating Activities Less
Cash Used for Capital Expenditures and Acquisitions

($ in millions)

1997 1996 1995

Barnes & Noble $ 47.3 $(52.3) $(211.8)
Borders (28.0) 4.0 (104.3)
Amazon.com (3.7) (2.9) (0.3) 

Even though Amazon was growing at sensational rates, with sales in fiscal 1997
up 838 percent from 1996, the company did not consume cash the way the other
book retailers did. Amazon used payables to finance much of its operations, but
its growth is cheaper to finance than that of the others. Moreover, Amazon’s
cash outflows necessary to finance growth are comparatively very small. The
commentator concluded “It’s all about how much of the shareholders’ cash the
company has to spend to grow. Period. With that in mind, investors can forget
the flabby theories on retail investors’ buying influence and whatever else.
What you need to know is on the cash flow statement.”

SIGHTIN

Source: Dale Wettlaufer, “Wall Street Journal Takes on Amazon,” The Motley Fool, July 8, 1998.
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Comparative balance sheets and a combined statement of income and retained earn-
ings for Quadro Company appear in Exhibits 17-7 and 17-8.

KEY TERMS

cash equivalents (754)
cash flow from operations (755)
cash flow statement (754)
direct method (755)

financing activities (753)
indirect method (755)
investing activities (753)
operating activities (753)

REVIEW PROBLEM

20X7 20X6

Assets

Current assets

Cash and equivalents $ 90 $ 115  

Accounts receivable 225 210  

Inventory 180 220  

Prepayments 20 5

Total current assets $ 515 $ 550

Noncurrent assets

Plant and equipment, at cost $1,200 $ 950  

Accumulated depreciation 600 480  

Net $ 600 $ 470

Total assets $1,115 $1,020

Equities

Current liabilities

Accounts payable $ 110 $ 80  

Accrued income taxes 20 30

Accrued expenses 15 30

Total current liabilities $ 145 $ 140

Bonds payable, due 20X9 260 330

Total liabilities $ 405 $ 470  

Owners’ equity

Common stock $ 430 $ 380

Retained earnings 280 170

Total owners’ equity $ 710 $ 550

Total equities $1,115 $1,020

Exhibit 17-7 Quadro Company, Balance Sheets as of December 31
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The following additional information is also available. 

(a) The company issued common stock for $50 cash.
(b) The company sold equipment for $30. The equipment cost $25 and had accumu-

lated depreciation of $10. 

Required

1. Determine cash flow from operations using the indirect method.
2. Prepare a cash flow statement for 20X7.
3. Show the cash flow from operations using the direct method. Show separately the

cash inflow from sales and the cash outflows for merchandise purchases, operat-
ing expenses, interest, and income taxes.

ANSWER TO REVIEW PROBLEM

1. To compute cash flow from operations we must determine the adjustments to net
income. The income statement reveals the need for two adjustments:
(a) Depreciation is a noncash expense. 
(b) The sale of a long-term investment, a nonoperating transaction, has in-

creased income.
We can then turn to the comparative balance sheets. They reveal the need for
three additional adjustments:
(c) The increase in Accounts Receivable means that cash collections from cus-

tomers were less than sales. 
(d) The change in Inventory means that purchases were greater than cost of

sales.
(e) The increase in Prepayments means that payments for expenses were greater

than the expenses.

Sales $975

Cost of goods sold 455

Gross profit $520

Operating expenses:

Depreciation $130

Interest 40

Other 50 

Total 220

Operating income $300

Gain on sale of plant assets 15

Income before taxes $315

Income taxes 95

Net income $220

Retained earnings, beginning of year 170

$390

Dividends 110

Retained earnings, end of year $280

Exhibit 17-8 Quadro Company, Income Statement and Statement of

Retained Earnings for 20X7
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(f) The increase in Accounts Payable means there is a difference between cash
outflows for operations and purchases of goods. In conjunction with the
change in Inventory, this change means that cash paid for merchandise ex-
ceeded cost of goods sold. 

(g) The changes in the two types of accrued expenses means that there are dif-
ferences between operating cash outflows for expenses and reported operat-
ing expenses and taxes.

Changes in the other balance sheet items, though they may have affected cash,
would not have given rise to operating cash flows. If such changes affected net in-
come, their effects should be eliminated from net income as we compute the cash
flow from operating activities. Let us look at the other balance sheet changes.

The changes in long-term debt and common stock, whatever their causes, give
rise to financing flows. Again, there is no evidence (such as a gain from retirement
of debt) in the income statement that financing activities affected net income. The
change in Retained Earnings is explained by net income, which we have already
considered, and the payment of dividends, which is a financing activity.

Thus, we can compute the cash flow from operations by starting with net in-
come and making the adjustments (a) through (g).

Reconciliation of Net Income and Cash from Operations    

Net income $220
Adjustments to reconcile net income and net cash

provided by operating activities:
(a) Depreciation $130
(b) Gain on sale of plant assets (15)
(c) Increase in accounts receivable (15)
(d) Decrease in inventory 40
(e) Increase in prepayments (15)
(f) Increase in accounts payable 30
(g) Decrease in accrued income taxes (10)
(g) Decrease in accrued expenses (15)

130

Net cash flow from operating activities $350

2. In requirement 1, the information needed for one section of the statement, cash
flow from operations, was developed. Our objective now is to find any nonoper-
ating inflows or outflows of cash. For this information we refer again to the bal-
ance sheet changes that did not affect cash flow from operations. The changes,
already discussed briefly, are summarized as follows:

Change
Increase Change Already Explained

Item (Decrease) Increase (Decrease)

Plant and equipment $250 $(25)
Accumulated depreciation 120 130
Long-term debt (70)       
Common stock 50
Retained earnings 110 205

Let us examine each of these changes. 
The normal reason for an increase in Plant and Equipment is purchases of new

equipment. But, we already know that during the year the company sold equip-
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ment that originally cost $25, reducing Plant and Equipment by $25. Thus, the pur-
chases of new plant and equipment must have been enough to offset this de-
crease and produce a net increase in Plant and Equipment of $250, or $275 ($250
+ $25). So we have two transactions: sale of equipment and purchase of equip-
ment, both of which involve investing cash flows. The old equipment was sold for
$30, and this amount should be reported as an investing cash inflow. The new
equipment must have cost $275 and should be reported as an investing use of
cash.

As we know, depreciation neither produces nor uses cash. Hence, the change
in Accumulated Depreciation is not a cash inflow or outflow. Accumulated
Depreciation increased by $130 because of the current year’s depreciation ex-
pense, as shown on the income statement. Accumulated Depreciation decreased
by $10 because an asset on which depreciation of $10 had accumulated was 
sold. The net change is an increase of $120 (an increase of $130 offset by a de-
crease of $10). In our analysis of Plant and Equipment, we determined that an 
investing cash inflow of $30 should be reported in connection with the sale of
equipment.

The normal reason for a decline in long-term debt is that some of the debt was
repaid. Such a repayment is a financing outflow. Since we have no evidence to in-
dicate some other reason for the decrease, we shall report the decline as a fi-
nancing outflow in the amount of $70.

Common Stock increased by $50; the usual explanation for such an increase is
that the company issued additional shares of stock. This conclusion is confirmed
by the information at the beginning of the problem, and so we include among the
financing inflows of cash the issuance of additional stock for $50.

The lower portion of Exhibit 17-8 reports that the net change in Retained
Earnings resulted from an increase because of net income and a decrease be-
cause of dividends. Net income is an operating source of cash, and we have al-
ready dealt with cash from operations. The payment of dividends should be
reported on our statement as a $95 financing outflow of cash.

The completed cash flow statement appears in Exhibit 17-9 on pages 776-777.
3. Calculating cash flow from operations under the direct method requires using the

adjustments determined in requirement 1. Following are the calculations of spe-
cific operating cash inflows and outflows. We already know that the only other
item to affect net income, the gain on sale of plant assets, resulted from an in-
vesting, rather than an operating, activity. Hence, neither the gains nor the pro-
ceeds from the sale are reported as a part of the cash flow from operations. If
Quadro used the direct method of reporting its cash flow from operations, that
segment of its cash flow statement would appear as follows:

Net cash flow from operating activities:
Cash receipts from customers $ 960
Cash payments to merchandise suppliers (385)
Cash paid for interest (40)
Cash paid for income taxes (105)
Cash payments for operating expenses (80)

Net cash provided by operating activities $ 350

Note that the $335 cash provided by operating activities agrees with the amount
shown in Exhibit 17-9, where the indirect method was used.
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Net cash flow from operating activities:

Net income $ 220

Depreciation $ 130

Gain on sale of plant assets (15)

Increase in accounts receivable (15)

Decrease in inventory 40

Increase in prepayments (15)

Increase in accounts payable 30

Decrease in accrued income taxes (10)

Decrease in accrued expenses (15)

Total adjustments 130

Net cash flow from operating activities $ 350

Cash flows from investing activities:

Acquisition of plant and equipment $(275)

Sale of equipment 30

Net cash used in investing activities (245)

Cash flows from financing activities:

Issues of common stock $ 50

Repayments of long-term debt (70)

Dividends (110)   

Net cash used in financing activities (130)

Net decrease in cash $ (25)  

Cash balance, beginning of year 115

Cash balance, end of year $ 90

Supplemental disclosure:

Cash paid for interest $ 40

Cash paid for income taxes $ 105

Cash receipts from customers:

Sales $ 975

Add accounts receivable, beginning of year $ 210

Less accounts receivable, end of year (225)

Increase in accounts receivable (15)

Cash collections from customers $ 960

Cash payments for merchandise:

Cost of goods sold $ 455

Add ending inventory $ 180

Less beginning inventory (220)

Decrease in inventory (40)

Add beginning accounts payable $ 80

Less ending accounts payable (110)

Increase in accounts payable (30)

Cash paid for merchandise $ 385

Exhibit 17-9 Quadro Company Statement of Cash Flow for 20X7
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ASSIGNMENT MATERIAL 

Find cash flow statements of two companies in traditional industries such as autos,
steel, or paper, and two in newer industries such as telecommunications equipment,
computers, or internet commerce. What are the principal differences in cash flows
for these two types of companies? For example, which group generates relatively
more of its cash flows from operating activities? What are the major uses of cash for
each group?

17-1 Depreciation provides cash? One frequently hears businesspeople say that
depreciation is a major source of cash. Explain why this statement is or is not true.

17-2 Net income and cash flow Hank Rogers started Rogers Metals five years ago.
The shop has been profitable and Mr. Rogers has been withdrawing cash in an
amount equal to net income each year. He has taken out an amount equal to nearly
half of his original investment of $80,000, most of which was used originally to pur-
chase machinery. Mr. Rogers’ customers pay cash on completion of work. He keeps
very little inventory and pays his bills promptly, and he is puzzled because the cash
balance keeps growing despite his withdrawals. Can you explain the increase in
cash?

17-3 Relationship of net income and cash flow Suppose that a large, rapidly
growing retail chain and a mature steel company earned the same income. Which
company would you expect to show the higher cash provided by operations? Explain
your answer.

17-4 Explanation of a cash flow statement You have provided the president of
Pecknell Company with a full set of financial statements, including a statement of
cash flows. He understands everything except some of the adjustments in the oper-
ations section of the statement. He has three specific questions.

1. “Why do you subtract the increase in accounts receivable? We don’t pay out cash
for our accounts receivable, we collect it.”

Cash payments for operating expenses:

Interest Taxes Other

Expenses for the year $40 $ 95 $ 50

Add prepayments, end of year 20

Less prepayments, beginning of year (5)

Add accruals, beginning of year 30 30

Less accruals, end of year (20) (15)

Cash paid for operating expenses $40 $105 $ 80

Exhibit 17-9 Quadro Company Statement of Cash Flow for 20X7 (continued)

INTERNET ACTIVITY

QUESTIONS FOR DISCUSSION



778 Part Five Special Topics

2. “You show the decrease in inventory as an addition. We sure didn’t get any cash
because our inventory decreased. In fact, the decrease means that we have less
to sell next year and will have to spend more cash to replenish our supply. So why
add it back to net income?”

3. “Our accrued expenses increased, and you showed this as an addition? Look, we
had especially heavy payroll costs at the end of the year, and we paid them the
third day of the new year. So it seems to me that we had to use more cash be-
cause of the increase, not less.”

Required

Explain each of the items to the president.

17-5 Clorox’s cash flow statements Refer to the Clorox cash flow statements in
Exhibit 17-2 on page 757. Answer the following questions.

1. What was the difference between Clorox’s sales and its cash receipts from cus-
tomers in 1998?

2. Did Clorox pay its suppliers more or less than the amount of its purchases in 1998?
How much more or less?

3. Did any of Clorox’s current assets and current liabilities increase in both 1997 and
1998? Decrease in both 1997 and 1998?

4. Did any current asset decrease in 1998?
5. Did Clorox add to or reduce its debt, other than payables and accruals, in 1998?
6. Was Clorox’s operating cash flow sufficient to cover its investing activities in 1998?

In 1997?

17-6 Cash flow from operations Use the following information to prepare the op-
erations section of a cash flow statement for Steiner Co. for 20X6.

Net income $250,000
Increase in inventory 40,000
Increase in accounts payable 25,000
Depreciation expense 70,000
Increase in accounts receivable 20,000
Gain on sale of land 30,000

17-7 Basic cash flow statement Use the information below to prepare a statement
of cash flows for Grina Corporation for 20X8. 

Depreciation expense $110,000
Decrease in inventory 20,000
Increase in accounts payable 12,000
Purchases of plant and equipment 500,000
Increase in accounts receivable 40,000
Dividends paid to shareholders 60,000
Net income 170,000 
Issuance of common stock for cash 400,000
Retirement of long-term bonds 70,000

EXERCISES
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17-8 Cash receipts from customers Fill in the blanks in the following schedule.

Case A Case B Case C Case D

Sales for 20X8 $800,000 $1,000,000 $_______ $650,000
Accounts receivable:

At beginning of 20X8 42,000 37,000 28,000 31,000
At end of 20X8 25,000 45,000 45,000 ________

Cash collected from 
customers in 20X8 $_______ $_________ $853,000 $625,000

17-9 Cash payments to merchandise suppliers For each of the following cases,
compute the cash paid in 20X7 to merchandise suppliers.

Case A Case B

Cost of goods sold in 20X7 $431,000 $845,000
Merchandise inventory:

Beginning of 20X7 105,000 167,000
End of 20X7 83,000 116,000

Accounts payable:
Beginning of 20X7 31,000 37,000
End of 20X7 42,000 33,000

Cash paid to merchandise
suppliers in 20X7 $_______ $_______

17-10 Relationships Fill in the blanks in the following schedule.

Case A Case B Case C

Cost of goods sold in 20X3 $649,000 $621,000 $_________
Merchandise inventory:

Beginning of 20X3 91,000 57,000 262,000
End of 20X3 84,000 71,000 245,000

Accounts payable:
Beginning of 20X3 42,000 68,000 93,000
End of 20X3 51,000 ________ 85,000

Cash paid to merchandise
suppliers in 20X3 $_______ $623,000 $2,824,000

17-11 Components of cash flow from operating activities Which of the following
items appears in the operations section of the cash flow statement for Washburn
Company? Washburn uses the indirect method. 

1. Depreciation expense. 
2. Increase in Dividends Payable.
3. Decrease in Income Taxes Payable.
4. Loss from sale of long-term investments.
5. Decrease in Prepaid Insurance.
6. Increase in Inventory.
7. Proceeds from sale of long-term investments.
8. Increase in Accounts Receivable.
9. Amortization of patents covering Washburn’s major product.

10. Payment for machinery to be used to produce Washburn’s major product.
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17-12 Classifying activities Classify each of the following transactions as an oper-
ating, investing, or financing activity.

1. Sale of merchandise for cash.
2. Sale of merchandise on account.
3. Sale of a fully depreciated machine for cash.
4. Declaration of a cash dividend on common stock.
5. Payment of a previously declared cash dividend on common stock.
6. Purchase of merchandise on credit.
7. Payment of cash for purchase made in item 6.
8. Payment of the premium on a three-year policy for theft insurance on the com-

pany’s inventory.
9. Acquisition of land by issuing a long-term note payable.

10. Payment of wages.
11. Purchase of 10,000 shares of the company’s common stock from some of its

stockholders. The price paid is less than that at which the shares were originally
issued.

12. Sale of 5,000 shares of treasury stock at a price in excess of that paid to acquire
that stock.

13. Accrual of interest due on a 20-year mortgage note payable.
14. Payment of previously accrued wages and salaries for employees.

17-13 Reconciliation of net income and cash from operations Prepare a reconcili-
ation of net income and net cash flow from operations using the relevant items from
the following list.

Increase in land $ 76,000
Increase in accounts receivable 62,000
Increase in accrued expenses payable 6,800
Decrease in inventory 35,000
Decrease in accounts payable 48,000
Decrease in prepaid insurance 1,500
Increase in common stock 365,000
Loss on sale of long-term investment 53,000
Net income 284,000
Depreciation expense 61,000
Decrease in cash 14,000
Cash received from sale of long-term investment 156,300
Cash provided by operations 331,300

17-14 Cash payments for operating expenses For each of the following three
cases, compute the cash paid in 20X7 for operating expenses.

Case A Case B Case C

Operating expenses in 20X7 $476,900 $ 71,425 $4,150,000
Prepaid expenses:

Beginning of 20X7 32,000 1,063 97,100
End of 20X7 29,300 741 105,400

Accrued expenses payable:
Beginning of 20X7 11,200 2,460 57,800
End of 20X7 15,100 1,245 53,400

Cash paid in 20X7 for operating
expenses $_______ $_______ $_________
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17-15 Relationships Fill in the blanks in the following schedule.

Case A Case B Case C

Operating expenses in 20X7 $827,400 $223,800 $_________
Prepaid expenses:

Beginning of 20X7 25,400 15,500 103,000
End of 20X7 19,300 _______ 81,000

Accrued expenses payable:
Beginning of 20X7 48,800 11,400 193,000
End of 20X7 51,100 14,300 242,000

Cash paid in 20X7 for operating
expenses $_______ $218,400 $4,250,000

17-16 Cash from operations In 20X9, Drew Company reported net income of
$33,000. You also have the following information about 20X9.

1. Depreciation expense for the year was $132,000.
2. Accounts Receivable increased by $17,000.
3. Inventory declined by $7,000.
4. Accounts Payable decreased by $12,000.
5. Accrued Expenses increased by $6,000.

Required

Determine cash flow from operations.

17-17 Effects of transactions Determine the effect, if any, of each of the following
transactions on (a) net income and (b) cash. Show the amount of the change and its
direction (+ or –).

1. Common stock with a market value of $700,000 was issued in exchange for
equipment. 

2. A cash dividend of $200,000 was declared, but not paid.
3. The dividend in item 2 was paid.
4. An account receivable of $12,000 was written off against the Allowance for

Doubtful Accounts.
5. A customer who owed the company $22,000 on account gave the company

equipment with a fair market value of $22,000 in settlement of the receivable.
6. Interest payable was accrued in the amount of $14,000.
7. The interest payable in item 6 was paid.
8. The company bought 100 shares of its own stock for the treasury. The cost was

$4,600, paid in cash.
9. Inventory with a cost of $18,000 was written off as obsolete.

10. Plant assets that had cost $45,000 and were one-third depreciated were sold for
$12,000 cash.

17-18 Classifying activities Indicate whether each of the following transactions is
an operating, investing, or financing activity.

1. Cash collected on previously recorded credit sale of merchandise.
2. Sale of factory machinery for an amount of cash that exceeds the machine’s

book value.
3. Sale of factory machinery for an amount of cash that is less than the machine’s

book value.
4. Payment of cash for a previously recorded credit purchase.
5. Payment of the premium on a three-year policy for theft insurance on the com-

pany’s inventory.
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6. Acquisition of land by issuing common stock having a market value in excess of
par.

7. Payment of wages.
8. Purchase of 10,000 shares of the company’s common stock from some of its

stockholders. The price paid is in excess of the price at which the shares were
originally issued.

9. Sale of 5,000 shares of treasury stock at a price in excess of that paid to acquire
the stock.

10. Payment of previously accrued interest on a 5-year note payable.
11. Receipt of insurance proceeds as a result of destruction of the company’s factory

buildings and machinery because of an earthquake. (The proceeds exceeded the
book value of buildings and machinery destroyed.)

17-19 Analysis of noncurrent accounts The following data were taken from the
records of Miller Mining Company.

End of Year

20X6 20X5

Plant and equipment $ 5,240,000 $4,980,000
Accumulated depreciation (1,080,000) (840,000)
Mineral properties, net of depletion 6,750,000 5,950,000

You have also determined that plant and equipment costing $350,000 and with ac-
cumulated depreciation of $110,000 was sold for $60,000 and that depletion expense
related to mineral properties was $440,000. The only other transactions affecting the
accounts shown were depreciation expense, purchases of plant and equipment, and
purchases of mineral properties.

Required

1. Determine the amount of cash provided by sales of plant and equipment.
2. Determine the gain or loss to be added or subtracted in the reconciliation of net

income to cash flow from operations.
3. Determine the amount of depreciation expense to be added to net income in the

reconciliation of net income to cash flow from operations.
4. Determine the amount of cash paid to buy plant and equipment.
5. Determine the amount of cash paid to buy mineral properties.

17-20 Cash flow from operations—special situations (continuation of 17-16) After
more careful study of Drew Company’s income statement for 20X9, you determine
that the following items also affected net income.
1. Amortization of intangible assets, $22,000.
2. Loss on sale of plant assets, $3,000.
3. On one sale of merchandise, for $24,000, the customer gave Drew a 5-year note

bearing interest at 9%.

Required

Recompute cash provided by operations. 

17-21  Statement preparation Following is a list of items for the cash flow statement
for Cryton, Inc. for the year 20X8.

PROBLEMS
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Net income $430,000
Dividends paid        210,000
Proceeds from sale of a 10-year bond     650,000
Amortization of patents 42,000
Depreciation expense 158,000
Decrease in inventory 17,000
Increase in accounts receivable 104,000
Decrease in accrued expenses 2,000
Cash purchase of new equipment 510,000
Cash purchase of a long-term investment 265,000
Increase in income taxes payable 6,000
Decrease in accounts payable 48,000
Purchase of land and buildings by giving a 10-year note 350,000

Required

Prepare a cash flow statement for 20X8. You should use all the items given and find
that cash increased by $164,000.

17-22 Converting cash flow to income Boyd Company uses the direct method of
reporting cash flow from operations. Following is the operations section of its cash
flow statement for 20X7.

Cash receipts from customers $980,000
Cash payments for:

Merchandise      $496,000
Wages and salaries 220,000
Income taxes 35,000
Other operating expenses 140,000

Total cash payments for operating activities 891,000

Cash provided by operations $ 89,000 

Other data taken from Boyd’s records for 20X7 show the following.

(a) Accounts receivable increased by $30,000.
(b) Accounts payable decreased by $2,000.
(c) Inventory remained constant at $150,000.
(d) Accrued wages and salaries (the only accrued expense) increased by $4,000.
(e) Depreciation expense was $72,000.

Required

Determine Boyd Company’s net income for 20X7.

17-23 Reconciliation of net income and cash flow from operations (continuation of

17-22) Using the data provided in Problem 17-22 prepare a reconciliation of net in-
come and cash flow from operations.

17-24 Cash flow statement from comparative balance sheets Following are bal-
ance sheets for Belmarle Company at December 31, 20X5 and 20X6, in thousands.
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December 31

20X5 20X6

Cash $ 2,000 $ 3,000
Accounts receivable, net 13,000 16,000
Inventory 20,000 23,000
Property, plant, and equipment, net 50,000 57,000

Total assets $85,000 $99,000

Accounts payable $ 5,000 $ 4,000
Notes payable, due in one year 6,000 5,000
Long-term notes payable 10,000 16,000
Common stock 60,000 67,000
Retained earnings 4,000 7,000

Total equities $85,000 $99,000

The following information is also available about the company’s transactions in
20X6.

(a) Net income was $12,000.
(b) Depreciation on plant and equipment was $6,000.
(c) Property, plant, and equipment costing $7,000 was purchased for cash.
(d) Dividends of $9,000 were declared and paid.
(e) Equipment was purchased by giving a $6,000 long-term note.

Required

Prepare a cash flow statement for 20X6. Use the indirect method to present operat-
ing cash flows.

17-25 Determining cash flow from operations Use the information provided to
determine cash flow from operations.

From the income statement:
Sales $1,850,000     
Cost of goods sold 925,000  
Operating expenses 683,000  
Depreciation (included in operating expenses) 73,000  

From the balance sheet:
Increase in Accounts Receivable 25,000  
Decrease in Prepaid Expenses 12,000
Decrease in Inventory 37,000   
Decrease in Accounts Payable 68,000
Increase in Accrued Expenses 17,000   

17-26 Cash from operations—direct method (continuation of 17-25) Use your re-
sults from Problem 17-25 to prepare the operations section of the cash flow state-
ment using the direct method of presenting operating cash flows.

17-27 Distinguishing operating cash flows In 20X5, Bard Company’s net income
was $233,000. The following facts are also known about the year’s activities.
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Increase in Inventory $15,000
Decrease in Prepaid Expenses 1,500
Depreciation expense 38,000
Increase in Accounts Receivable 13,000
New short-term bank borrowings 25,000
Decrease in Dividends Payable 32,000
Amortization expense—patents 11,000
Decrease in Accounts Payable 4,000

Required

1. Compute cash flow from operations for 20X5.
2. Explain how your answer to requirement 1 would change if you also knew that

during 20X5 Bard sold some machinery for $2,800 cash, incurring a loss of $1,300
that was included in the $233,000 net income.

17-28 Selecting relevant information Use the following information as necessary
to compute cash flow from operations. 

Net income $130
Dividends paid 72
Increase in Accounts Receivable 22
Increase in Inventory 52
Decrease in Accrued Interest Receivable 3
Increase in Long-term Investments 135
Depreciation and amortization expense 91
Loss on sale of machinery and equipment 17
Proceeds from sale of machinery and equipment 198
Increase in Accounts Payable 14

17-29 Cash flow statement from transactions DLW, Inc. began 20X4 with $18,000
cash. The following information is available for 20X4 activities.

(a) Net income was $115,000.
(b) Depreciation expense was $70,000.
(c) DLW retired bonds payable that were due in 20X9. The cash paid to retire the

bonds was equal to their $60,000 book value.
(d) DLW paid $90,000 cash for new plant and equipment.
(e) DLW declared dividends of $18,000 to be paid in January of 20X5. Dividends

payable at the end of 20X3 were $3,000.
(f) One of DLW’s long-term investments in stock was written off as a loss in 20X4 be-

cause the company in which DLW had invested went bankrupt. The book value of
the investment was $30,000.

(g) Accounts Receivable increased by $15,000 during the year.
(h) Inventory increased by $26,000 during the year.
(i) Prepaid Expenses decreased by $8,000 during the year.
(j) During 20X4 DLW sold, for $54,000 cash, a patent with a $38,000 book value.

Required

Prepare a cash flow statement for DLW, Inc. for 20X4.
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17-30 Cash flows from transactions Transactions of Martin Company for 20X6
and other selected data are as follows:

(a) Sales, all on account, were $800,000.
(b) Cost of goods sold was $360,000.
(c) Depreciation expense was $60,000.
(d) Other operating expenses, all paid in cash, were $210,000.
(e) Equipment was purchased for $220,000 cash.
(f) Long-term investments were sold at an $8,000 gain. They had cost $57,000.
(g) Common stock was issued for cash of $150,000.
(h) A building that had cost $80,000 and had accumulated depreciation of $72,000

was destroyed by fire. There was no insurance coverage.
(i) Over the year, the following changes occurred in the current accounts.

Cash +$ 17,000
Accounts receivable, net + 128,000
Prepaid expenses + 12,000
Inventory + 82,000
Accounts payable + 14,000

Required

1. Determine net income for 20X6.
2. Prepare a cash flow statement for 20X6.

17-31 Effects of transactions Explain how each of the following affects the 20X9
cash flow statement of Gray Company.

1. A long-term investment in the common stock of Black Company was sold for
$183,000, which was $42,000 less than its book value at the date of sale.

2. At the beginning of 20X9, Gray had a patent with a book value of $180,000. On
November 15, 20X9, Gray sold the patent for $98,000. Amortization expense (for
20X9) to the date of sale was $45,000.

3. On October 31, 20X9, Gray sold some of its equipment for $18,000. The book
value of the equipment at the beginning of 20X9 was $13,000, and 20X9 depreci-
ation on the equipment to the date of sale was $2,200.

4. On July 3, 20X9, when the market value of its common stock was $28 per share,
Gray declared a 10% stock dividend on its 100,000 shares of outstanding $20 par-
value stock. The dividend was distributed on October 1, 20X9.

5. On April 1, 20X9, Gray retired an outstanding issue of bonds, paying $103,500 in
cash. The bonds had a book value at the date of retirement of $98,300.
Amortization of discount on these bonds between January 1 and April 1 of 20X9
was $200.

6. On March 19, 20X9, Gray acquired new machinery valued at $460,000. Gray paid
$85,000 in cash for this machinery and gave a 5-year, 10% note for the difference.

17-32 Cash flow statement from comparative trial balances At the top of the next
page are the beginning and ending balances of the balance sheet accounts for Truitt
Company for 20X3.

The following information is also available about the company’s activities in 20X3.

(a) Net income was $14,000.
(b) Dividends of $8,000 were declared and paid.
(c) A stock dividend was declared and distributed, and for this reason $20,000 was

charged to Retained Earnings, which represented the par and market value of the
stock issued in connection with the dividend.
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(d) Depreciation in the amount of $8,000 was recorded as an expense this year.
(e) Machinery costing $6,000 and having a book value of $2,000 was sold for $3,000

cash in 20X3.

Required

Prepare a cash flow statement for Truitt Company for 20X3. You may assume that
any changes other than those described are attributable to reasonable transactions
with which you should be familiar.

17-33  Treatment of transactions Explain how each of the following transactions is
reflected on a cash flow statement. Be specific.

1. Depreciation expense was $660,000.
2. A $200,000 dividend was declared late in the year and will be paid early next year.
3. Fixed assets costing $980,000 with accumulated depreciation of $770,000 were

sold for $90,000 cash.
4. Long-term investments were written off because the companies issuing the secu-

rities were bankrupt. The write-off was $650,000.
5. The company issued long-term debt in exchange for land. The value of the land

was $640,000, which equaled the value of the debt.
6. Near the end of the year the company sold a parcel of land for $300,000, which

was $60,000 more than its cost. The buyer gave the company a 5-year, 8% note for
$300,000.

7. The company paid $50,000 in settlement of a dispute relating to its income tax re-
turn of three years ago. The company debited Retained Earnings for $50,000.

17-34  Statements from limited data The following changes in the balance sheet ac-
counts for Rohmer Company occurred during 20X8.

Beginning of Year End of Year

Dr. Cr. Dr. Cr.

Cash $ 36,000 $ 26,000 
Accounts receivable 50,000 60,000
Allowance for bad debts $ 10,000 $ 12,000
Inventory 70,000 85,000
Buildings and equipment 190,000 240,000
Patents 26,000 20,000
Accounts payable 30,000 40,000
Accrued wages payable 4,000 5,000
Accumulated depreciation on

buildings and equipment 96,000 100,000
10-year bonds payable 80,000 104,000
Premium on bonds payable — 1,000
Treasury stock — 4,000
Common stock 100,000 135,000
Retained earnings 52,000 38,000

Totals $372,000 $372,000 $435,000 $435,000 
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Change

Debit Credit

Cash $120         
Accounts receivable, net $180
Inventory 120         
Plant and equipment 350         
Accumulated depreciation 90
Accounts payable 80         
Accrued expenses 30
Long-term debt 15         
Common stock 200
Retained earnings 185

Totals $685 $685

The company had net income of $225 and paid dividends of $40. No plant assets
were sold or retired.

Required

Prepare a cash flow statement. In the absence of information, make the most rea-
sonable assumption about the cause of a change.

17-35 Classification of items in cash flow statements A list of items follows, most
of which appear on a cash flow statement for Brillan Company for 20X8. During the
current year, cash increased by $101,000.

(a) Dividends declared during the year were $125,000, but dividends actually paid in
cash were $103,000.

(b) An issue of 10-year bonds payable was sold for $275,000 cash.
(c) Amortization of the company’s franchise cost was $6,000.
(d) Depreciation on the company’s tangible fixed assets was $159,000.
(e) Land was sold at a loss of $14,000; cash received for the sale was $74,000.
(f) Decrease in Inventory was $6,000.
(g) Increase in Accounts Receivable was $81,000.
(h) Increase in Accrued Expenses Payable was $11,000.
(i) Decrease in Income Taxes Payable was $24,000.
(j) Increase in Accounts Payable was $51,000.
(k) Decrease in Prepaid Expenses was $1,000.
(l) Increase in Allowance to Reduce Short-term Investments to Lower-of-Cost-or-

Market was $3,000.
(m)Decrease in short-term bank borrowings (debt) was $13,000.
(n) Cash paid for new equipment was $500,000.
(o) Cash paid for a long-term investment was $158,000.
(p) A 10-year note payable for $200,000 was given to acquire land and buildings.
(q) Amortization of discount on the 10-year bond issue mentioned in item (b) was

$2,000.
(r) Cash received as dividends on stock held as a long-term investment and ac-

counted for on the equity basis was $25,000.
(s) Amortization of discount on a long-term investment in bonds was $3,000.
(t) Cash received from sale of treasury stock was $6,000; the stock cost the company

$4,000.
(u) Increase in the credit balance of the Deferred Taxes was $4,000.
(v) Brillan’s portion of net income of the company whose stock is mentioned in item

(r) was $56,000.
(w) Net income for the year was $402,000.
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Required

Prepare Brillan’s cash flow statement for 20X8.

17-36 Comprehensive problem Comparative balance sheets and an income state-
ment for RJM Company follow. All data are in millions of dollars.

RJM Company, Balance Sheets as of June 30

20X7 20X6

Assets

Cash $ 9.5 $ 28.7
Accounts receivable, net 125.8 88.6
Inventories 311.4 307.0
Prepayments 12.6 11.4

Total current assets $ 459.3 $ 435.7
Investments 68.3 71.8
Plant and equipment 1,313.9 1,240.6
Accumulated depreciation (753.1) (687.4)
Intangible assets 42.5 46.2

Total assets $1,130.9 $1,106.9

Equities

Accounts payable $ 62.6 $ 59.8
Taxes payable 32.4 29.6
Accrued expenses 38.9 52.6

Total current liabilities $ 133.9 $ 142.0
Long-term debt 505.3 496.2
Common stock, no par value 384.2 377.4
Retained earnings 107.5 91.3

Total equities $1,130.9 $1,106.9 

RJM Company, Income Statement for 20X7

Sales and other revenues $896.3
Expenses:

Cost of goods sold $493.2
Depreciation 69.3
Amortization 3.7
Income taxes 85.0
Other expenses 203.5

Total expenses 854.7

Net income $ 41.6 

Sales and other revenue includes a gain of $0.8 million on sale of investments.
Amortization expense is related to intangible assets. Other expenses include losses
of $1.3 million on sales and other disposals of equipment. These assets had cost $9.6
million and had accumulated depreciation of $3.6 million. Long-term debt and com-
mon stock were issued for cash.

Required

Prepare a cash flow statement for the year ended June 30, 20X7.
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17-37 Cash flow statement from comparative trial balances—comprehensive prob-

lem Following are the trial balances for Voltan Company at the beginning and the
end of 20X5.

Beginning of Year End of Year

Dr. Cr. Dr. Cr.

Cash $ 50,000 $ 60,000 
Accounts receivable 150,000 200,000
Inventory 250,000 270,000
Prepaid expenses 50,000 70,000
Land 250,000 307,000
Buildings and equipment 700,000 838,000
Bond discount—5% bonds — 8,000
Allowance for bad debts $ 25,000 $ 35,000
Accumulated depreciation 300,000 421,000
Accounts payable 170,000 220,000
Accrued expenses 105,000 115,000
Bonds payable: 5% bonds — 200,000

6% bonds 175,000 —
Bonds premium—6% bonds 4,000 —
Long-term notes payable — 80,000
Capital stock—par value 450,000 475,000
Paid-in capital in

excess of par 81,000 83,500
Retained earnings 140,000 123,500

Totals $1,450,000 $1,450,000 $1,753,000 $1,753,000

The following data are available regarding Voltan Company’s 20X5 activities.

(a) Net income was $70,000, including gains and losses on transactions relating to
fixed assets and bond retirements.

(b) Land costing $100,000 was purchased, paying 20% in cash and giving long-term
notes payable for the remainder of the purchase price. The only other transaction
related to land was a sale that produced a gain of $12,000.

(c) Equipment that had originally cost $82,000 and had a book value of $23,000 was
sold for $8,000 cash. Additional equipment was purchased for cash.

(d) At the beginning of the year, bonds payable carrying an interest rate of 5% and a
maturity value of $200,000 were sold for $190,000 cash. Very shortly thereafter,
the 6% bonds were purchased on the open market for $159,000 and retired.

(e) During the year, a stock dividend was declared and issued and was accounted for
by a charge against Retained Earnings for $27,500, the market value of the stock
distributed in connection with the dividend. The market value was 10% higher
than the par value for the shares issued. Cash dividends were declared and paid
as usual.

Required

Prepare a cash flow statement for 20X5.

17-38 Explaining cash flow You have been hired as a trainee in the finance de-
partment of Metrigo Company, a growing provider of electronic switches and cir-

CASES
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cuits. While you were in the cafeteria one day, the president walked in and intro-
duced herself. Upon learning that you were in the finance department, she said that
she was disturbed at the latest financial statements and wanted your help. She ex-
plained that the company was faced with a serious shortage of cash even though
profits were high and working capital increased. She showed you the following con-
densed financial statements. (All data are in thousands of dollars.)

Metrigo Company, Income Statement for 20X7

Sales $7,220
Cost of sales 4,150

Gross profit $3,070
Operating expenses 2,290

Net income $ 780

Metrigo Company, Balance Sheets as of December 31

20X7 20X6 Change

Assets

Cash $ 20 $ 360 $(340)
Accounts receivable, net 880 740 140
Inventory 1,450 1,200 250
Plant and equipment, net 3,850 3,370 480

Totals $6,200 $5,670 

Equities

Accounts payable $ 140 $ 210 (70)
Accrued expenses 170 230 (60)
Long-term debt 2,500 2,450 50
Common stock 2,140 2,140 —
Retained earnings 1,250 640 610

Totals $6,200 $5,670 

The president told you that it had been touch-and-go whether the company would
have enough cash to pay a $170 thousand dividend that had been declared when the
directors realized that the company was having an excellent year. To pay the divi-
dend, the company had to increase its long-term borrowings. “We made $780 K, our
best year ever, and had depreciation expense of $190 K. We did buy $670 K worth of
plant assets, but I figured that our cash would stay about the same as it was last year.
Look at this stuff and tell me what happened.”

Required 

Prepare a memorandum that explains the results to the president.

17-39 Lands’ End’s cash flow statements Cash flow statements for Lands’ End,
the catalog retailer, appear on page 792.

Required

Answer the following questions.

1. Was Lands’ End profitable in 1998? 
2. Did Lands’ End add to or reduce its cash over the three-year period?   
3. Did Lands’ End’s customers owe more or less to the company at the end of 1998

than at the beginning of 1998?
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Consolidated Statements of Cash Flows 
Lands’ End, Inc. & Subsidiaries for the Period Ended (in thousands) 

1998 1997 1996

Cash flows from operating activities:
Net income $ 64,150 $ 50,952 $ 30,555
Adjustments to reconcile net income to net

cash flows from operating activities—             
Depreciation and amortization 15,127 13,558 12,456 
Deferred compensation expense 323 317 228 
Deferred income taxes (1,158) 994 (669)
Pre-tax gain on sale of subsidiary (7,805) — —
Loss on disposal of fixed assets 1,127 325 1,544
Changes in assets and liabilities excluding  

the effects of acquisitions and divestitures:
Receivables (7,019) (675) (4,888)
Inventory (104,545) 22,371 1,423 
Prepaid advertising (7,447) 4,758 (8,318)
Other prepaid expenses (1,366) (145) (1,611)
Accounts payable 11,616 14,205 9,618 
Reserve for returns 944 629 (456)
Accrued liabilities 8,755 4,390 (2,208) 
Accrued profit sharing 1,349 1,454 (196)
Income taxes payable (1,047) 8,268 3,877 
Other 64 394 37

Net cash flows from (used for) operating 
activities (26,932) 121,795 41,392 

Cash flows from (used for) investing activities: 
Cash paid for capital additions (47,659) (18,481) (13,904) 
Proceeds from sale of subsidiaries 12,350 — 1,665

Net cash flows used for investing activities (35,309) (18,481) (12,239) 

Cash flows from (used for) financing activities: 
Proceeds from short-term borrowings 21,242 1,876 1,780
Payment of long-term debt — — (40) 
Purchases of treasury stock (45,899) (30,143) (20,001) 
Issuance of treasury stock 409 604 858

Net cash flows used for financing activities (24,248) (27,663) (17,403) 

Net increase (decrease) in cash 
and cash equivalents (86,489) 75,651 11,750 

Beginning cash and cash equivalents 92,827 17,176 5,426

Ending cash and cash equivalents $ 6,338 $ 92,827 $ 17,176

Supplemental cash flow disclosures: 
Interest paid $ 1,995 $ 517 $ 2,833
Income taxes paid 39,337 25,261 16,896
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4. Did accounts payable increase or decrease in 1998?
5. The operating activities section shows a $7,805 gain on sale of a subsidiary as a

negative adjustment. How can the company lose cash by selling a subsidiary at
a profit? How much did the company receive for selling the subsidiary? What was
the book value of the subsidiary? 

6. Cash amounts paid for interest and for income taxes are highlighted at the bot-
tom of the statement. Why aren’t these items added back to net income in the op-
erations section?

7. In 1996 and 1997 cash provided by operations was much greater than net in-
come. Then in 1998 cash provided by operations was much less than net income.
What is the biggest reason for Lands’ End’s 1998 cash flow from operations being
so much lower than its net income?

8. Is Lands’ End using its suppliers to finance its inventories? Has it done so over
the three-year period?

9. What were the company’s major uses of cash in 1998, aside from operations?
Where did the company get the money for those uses?

10. Did the company pay dividends in any of the latest three years?
11. What has happened to Lands’ End’s long-term debt over the three-year period?
12. Did the company spend more or less on advertising in 1998 than it recognized as

expense? How much more or less?


