CHAPTER FOURTEEN
The Statement of Cash Flows
Information about the amount of cash received and paid out during an accounting period is shown on the statement of cash flows (SCF). This chapter discusses the purpose of the statement of cash flows, the steps in preparing it, and how to interpret the results.
[bookmark: _Toc352246391]Chapter 14 Learning Objectives
LO1 – Explain the purpose and components of the statement of cash flows.
LO2 – Prepare a statement of cash flows.
LO3 – Interpret a statement of cash flows.
LO4 – (Appendix) Use a cash flow table to develop a statement of cash flows.


A. Financial Statement Reporting
Cash flow is an important factor in determining the success or failure of a corporation. It is quite possible for a profitable business to be short of cash. A company can have liquidity issues because of large amounts of cash tied up in inventory and accounts receivable, for instance. Conversely, an unprofitable business might have sufficient cash to pay its bills if it has access to enough bank financing or if it can issue additional shares. LO1 – Explain the purpose and components of the statement of cash flows.

[bookmark: _GoBack]The statement of cash flows provides a summary of where cash came from during the accounting period and how cash was used. The SCF explains why cash on hand at the end of the accounting period is different from the cash on hand at the beginning of the period by accounting for the effect of operating, investing, and financing activities on a company’s cash resources.
Cash flow information is useful to management when making decisions such as purchasing equipment, plant expansion, paying down long–term debt, or declaring dividends. The SCF is useful to external users when evaluating a corporation’s financial performance.
Providing information that helps readers assess the timing, amount, and uncertainty of future cash flows is a primary objective of financial reporting. Using the SCF, analysts can determine the relative amounts generated from the various sources and uses of cash during a period. This helps to help predict future cash flows. Predictive ability is limited, though, because the financial statements are based on historical rather than prospective data. Nevertheless, the ability to generate cash from past operations is often an important indication of whether the enterprise will have difficulty meeting obligations as they fall due, paying dividends, paying for recurring operating costs, or surviving adverse economic conditions. This is useful information to investors and creditors.
[bookmark: IAS_7,_para.7_(2011)]“Cash” consists of anything a bank will accept for deposit, like cheques or currency. However, for SCF purposes, cash can also include cash equivalents—assets that will be converted to a known amount of cash within three months of acquisition and that are not subject to significant risk of changes in value. Investments in Canada Savings Bonds are an example, if they will be redeemed within three months of the year-end.
There are also examples of liabilities that are considered part of cash and cash equivalents, such as bank overdrafts. An overdraft occurs when a corporation is allowed to pay out more cash from its bank account than it has on deposit, with the understanding that the overdraft situation is temporary and limited to a predetermined amount. Another example is an operating loan that is due on demand. This is a short-term loan that provides cash to a company when needed. However, the bank can require that the loan be repaid at any time. Bank overdrafts and operating loans that are repayable on demand and form an integral part of an entity's cash management are considered “negative” cash. These amounts are deducted from the calculation of cash and cash equivalents on the SCF. 
Because of differences in the nature of each entity and industry, management judgement is required to determine what assets constitute cash and cash equivalents for a particular firm. This decision needs to be disclosed on the SCF or in a note to the financial statements. For instance, the following note disclosure might be made:
Note X
Cash and cash equivalents consist of cash on deposit and short-term investments held for the purposes of meeting cash commitments within three months from their date of acquisition, net of operating loans that are due on demand and an integral part of the corporation’s cash management. Cash and cash equivalents reported on the statement of cash flows are comprised of the following:
	($000s)

	
	
	2020
	
	2019
	

	Cash on deposit
	
	$20
	
	$30
	

	Short-term investments
	
	37
	
	33
	

	Less: Operating loan
	
	(1)
	
	(2)
	

	
	
	$56
	
	$61
	


Cash flows result from a wide variety of a corporation’s activities as cash is received and disbursed over a period of time. 
The statement of cash flows is classified into three main sections: operating activities, financing activities, and investing activities. A simplified example is shown in Figure 14–1 below:



	Statement of Cash FlowsThe SCF covers a period of time, like the income statement.

For the Year Ended December 31, 2019

	Operating activities
	
	

	Net income
	
	$100

	Plus: Changes in working capital
	
	8

	Cash flow from operating activities
	
	108

	The SCF is divided into three areas.

	
	

	Investing activities
	
	

	Purchase of equipment
	
	(150)

	
	
	

	Financing activitiesThese amounts agree to cash reported on the statement of financial position.

	
	

	Common shares issued
	
	50

	Net increase in cash
	
	8

	Cash at beginning of year
	
	10

	Cash at end of year
	
	$  18


Figure 14–1	Example Statement of Cash Flows
Cash flow from operating activities is generated from the principal activities that produce revenue for a corporation, such as selling products, and incurring expenses reported on the income statement that are necessary to carry out these activities. Because the income statement is based on accrual accounting that matches expenses with revenues, net income usually is not the same as cash receipts and disbursements occurring during the same time period. The statement of cash flows converts net income into cash flow from operating activities. 
Cash flow from investing activities is generated from transactions affecting long-term (capital) assets. These include outlays for the acquisition of property, plant, and equipment, as well as cash proceeds from their disposal.
Cash flow from financing activities occurs when cash transactions affect non-current debt or shareholders’ equity accounts – for instance, when long-term debt is repaid, shares are issued, or dividends are paid[footnoteRef:1]. [1:  Under IFRS, dividend payments can be considered operating or financing activities. In this text, they are considered a return on the original capital invested by shareholders and are thus classified as financing activities.] 

B. Preparing the Statement of Cash Flows
Much of the information disclosed on the statement of cash flows is derived from the other three financial statements. The following financial statements of Sample Corporation will be used to illustrate the process:LO2 – Prepare a statement of cash flows.


	Sample Corporation
Income Statement
For the Year Ended December 31, 2020
($000s)

	Sales
Cost of goods sold
	
	
	

	$1,200
674

	Gross profit
	
	
	
	  526

	Operating expenses
	
	
	
	

	Selling, general, and administration
Depreciation
	
	$115)
260)
	
	
375

	Income from operations
	
	
	
	151

	Other items
Gain on disposal of land
Loss on disposal of machinery
	
	
24)
(10)
	
	

14

	Income before interest expense and income taxes
	
	
	
	165

	Interest expense
	
	
	
	50

	Income before income taxes
	
	
	
	115

	Income taxes
	
	
	
	35

	Net income
	
	
	
	$     80



	Sample Corporation
Statement of Changes in Equity
For the Year Ended December 31, 2020
($000s)

	
	
	Share capital
	
	Retained earnings
	
	Total equity

	Balance at Jan. 1, 2020
	
	$   800
	
	$650
	
	$1,450

	Common shares issued
	
	410
	
	-
	
	410

	Net income
	
	-
	
	80
	
	80

	Dividends declared
	
	-
	
	(58)
	
	(58)

	Balance at Dec. 31, 2020
	
	$1,210
	
	$672
	
	$1,882



	Sample Corporation
Statement of Financial Position
At December 31
($000s)

	
	
	2020
	
	2019
	

	Assets

	Current
Cash
Accounts receivable
Merchandise inventory
Prepaid expenses
	
	
$     27)
375)
900)
20)
	
	
$   150)
450)
450)
10)
	

	
	
	1,322)
	
	1,060)
	

	Property, plant, and equipment
Land
Buildings
Machinery
Less: Accumulated depreciation
	
	
210)
1,200)
990)
(540)
	
	
290)
400)
700)
(300)
	

	
	
	1,860)
	
	   1,090)
	

	Total assets
	
	$3,182)
	
	$2,150)
	

	
	
	
	
	
	

	Liabilities

	Current
Accounts payable
Dividends payable
Income taxes payable
	
	
$   235)
25)
40)
	
	
$   145)
30)
25)
	

	
	
	300
	
	200
	

	Non-current borrowings
	
	1,000
	
	500
	

	
	
	1,300
	
	700
	

	Shareholders’ Equity

	Share capital
Retained earnings
	
	1,210
672
	
	800
650
	

	
	
	1,882
	
	1,450
	

	Total liabilities and shareholders’ equity
	
	$3,182
	
	$2,150
	

	
	
	
	
	
	


The steps used to prepare a statement of cash flows are as follows:
Step 1	Convert net income to cash flow from operating activities
Step 2	Record investing activities
Step 3	Record financing activities
Step 4	Calculate the net change in cash and ending cash balance, and prepare the statement of cash flows
Each step is explained below.
Step 1	Convert net income to cash flow from operating activities
Adjustments to net income to arrive at cash flow from operating activities can be described in three steps:
a. Add income as the first entry on the SCF. Add back non-cash expenses like depreciation.
b. Adjust for gains or losses on disposal of long-term assets.
c. Analyze and adjust for changes in non-cash current assets and liabilities.
Step 1a: First, add net income to the statement of cash flows in the operating activities section. Then, scan the company’s income statement for non-cash expenses. Common examples of non-cash expenses include depreciation and amortization.  Recall Sample Corporation’s income statement shown above, particularly the bolded information:
	Sales
Cost of goods sold
	
	
	

	$1,200
674

	Gross profit
	
	
	
	  526

	Operating expenses
	
	
	
	

	Selling, general, and administration
Depreciation
	
	$115)
260)
	
	
375

	Income from operations
	
	
	
	151

	Other items
Gain on disposal of land
Loss on disposal of machinery
	
	
24)
(10)
	
	

14

	Income before interest expense and income taxes
	
	
	
	165

	Interest expense
	
	
	
	50

	Income before income taxes
	
	
	
	115

	Income taxes
	
	
	
	35

	Net income
	
	
	
	$     80


Net income is $80. Depreciation expense is $260.  The recording of depreciation expense does not involve cash[footnoteRef:2]. Since this non-cash expense was deducted to arrive at net income, it needs to be added back on the statement of cash flows.  [2:  Recall the entry to record depreciation:
Debit	Depreciation Expense
Credit		Accumulated Depreciation] 

Step 1b:  Next, any net income effects resulting from gains or losses on the disposal of property, plant, and equipment must be reversed. These effects result from investing activities (that is, from transactions that affect long-term assets) not from operating activities. Sample Corporation’s income statement shows a $24 gain on disposal of land and a $10 loss on disposal of machinery. Their effects on net income are reversed by adding back losses and deducting gains on the SCF. 
At this point, the SCF should show:
	Operating activities
	
	
	

	Net income
	
	
	$   80

	Items not affecting cash flow
	
	
	

	Depreciation 
	
	
	260

	Loss on disposal of machinery
	
	
	10

	Gain on sale of land
	
	
	(24)


Step 1c: 	The third step is to adjust net income for effects of changes to non-cash working capital accounts[footnoteRef:3] during the year.  [3:  Recall that working capital consists of current assets minus current liabilities.] 

Recall from earlier chapters that a cash inflow is recorded as a debit to cash. For instance, receipt of $100 cash for work to be performed in the future is recorded as:
Dr. 	Cash		100
Cr.		Unearned Revenue		100
Similarly, a cash outflow is recorded as a credit to cash. Purchase of $50 of inventory for cash is recorded as:
Dr.	Merchandise Inventory	100
Cr.		Cash		100
This same principle is used to adjust for cash effects of changes in working capital in the operating activities section of the SCF. Each account is analyzed in terms of debit and credit effects that have occurred[footnoteRef:4]. This is done by comparing each of the prior year’s non-cash current asset and current liability account balances to the current year balances.  To facilitate this, a third column is added to the comparative statement of financial position. Each effect is accompanied by an offsetting debit or credit to cash. An offsetting debit to cash represents a cash inflow; an offsetting credit to cash represents a cash outflow.  [4:  These journal entries are only used as devices to prepare the SCF. They are not recorded in the general ledger of the corporation.] 

Changes to Sample Corporation’s non-cash current assets and current liabilities are as follows:
	
	
	
2020
Dr. (Cr.)
	
	
2019
Dr. (Cr.)
	
	Change Debit
(Credit)

	Non-cash current assets
Accounts receivable
Merchandise inventory
Prepaid expenses
	
	
$  )375)
900)
20)
	
	
$  450)
450)
10)
	
	
 (75)
450
10

	
	

	Non-cash current liabilities
Accounts payable
Dividends payable
Income taxes payable
	
	
 (235))
(25))
(40))
	
	
(145))
(30))
(25))
	
	
(90)
5
(15)


The explanation of these effects is as follows:
i. 	Accounts receivable decreased by $75 during the year.  The journal entry to record this effect on the SCF would be:
Dr. 	Cash		75
Cr.		Accounts Receivable		75
Because of the reduction in accounts receivable, cash receipts during the year must have been $75 greater than the sales revenue shown on the income statement, indicated by the debit to the Cash account in the entry above.  This additional cash inflow must be added to the net income figure to arrive at cash flow from operating activities.  
ii. 	Inventory increased by $450 during the year. The journal entry to record this effect on the SCF would be:
Dr. 	Inventory	450
Cr.		Cash		450
Additional cash must have been paid to increase the inventory level during the year.  This additional cash outflow must be deducted from the net income figure to arrive at cash flow from operating activities on the SCF.  
iii. 	Prepaid expenses increased by $10 during the year. The journal entry to record this effect on the SCF would be:
Dr. 	Prepaid Expenses	10
Cr.		Cash		10
Additional cash has been used during the year to pay for the increased prepaid expenses.  This cash outflow is not reflected in net income. Expenses reported on the income statement only include amounts that were used up during the year. This additional cash outflow must therefore be deducted from the net income figure to arrive at cash flow from operating activities.  
iv. 	Accounts payable increased by $90 during the year. The journal entry to record this effect on the SCF would be:
Dr. 	Cash		90
Cr.		Accounts Payable		90
The increase in accounts payable means that expenses deducted to arrive at net income have not all been paid in cash during the year. Therefore, this additional cash inflow effect , as denoted by the debit to the Cash account, must be added back to the net income figure to arrive at cash flow from operating activities.  
v. 	Dividends payable decreased by $5 during the year.  Changes to this account are not considered operating activities.  Dividend payments are considered a financing activity. Therefore, changes to the Dividends Payable account affect cash flow from financing activities. This effect is analyzed later.
vi. 	Income taxes payable increased by $15 during the year. The journal entry to record this effect on the SCF would be:
Dr. 	Cash		15
Cr.		Income Taxes Payable		15
The company has reported more income tax expense on the income statement than it has paid in cash during the year as denoted by the increase (credit) in the Income Taxes Payable account. By increasing the amount owed to the government, the company has created a $15 cash inflow effect. This additional cash inflow effect must be added back to the net income figure to arrive at cash flow from operating activities.  
Once these three steps have been completed, the cash flow from operating activities section statement of cash flow can be prepared, as follows:
	Operating activities
	
	
	

	Net income
	
	
	$   80

	Items not affecting cash flow
	
	
	

	Depreciation 
	
	
	260

	Loss on disposal of machinery
	
	
	10

	Gain on sale of land
	
	
	(24)

	Changes in non-cash working capital
	
	
	

	Decrease in accounts receivable
	
	
	75

	Increase in inventory
	
	
	(450)

	Increase in prepaid expenses
	
	
	(10)

	Increase in accounts payable
	
	
	90

	Increase in income taxes payable
	
	
	15

	Cash flow from operating activities
	
	
	46


This indicates that cash flow from operating activities is only $46, even though net income is $80. The chief cause of this difference is the depreciation expense added back to net income ($260) and the large increase in inventory during the year ($450). 
The operating activities section is often presented in a more abbreviated format, as follows (bolded for emphasis):
	Operating activities
	
	
	

	Net income
	
	
	$   80

	Items not affecting cash flow
	
	
	

	Depreciation 
	
	
	260

	Net gains on disposal
	
	
	(14)

	Net changes in non-cash working capital
	
	
	(280)

	Cash flow from operating activities
	
	
	46


Details of the net changes in non-cash working capital are then disclosed in a note to the financial statements.
Step 2	Record investing activities
	The investing activities section of the SCF usually follows the operating activities section. It discloses cash transactions that have affected long-term assets. Common examples include the purchase or sale of property, plant and equipment. 
There are several changes in Sample Corporations property, plant, and equipment accounts. The same type of journal entry is used as in step 1(c) above. Debit and credit effects on each long-term asset account are calculated:
	
	
	
2020
Dr. (Cr.)
	
	
2019
Dr. (Cr.)
	
	Change Debit (Credit)

	Property, plant, and equipment
Land
Buildings
Machinery
Less: Accumulated depreciation
	
	
210)
1,200)
990)
(540)
	
	
290)
400)
700)
(300)
	
	
(80)
800
290
(240)



Additional information about these transactions is as follows:
	Transaction
	
	Description

	1
	
	Land costing $80 was sold for $104.

	2
	
	A building was purchased for $800 cash.

	3
	
	Machinery was purchased for $350 cash.

	4
	
	Machinery costing $60 with accumulated depreciation of $20 was sold for $30 cash.


The investing activities effects are as follows: 
a.	The Land account decreased by $80 because land was sold during the year for $104. The journal entry to record this effect on the SCF would be:
Dr. 	Cash		104
Cr.		Gain on Sale of Land		24
Cr.		Land		80
Only the cash receipt of $104 will appear on the statement as a cash inflow. This is denoted by a debit to the Cash account in the entry above.  The gain on the sale of $24 ($104 – $80) has already been adjusted in the operating activities section of the statement of cash flows in step 1(b) above.
b.	The Buildings account increased by $800 during the year because a building was purchased for this amount of cash, per transaction 2.  The journal entry to record this effect on the SCF would be:
Dr. 	Building		800
Cr.		Cash		800
Therefore, a cash outflow of $800 (denoted by the credit to the Cash account) will appear in the investing section of the SCF.
c.	The Machinery account increased by $290 during the year.  Transaction 3 explains that part of this is due to the purchase of machinery for $350.  The journal entry to record this effect on the SCF would be:
		(a)
Dr. 	Machinery	350
Cr.		Cash		350
A cash outflow of $350 will be shown in the investing section of the SCF.
Transaction 4 indicates that machinery with a cost of $60 and accumulated depreciation of $20 was sold during the year for $30 cash. The journal entry to record this effect on the SCF would be:
		(b)
Dr. 	Cash		30i
Dr.	Acc. Dep’n – Mach.	20
Dr.	Loss on Sale of Machinery	10ii
Cr.		Machinery		60
A cash inflow of $30 (i) will appear in the investing section of the SCF. The loss on sale (ii) has already been adjusted in the operating activities section of the SCF.
The combined effects of journal entries (a) and (b) on the Machinery account equals the $290 net change shown above for this account ($350 - $60).


The journal entry above also affects the Accumulated Depreciation – Machinery account. Recall the earlier rationale to adjust depreciation expense because it is a non-cash expenditure on the income statement:
		(c)
Dr.	Depreciation Expense	260
Cr.		Accum. Depn’ – Machinery		260
The combined effects of journal entries (b) and (c) on the Accumulated Depreciation equals the $240 net change in this account ($260 – 20).
The cash effects of the above transactions in the long-term asset accounts will be shown in the investing activities section of Sample Corporation’s SCF. This shows a net cash outflow of $1,016.
	Operating activities
	
	
	

		Net income
	
	
	$   80

		Items not affecting cash flow
	
	
	

			Depreciation
	
	
	260

			Net gains on disposal
	
	
	(14)

			Net changes in non-cash working capital
	
	
	(280)

				Cash flow from operating activities
	
	
	46

	Investing activities
	
	
	

		Proceeds from sale of land
	$ 104
	
	

		Proceeds from sale of machinery
	30
	
	

		Purchase of building
	(800)
	
	

		Purchase of machinery
	(350)
	
	

			Cash used by investing activities
	
	
	(1,016)



	Step 3	Record financing activities
	Cash flows from financing activities occur when there are changes to non-current liabilities or shareholder’s equity accounts.  These include items like bonds, mortgages, share capital, and retained earnings. Analysis of these changes provides information about financing activities to be reported on the SCF. 


The applicable portion of Sample Corporation’s statement of financial position is as follows:
	
	
	
2020
Dr. (Cr.)
	
	
2019
Dr. (Cr.)
	
	Change Debit (Credit)

	Liabilities
	

	Dividends payable
	
	(25)
	
	(30)
	
	5

	Non-current borrowings
	
	(1,000)
	
	(500)
	
	(500)

	
	

	Shareholders’ Equity
	

	Common shares
Retained earnings
	
	(1,210)
(672)
	
	(800)
(650)
	
	(410)
(22)


Additional information:
	Transaction
	
	Description 

	5
	
	Sample Company received $500 cash from a long-term bank loan.

	6
	
	Shares were issued for $410 cash.

	7
	
	$58 of dividends were declared during the year.


The analysis of the long-term liabilities and shareholders’ equity accounts is as follows: 
a.	The Non-current Borrowings account has increased by $500 because an additional loan was received, per transaction 5. The journal entry to record this effect on the SCF would be:
Dr. 	Cash		500
Cr.		Non-current Borrowings		500
A cash inflow of $500 (as indicated by the debit to the Cash account above) will appear in the financing section of the SCF.
b.	The Common Shares account has increased by $410 because shares were issued, per transaction 6. Sample Corporation’s statement of changes in equity also discloses this:
	
	
	Share capital
	
	Retained earnings
	
	Total equity

	Balance at Jan. 1, 2020
	
	$   800
	
	$650
	
	$1,450

	Common shares issued
	
	410
	
	-
	
	410

	Net income
	
	-
	
	80
	
	80

	Dividends declared
	
	-
	
	(58)
	
	(58)

	Balance at Dec. 31, 2020
	
	$1,210
	
	$672
	
	$1,882


The journal entry to record this effect on the SCF would be:
Dr. 	Cash		410
Cr.		Common Shares		410
Therefore, a cash inflow of $410 will appear in the financing section of the SCF.
c.	Transaction 7 requires additional explanation. The net change in the Retained Earnings account is $22, per Sample Corporation’s statement of changes in equity shown above. Net income of $80 has increased retained earnings. The cash effect of this has been described in the earlier analysis of operating activities. This amount was the initial entry in the operating activities section of the SCF. In addition, though, a reduction of $58 has occurred in retained earnings because dividends were declared. 
Though $58 of dividends was declared during 2020, recall that the Dividend Payable account reported on the statement of financial position decreased $5 (from $30 to $25). 
The journal entry to record these combined effects on the SCF would be:
Dr. 	Retained Earnings		58
Dr.	Dividends Payable		5
Cr.		Cash			63
In effect, an additional $5 of dividends was paid in 2020, representing payments of some of the amounts owing at the end of the prior year. Combining these results in cash outflow of $63 reported as financing activities. 


The cash effects of the above transactions are shown in the financing activities section of Sample Corporation’s SCF. This shows a net cash inflow of $847.
	Operating activities
	
	
	

		Net income
	
	
	$   80

		Items not affecting cash flow
	
	
	

			Depreciation
	
	
	260

			Net gains on disposal
	
	
	(14)

			Net changes in non-cash working capital
	
	
	(280)

				Cash flow from operating activities
	
	
	46

	Investing activities
	
	
	

		Proceeds from sale of land
	$104
	
	

		Proceeds from sale of machinery
	30
	
	

		Purchase of building
	(800)
	
	

		Purchase of machinery
	(350)
	
	

			Cash used by investing activities
	
	
	(1,016)

	Financing activities
	
	
	

		Loan proceeds
	500
	
	

		Common shares issued
	510
	
	

		Payment of dividends
	(63)
	
	

			Cash flow from financing activities
	
	
	847


Step 4	Calculate net change in cash and ending cash balance, and prepare the statement of cash flows
The final step is to compute the net change in cash and ending cash balance.  This is done by first adding the net cash amounts from all three sections of the SCF, then adding this total to the beginning cash balance shown on the comparative statement of financial position.  The amount of ending cash calculated should agree to the ending cash amount shown on the statement of financial position.  


The completed statement of cash flows for Sample Corporation is as follows:
Step 4

	Sample Corporation
Statement of Cash Flows
For the Year Ended December 31, 2020
($000s)

	Operating activities
	
	
	

		Net income
	
	
	$   80

		Items not affecting cash flow
	
	
	

			Depreciation
	
	
	260

			Net gains on disposal
	
	
	(14)

			Net changes in non-cash working capital
	
	
	(280)

				Cash flow from operating activities
	
	
	46

	Investing activities
	
	
	

		Proceeds from sale of land
	$104
	
	

		Proceeds from sale of machinery
	30
	
	

		Purchase of building
	(800)
	
	

		Purchase of machinery
	(350)
	
	

			Cash used by investing activities
	
	
	(1,016)

	Financing activities
	
	
	

		Loan proceeds
	500
	
	

		Common shares issued
	410
	
	

		Payment of dividends
	(63)
	
	

			Cash flow from financing activities
	
	
	847

	Net decrease in cash
	
	
	(123)

	Cash at beginning of year
	
	
	150

	Cash at end of year
	
	
	$   27


These amounts agree to the cash balances reported on the statement of financial position.






C. Interpreting the Statement of Cash Flows
Readers of financial statements need to know how cash has been used by the enterprise. The SCF provides external decision makers such as creditors and investors with this information. The statement of cash flows provides information about an enterprise’s financial management policies and practices. It also may aid in predicting future cash flows, which is an important piece of information for investors and creditors.LO3 – Interpret a statement of cash flows.


The quality of earnings as reported on the income statement can also be assessed with the information provided by the SCF. The measurement of net income depends on a number of accruals and allocations that may not provide clear information about the cash-generating power of a company. Users will be more confident in a company with a high correlation between cash provided by operations and net income measured under the accrual basis. Recall, for instance, that although Sample Corporation has net income of $80 during 2020, its net cash inflow from operations is only $46 – chiefly due to the large increase in inventory levels. Although net cash flow from operations is still positive, this discrepancy between net income and cash flow from operations may indicate looming cash flow problems, particularly if the trend continues over time.
Sample Corporation’s SCF also reveals that significant net additions to plant and equipment occurred during the year ($1,016), financed somewhat by cash flow from operating activities but primarily by financing activities that included the assumption of loans and issue of shares that amounted to $847, net of dividend payments.
It appears that a significant plant expansion may be underway, which may affect future financial performance positively. However, the magnitude of this expansion coupled with the payment of the dividends to shareholders has more than offset cash inflows from operating and financing activities, resulting in a net overall decrease in cash of $123. Though the current cash expenditure on plant and equipment may be a prudent business decision, it has resulted in (hopefully temporary) adverse effects on overall cash flow. The large increase in inventory levels is still worrisome, and should be investigated further.
The SCF is not a substitute for an income statement prepared on the accrual basis. Both statements should be used to evaluate a company’s financial performance. Together, the SCF and income statement provide a better basis for determining the enterprise’s ability to generate funds from operations and thereby meet current obligations when they fall due (liquidity), pay dividends, meet recurring operating costs, survive adverse economic conditions, or expand operations with internally-generated cash.
The SCF highlights the amount of cash available to a corporation, which is important. Excess cash on hand is unproductive. Conversely, inadequate cash decreases liquidity. Cash is the most liquid asset, and its efficient use is one of the most important tasks of management. Cash flow information, interpreted in conjunction with other financial statement analyses, is useful in assessing the effectiveness of the enterprise’s cash management policies.
Readers who wish to evaluate the financial position and results of operations of an enterprise also require information on cash flows produced by investing and financing activities. The SCF is the only statement that explicitly provides this information. By examining the relationship among the various sources and uses of cash during the year, readers can also focus on the effectiveness of management’s investing and financing decisions and how these may affect future financial performance.


Appendix: Preparing the Statement of Cash Flows Using a Cash Flow TableLO4 – Use a cash flow table to develop a statement of cash flows.


The cash flow table method analyses transactions that involve a cash and cash equivalents account and any other statement of financial position account. The following statement of financial position format can be used to visualize this. The bold black line separates the cash and cash equivalent accounts from all other accounts.
	These are cash and cash equivalent accounts.

Assets
	
	Liabilities and Shareholders’ Equity

	Cash and s/t investments
	
	Overdrafts and demand loans

	Non-cash current assets
	
	Other current liabilities

	Non-current assetsChanges to these accounts are classified as operating, investing, or financing activities.

	
	Non-current liabilities

	
	
	Share capital

	
	
	Retained earnings

	
	
		+ Net income

	
	
		– Dividends declared


Any transaction that affects one account above and one account below the black line results in either a cash inflow or a cash outflow. Such transactions cause changes to cash and cash equivalents.
The advantage of using a cash flow table to prepare the statement of cash flows is that it provides a set of rigourous, verifiable procedures that reduce errors and computation difficulties. Consider again the statement of financial position, income statement and statement of changes in equity of Sample Corporation:


	Sample Corporation
Income Statement
For the Year Ended December 31, 2020
($000s)

	Sales
Cost of goods sold
	
	
	

	$1,200
674

	Gross profit
	
	
	
	  526

	Operating expenses
	
	
	
	

	Selling, general, and administration
Depreciation
	
	$115)
260)
	
	
375

	Income from operations
	
	
	
	151

	Other items
Gain on disposal of land
Loss on disposal of machinery
	
	
24)
(10)
	
	

14

	Income before interest expense and income taxes
	
	
	
	165

	Interest expense
	
	
	
	50

	Income before income taxes
	
	
	
	115

	Income taxes
	
	
	
	35

	Net income
	
	
	
	$     80



	Sample Corporation
Statement of Changes in Equity
For the Year Ended December 31, 2020
($000s)

	
	
	Share capital
	
	Retained earnings
	
	Total equity

	Balance at Jan. 1, 2020
	
	$   800
	
	$650
	
	$1,450

	Common shares issued
	
	410
	
	-
	
	410

	Net income
	
	-
	
	80
	
	80

	Dividends declared
	
	-
	
	(58)
	
	(58)

	Balance at Dec. 31, 2020
	
	$1,210
	
	$672
	
	$1,882




	Sample Corporation
Statement of Financial Position
At December 31
($000s)

	
	
	2020
	
	2019
	

	Assets

	Current
Cash
Accounts receivable
Merchandise inventory
Prepaid expenses
	
	
$     27)
375)
900)
20)
	
	
$   150)
450)
450)
10)
	

	
	
	1,322)
	
	1,060)
	

	Property, plant, and equipment
Land
Buildings
Machinery
Less: Accumulated depreciation
	
	
210)
1,200)
990)
(540)
	
	
290)
400)
700)
(300)
	

	
	
	1,860)
	
	   1,090)
	

	Total assets
	
	$3,182)
	
	$2,150)
	

	
	
	
	
	
	

	Liabilities

	Current
Accounts payable
Dividends payable
Income taxes payable
	
	
$   235)
25)
40)
	
	
$   145)
30)
25)
	

	
	
	300
	
	200
	

	Non-current borrowings
	
	1,000
	
	500
	

	
	
	1,300
	
	700
	

	Shareholders’ Equity

	Share capital
Retained earnings
	
	1,210
672
	
	800
650
	

	
	
	1,882
	
	1,450
	

	Total liabilities and shareholders’ equity
	
	$3,182
	
	$2,150
	

	
	
	
	
	
	





To aid our analysis, the same summarized transactions from the records of Sample Corporation will be used.
	Transaction
	
	Description 
   ($000s)

	1
	
	Land costing $80 was sold for $104.

	2
	
	A building was purchased for $800 cash.

	3
	
	Machinery was purchased for $350 cash.

	4
	
	Machinery costing $60 with accumulated depreciation of $20 was sold for $30 cash.

	5
	
	Sample Corporation received $500 cash from a long-term bank loan.

	6
	
	Shares were issued for $410 cash.

	7
	
	$58 of dividends were declared during the year.


Using the cash flow table method, the SCF can be prepared from an analysis of transactions affecting all non-cash accounts on the statement of financial position.
Analysis of Cash Flows
The steps used to prepare a statement of cash flows from a cash flow table are as follows:
Step 1	Set up a cash flow table 
Step 2	Calculate the changes in each account shown on statement of financial position account
Step 3	Analyze changes in non-cash accounts on the statement of financial position 
Step 4	Prepare the cash flow from operating activities section of the SCF
Step 5	Prepare the investing, financing, and net cash flow sections of the statement of cash flows


Step 1	Set up a cash flow table 
Set up a table as shown below with a row for each account shown on the statement of financial position. Enter amounts for each account for 2019 and 2020. Show credit balances in parentheses. Total both columns and ensure they equal zero. The table should appear as follows after this step has been completed:
	
	Balance
($000s)
	

	
Account
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	

	Cash
	27
	
	150
	

	Accounts receivable
	375
	
	450
	

	Merchandise inventory
	900
	
	450
	

	Prepaid expenses
	20
	
	10
	

	Land
	210
	
	290
	

	Buildings
	1,200
	
	400
	

	Machinery
Accumulated depreciation
	990 
(540)
	
	700
(300)
	

	Accounts payable
	(235)
	
	(145)
	

	Dividends payable
	(25)
	
	(30)
	

	Income taxes payable
	(40)
	
	(25)
	

	Borrowings
	(1,000)
	
	(500)
	

	Share capital
	(1,210)
	
	(800)
	

	Retained earnings
	(672)
	
	(650)
	

	Total
	-0-
	
	-0-
	





Step 2 	Calculate the changes in each account shown on the statement of financial position
Add two columns to the cash flow table. Calculate the net debit or net credit changes for every account on the statement of financial position and insert these changes in the appropriate column. This step is shown below. Total debit changes equal total credit changes.

	
	Step 1
	
	Step 2

	
	Balance
($000s)
	
	
Change

	
Account
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	Cash has decreased by $123,000.

Cr.

	Cash
	27
	
	150
	
	
	
	123

	Accounts receivable
	375
	
	450
	
	
	
	75

	Merchandise Inventory
	900
	
	450
	
	450
	
	

	Prepaid expenses
	20
	
	10
	
	10
	
	

	Land
	210
	
	290
	
	
	
	80

	Buildings
	1,200
	
	400
	
	800
	
	

	Machinery
	990
	
	700
	
	290
	
	

	Accumulated depreciation
	 (540)
	
	 (300)
	
	
	
	240

	Accounts payable
	(235)
	
	(145)
	
	
	
	90

	Dividends payable
	(25)
	
	(30)
	
	5
	
	

	Income taxes payable
	(40)
	
	(25)
	
	
	
	15

	Borrowings
	(1,000)
	
	(500)
	
	
	
	500

	Share capital
	(1,210)
	
	(800)
	
	
	
	410

	Retained earnings
	(672)
	
	(650)
	
	
	
	22

	Total
	-0-
	
	-0-
	
	1,555
	
	1,555


Step 3 	Analyze changes in non–cash accounts on the statement of financial position 
Recall from earlier chapters that a cash inflow is recorded as a debit to cash. For instance, a cash sale of $100 is recorded as:
Dr. 	Cash		100
Cr.		Sales		100
Similarly, a cash outflow is recorded as a credit to cash. Purchase of $50 of inventory for cash is recorded as:
Dr.	Merchandise Inventory	100
Cr.		Cash		100
This same principle is used to record cash inflows and outflows from operating, investing, and financing activities when the cash flow table method is used to prepare the SCF. A debit to cash represents a cash inflow; a credit to cash represents a cash outflow. Each type of activity represents a cash flow effect, in or out.
The next step is to set up three columns to the right of the “Change” columns shown in the table above. These columns should be titled “Cash Effect—Inflow,” “Cash Effect—Outflow,” and “Activity.” Record the changes in each account listed in Step 2 as a cash inflow effect if the account’s change is a credit (because the opposing debit represents an increase in cash, and therefore a cash inflow). It is a cash outflow effect if the change is a debit (because the opposing credit represents a decrease in cash, a cash outflow). 


The cash flow table should appear as follows:
	
	
	Step 1
	
	Step 2
	
	Step 3

	

	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Cash
	
	27
	
	150
	
	
	
	123
	
	
	
	
	
	To be explained by SCF

	Accounts receivable
	
	375
	
	450
	
	
	
	75
	
	75
	
	
	
	

	Merchandize inventory
	
	900
	
	450
	
	450
	
	
	
	
	
	450
	
	

	Prepaid expenses
	
	20
	
	10
	
	10
	
	
	
	
	
	10
	
	These represent all the operating, investing, and financing effects that will be shown on the SCF.


	Land
	
	210
	
	290
	
	
	
	80
	
	80
	
	
	
	

	Buildings
	
	1,200
	
	400
	
	800
	
	
	
	
	
	800
	
	

	Machinery
	
	990
	
	700
	
	290
	
	
	
	
	
	290
	
	

	Acc. depreciation
	
	 (540)
	
	 (300)
	
	
	
	240
	
	240
	
	
	
	

	Accounts payable
	
	(235)
	
	(145)
	
	
	
	90
	
	90
	
	
	
	

	Dividends payable
	
	(25)
	
	(30)
	
	5
	
	
	
	
	
	5
	
	

	Income taxes payable
	
	(40)
	
	(25)
	
	
	
	15
	
	15
	
	
	
	

	Borrowings
	
	(1,000)
	
	(500)
	
	
	
	500
	
	500
	
	
	
	

	Share capital
	
	(1,210)
	
	(800)
	
	
	
	410
	
	410
	
	
	
	

	Retained earnings
	
	(672)
	
	(650)
	
	
	
	22
	
	22
	
	
	
	

	Total
	
	-0-
	
	-0-
	
	1,555
	
	1,555
	
	1,432
	
	1,555
	
	

	
	
	
	
	
	
	
	
	$123 net cash outflow ($1,432 – 1,555)


The $123 net outflow in all non-cash statement of financial position accounts ($1,432 – 1,555) equals the $123 decrease in cash ($150 – 27). An analysis of these non-cash accounts below the thick black line will explain this net outflow of cash. Each account shown in the table above will be examined to determine whether the observed changes result from operating, investing, or financing activities. 
Procedure 1: Calculating cash flow from operating activities 
Calculating cash flow from operating activities is the first step in preparing a statement of cash flows. As noted above, net income of $80 is used as the starting point. Let’s assume for the moment that this net income represents a net inflow of cash from operating activities of the same amount. 
The summary journal entry would be
Dr. 	Cash		80
Cr.		Retained Earnings		80
Therefore, the first cash flow table effect recorded affects the Retained Earnings account. 


The effect on the SCF would be an $80, cash inflow, shown as follows:
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Retained earnings
	
	(672)
	
	(650)
	
	
	
	80*
	
	80
	
	
	
	Operating


(*The actual change is a $22 credit. This $58 discrepancy will be explained in Procedure 3a)
The net income is recorded as an operating activity in the cash flow table. However, this amount includes three categories of items that must be adjusted to derive cash flow from operating activities: (a) net debit and credit changes in working capital that do not affect the income statement, like depreciation; (b) losses and gains not due to normal operations of the entity; and (c) expenses and revenues not involving cash. These are explained below.
a. Analysis of working capital accounts that do not affect the income statement
The first category of adjustments involves working capital accounts that are used in accrual accounting.  For Sample Corporation, these consist of:
	Current assets
	Current liabilities

	Accounts receivable
	Accounts payable

	Merchandise inventory
	Income taxes payable

	Prepaid expenses
	


The criteria for inclusion are whether adjustments through these accounts at some point affect items on the income statement. As a result, changes to the related Dividends Payable account are not considered operating activities. (Payment of dividends directly affects the Retained Earnings account, not a net income account.) The Dividends Payable account is therefore not analyzed at this point.
The remaining non-cash current asset and current liability accounts are relevant to the calculation of cash flow from operating activities because they affect expense and revenue items in the income statement. Examples of related items are sales on account that are recorded as accounts receivable, and merchandise purchases that eventually are reflected as cost of goods sold. The effects of changes in these accounts on net income must be considered when calculating cash flow from operating activities. 
First, consider the change of $75 credit in the Accounts Receivable balance from the end of 2019 to 2020. If the relative levels of accounts receivable have decreased by $75 (a credit), a $75 cash inflow (a debit) has also occurred, as shown in the related cash effect column below.
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Accounts receivable
	
	375
	
	450
	
	
	
	75
	
	75
	
	
	
	Operating


In effect, Sample Corporation has produced cash inflow during 2020 by speeding up cash collections of its accounts receivable from customers. This overall effect is not reflected in net income. This cash inflow must be added to the net income figure when calculating cash flow from operating activities in the statement of cash flows.
Next, consider the working capital account Merchandise Inventory. The balance in this account has increased by $450 from the end of 2019 to the end of 2020. If the relative levels of merchandise inventory have increased by $450 ($900 – 450, and a debit), cash payments of $450 have been used to accomplish this. This activity has not been included the cost of goods sold figure deducted to arrive at net income on the income statement. Hence the $450 credit (a cash outflow) shown in the cash effect column below needs to be deducted from the net income figure used as the starting point in determining cash flow from operating activities on the SCF. Similarly, the Prepaid Expenses account has increased by $10 (a debit) from 2019 to 2020. To accomplish this, a $10 cash outflow (a credit) must have occurred, also as shown in the related cash effect column below. This amount also needs to be deducted from net income on the SCF to arrive at cash flow from operating activities.
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Merchandise inventory
	
	900
	
	450
	
	450
	
	
	
	
	
	450
	
	Operating

	Prepaid expenses
	
	20
	
	10
	
	10
	
	
	
	
	
	10
	
	Operating


The next applicable working capital account to be analyzed is Accounts Payable, a liability. Refer to the table below. The balance in this account has increased by $90 from the end of 2019 to the end of 2020. In effect, Sample Corporation has delayed cash payments to its short-term creditors during 2020, causing this liability account to increase. An increase in a liability is indicated by a credit. The consequent effect on cash is the opposite – a debit, denoting a cash inflow effect. Sample Corporation has provided more cash for itself by delaying payments to trade creditors. Similarly, the Income Taxes Payable liability account has increased by $15 from 2019 to 2020 (a credit). The consequent cash effect is a $15 inflow (a debit), as shown in the table. By increasing the amount that Sample Corporation owes to the government, the company has created a $15 cash inflow effect compared to the prior year. These effects are shown as cash inflows from operating activities on the SCF. They are added to net income to arrive at cash flow from operating activities.
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Accounts payable
	
	(235)
	
	(145)
	
	
	
	90
	
	90
	
	
	
	Operating

	Income taxes payable
	
	(40)
	
	(25)
	
	
	
	15
	
	15
	
	
	
	Operating


b. Losses and gains not due to normal operating activities
Losses and gains on disposal of capital assets are not part of normal operations and therefore do not affect cash flow from operating activities. Since a loss is deducted when calculating net income, it is added back when calculating cash flow from operating activities on the SCF. Conversely, a gain on sale is included in net income reported on the income statement. It is deducted from the net income starting point when calculating cash flow from operating activities on the SCF.
The first example of this effect arises when analyzing the changes to the Land account. As noted previously (Transaction 1), land originally costing $80 was sold for $104. The journal entry to record the sale of the land would have been:
Dr. 	Cash		104
Cr.		Land		80
Cr.		Gain on Disposal of Land		24
The sale of the land thus has two effects on the SCF, as shown in the cash effects columns in the table below. First, the gain of $24 is shown as a credit. It was initially included in net income, but does not relate to day-to-day operations. Therefore, the gain is deducted from net income on the SCF to negate the original effect and arrive at cash flow from operating activities. This is done by recording it as a cash outflow. Second, in the above journal entry, the $104 sale proceeds are shown as a cash inflow (debit). This represents a cash inflow from an investing activity, since it involves a non-current asset account. The cash effects are shown below.
	
	
	Balance
($000s)
	
	
Change
	
	
Cash Effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Land
	
	210
	
	290
	
	
	
	80
	
	104
	
	
24
	
	Investing
Operating


c. Expenses and revenue not involving cash 
These consist of non-cash amounts that were included in the calculation of net income – depreciation expense in this case. Depreciation for 2020 amounted to $260 as shown on the Sample Corporation income statement. The entry to record the amount must have been
Dr. 	Depreciation Expense	260
Cr.		Acc. Dep’n – PPE		260
Note that this entry does not involve cash flow. As a result, it is added back to net income on the SCF to reverse its effect and arrive at cash flow from operating activities. Hence it is shown as a $260 debit in the cash effect column of the table, as shown below:
	
	
	Balance
	
	Change
	
	Cash effect
	
	

	Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	Activity

	Acc. Dep’n
	
	(540)
	
	(300)
	
	
	
	260*
	
	260
	
	
	
	Operating


* The actual change is $240. This discrepancy will be explained in Procedure 2c.
In addition to adjustments described above needed to translate net income reported on the income statement into cash flow from operating activities, the remaining cash flow table accounts need to be analyzed to complete the SCF. This process is described below.


Procedure 2: Calculating Cash Flow from Investing Activities
To calculate cash flow from investing activities, non-current asset accounts are analyzed, as follows:
a. Analysis of Buildings account
As noted earlier, a building was purchased for $800 cash. The journal entry would have been:
Dr. 	Buildings	800
Cr.		Cash		800
The effect on cash is obvious – a cash outflow of $800 (a credit) is recorded in the applicable cash effect column in the table as shown below. Since this transaction affects a non-current asset account, it is recorded in the investing section of the SCF. (Depreciation on the building is assumed to be zero to simplify the illustration.)
	
	
	Balance
($000s)
	
	
Change
	
	
Cash Effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Buildings
	
	1,200
	
	400
	
	800
	
	
	
	
	
	800
	
	Investing


b. Analysis of Machinery account - purchases
The next accounts to be analyzed are the Machinery and Accumulated Depreciation accounts. Recall that machinery costing $350 was purchased for cash. The journal entry to record this would have been:
Dr. 	Machinery	350
Cr.		Cash		350
The cash effect should be a $350 outflow (a credit). Since this transaction affects a non-current asset account, it is recorded in the Investing section of the SCF. 
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Machinery
	
	990
	
	700
	
	350*
	
	
	
	
	
	350
	
	Investing


* The actual change is $290. This discrepancy will be explained in Procedure 2c.
c. Analysis of Machinery account - disposals
The transactions recorded to this point do not fully account for the change in the Machinery account balances from 2019 to 2020 ($990 – 700 = $290 debit) nor the Accumulated Depreciation balances ($540 – 300 = $240 credit). An additional transaction needs to be considered. As noted earlier, machinery costing $60 and having accumulated depreciation of $20 was sold for $30 cash. 
The journal entry to record the sale would have been: 
Dr. 	Cash		30 (a)
Dr. 	Acc. Dep’n. – Mach.	20 (b)
Dr.	Loss on Sale of Machinery	10 (c)
Cr.		Machinery		60 (d)
There are two types of cash effects that need to be recorded in the SCF. The $10 loss on sale (c) has originally been deducted to arrive at net income on the income statement. Since the transaction does not relate to an operating activity, it is recorded as a debit (cash inflow) in the applicable cash effect column and added back to net income on the SCF to arrive at cash flow from operating activities.
Second, the $30 cash proceeds (a) from the sale need to be recorded as a cash inflow (debit) in the cash effects column and shown as an investing activity on the SCF. The cash flow table would show these effects as follows:
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Machinery
	
	990
	
	700
	
	350
	
	
	
	
	
	350
	
	Investing1

	
	
	
	
	
	
	
	
	(d) 60
	
	(a) 30
	
	
	
	Investing

	Acc. Dep.
	
	(540)
	
	(300)
	
	(b) 20
	
	
	
	(c) 10
	
	
	
	Operating

	
	
	
	
	
	
	
	
	260
	
	260
	
	
	
	Operating1


1 analyzed earlier
After these adjustments, all the changes in the Machinery and Accumulated Depreciation accounts have been analyzed.


Procedure 3: Calculating cash flow from financing activities
The last accounts to be analyzed are the non-current liability and shareholders’ equity accounts, including retained earnings. These comprise financing activities reported on the SCF.
a. Analysis of dividends
Changes in the Dividends Payable account from 2019 to 2020 are analyzed in conjunction with any dividends declared during 2020. Transaction 7 above noted that these amounted to $58. This is also disclosed on the statement of changes in equity. As well, dividends payable have decreased by $5 from 2019 to 2020 ($25 – 30 = $5 debit). The journal entry to record these two effects would have been:
	Retained Earnings	58
	Dividends Payable	  5
		Cash		63
	In effect, an additional $5 of dividends was paid in 2020, representing payments of some of the amounts owing at the end of the prior year. Combining these results in cash outflow of $63. Together, the effect on the SCF is recorded as a $63 cash outflow from financing activities as shown in the cash effects column below. 
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Dividends payable
	
	(25)
	
	(30)
	
	5
	
	
	
	
	
	5
	
	Financing

	Retained earnings
	
	(672)
	
	(650)
	
	58
	
	
	
	
	
	58
	
	Financing

	
	
	
	
	
	
	
	
	801
	
	80
	
	
	
	Operating

	
	
	
	
	
	
	
	
	
	
	
	
	63
	
	


1 analyzed earlier
b. Analysis of borrowings
Transaction 5 stated that Sample Corporation received $500 cash from a long-term bank loan. This is reflected in the change in the Borrowings account from 2019 to 2020. The journal entry to record this transaction would have been:
Dr. 	Cash		500
Cr.		Borrowings		500
As shown in the journal entry above, the cash effect is a $500 inflow (debit). 
This is shown in the applicable cash effects column below. It is recorded as a financing activity because it relates to a non-current liability account.
	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Borrowings
	
	(1,000)
	
	(500)
	
	
	
	500
	
	500
	
	
	
	Financing


A note about offsetting cash flows
Certain investing and financing transactions may involve offsetting cash inflows and outflows. For instance, if a $200 building is acquired entirely by borrowing money from a bank, the journal entry would be:
Dr. 	Buildings	200
Cr.		Borrowings		200
Offsetting investing and financing transactions that do not affect cash should be excluded from the statement of cash flows, but disclosed elsewhere in a note to the financial statements.
c. Analysis of share capital
As noted in transaction 6 above, share capital of $410 was issued during 2020. This accounts for the entire change in this account. The entry to record this transaction would have been:
Dr. 	Cash		410
Cr.		Share Capital		410
The cash effect is a $410 inflow (debit), as shown by the journal entry and in the cash effects column below. This is recorded as a financing activity inflow on the SCF because it relates to a shareholders’ equity account. 


	
	
	Balance
($000s)
	
	
Change
	
	
Cash effect
	
	

	
Account
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	
Activity

	Share capital
	
	(1,210)
	
	(800)
	
	
	
	410
	
	410
	
	
	
	Financing


All accounts have now been analyzed. Based on this, the revised cash flow table is as follows:


	CHAPTER FOURTEEN/ The Statement of Cash Flows Version 3.1
CHAPTER FOURTEEN/ The Statement of Cash Flows Version 3.1		
	
	
	Step 1
	
	Step 2
	
	Step 3

	
Account
	
	Balance
($000s)
	
	
Change
	
	
Cash Effect
	
	
Activity

	
	
	2020
Dr. (Cr.)
	
	2019
Dr. (Cr.)
	
	
Dr.
	
	
Cr.
	
	Inflow
Dr.
	
	Outflow
Cr.
	
	

	Cash
	
	27
	
	150
	
	
	
	123
	
	To be explained
	
	Cash and Cash Equiv. 

	Accounts receivable
	
	375
	
	450
	
	
	
	75
	
	75
	
	
	
	Operating (Procedure 1a)

	Merchandise inventory
	
	900
	
	450
	
	450
	
	
	
	
	
	450
	
	Operating ( Procedure 1a)

	Prepaid expenses
	
	20
	
	10
	
	10
	
	
	
	
	
	10
	
	Operating (Procedure 1a)

	Land
	
	210
	
	290
	
	
	
	80
	
		80
104
	
	24
	
	Operating (Procedure 1b)
Investing (Procedure 1b)

	Buildings
	
	1,200
	
	400
	
	800
	
	
	
	
	
	800
	
	Investing (Procedure 2a)

	Machinery
	
	990
	
	700
	
	290
350
	
	

(d) 60
	
	290

(a) 30
	
	
350
	
	
Investing (Procedure 2b)
Investing (Procedure 2c)

	Acc. dep’n. – mach.
	
	 (540)
	
	 (300)
	
	(b) 20
	
	
	
	(c) 10
	
	
	
	Investing (Procedure 2c)

	
	
	
	
	
	
	
	
	260
	
	260
	
	
	
	Operating (Procedure 1c)

	
	
	
	
	
	
	
	
	240
	
	240
	
	
	
	

	Accounts payable
	
	(235)
	
	(145)
	
	
	
	90
	
	90
	
	
	
	Operating (Procedure 1a)

	Dividends payable
	
	(25)
	
	(30)
	
	5
	
	
	
	
	
	5
	
	Financing (Procedure 3a)

	Income taxes payable
	
	(40)
	
	(25)
	
	
	
	15
	
	15
	
	
	
	Operating (Procedure 1a)

	Borrowings
	
	(1,000)
	
	(500)
	
	
	
	500
	
	500
	
	
	
	Financing (Procedure 3b)

	Share capital
	
	(1,210)
	
	(800)
	
	
	
	410
	
	410
	
	
	
	Financing (Procedure 3c)

	Retained earnings
	
	(672)
	
	(650)
	
	
	
	22
	
	22
80

	
	

58
	
	
Operating (Procedure 1)
Financing (Procedure 3a)

	Total
	
	-0-
	
	-0-
	
	1,635
	
	1,635
	
	1,574
	
	1,697
	
	



From this, the statement of cash flows can be prepared, classified into operating, investing, and financing activities.
Step 4	Prepare the cash flow from operating activities section of the SCF
The following cash flow from operating activities section of the SCF can now be prepared from the information in the cash effects columns in the cash flow table (amounts in $000s). Each activity labelled “Operating” in the completed cash flow table is used:
	Operating activities
	
	
	

	Net income
	
	
	$   80

	Items not affecting cash flow
	
	
	

	Depreciation 
	
	
	260

	Loss on disposal of machinery
	
	
	10

	Gain on sale of land
	
	
	(24)

	Changes in non-cash working capital
	
	
	

	Decrease in accounts receivable
	
	
	75

	Increase in inventory
	
	
	(450)

	Increase in prepaid expenses
	
	
	(10)

	Increase in accounts payable
	
	
	90

	Increase in income taxes payable
	
	
	15

	Cash flow from operating activities
	
	
	46


To start the SCF preparation process, we originally assumed that net income of $80 was the same amount of cash inflow from operating activities. After adjusting net income for the three categories of items that do not affect cash flow, we see that cash flow from operating activities is actually only $46. The major effects accounting for this difference are the add-back of depreciation expense ($260) and the large cash expenditures to build up inventory during 2020 ($450).
There are still some slight changes needed to the cash flow from operating activities section of the SCF to conform to generally accepted accounting standards. 
a. Income taxes paid need to be disclosed separately. To accomplish this, income before income taxes is used as the starting point instead of net income. The income taxes expense of $35 as shown on the income statement is considered a separate cash outflow. This is combined with the change in the income taxes payable account between 2019 and 2020. The change in the income taxes payable account is a $15 credit ($40 – 25). The cash effect of this change is a $15 debit, or a cash inflow. The net effect on the SCF is that income taxes have created a $20 cash outflow during the year ($35 outflow – $15 inflow).
b. For presentation brevity, often the changes in non-cash working capital accounts are combined and shown as one amount. Gains and losses on disposal are also combined into one amount. If desired, details of these changes can be disclosed in a note to the financial statements.
The revised cash flow from operating activities section of the SCF would show ($000s):
	Operating activities
	
	
	

	Income before income taxes
	
	
	$ 115

	Income taxes paid
	
	
	(20)

	Items not affecting cash flow
	
	
	

	Depreciation 
	
	
	260

	Net gains on disposal1
	
	
	(14)

	Net changes in non-cash working capital2
	
	
	(295)

	Cash flow from operating activities
	
	
	46


1 ($40 – 24) = $14
2 ($75 – 450 – 10 + 90) = $295
Details of the net changes in non-cash working capital are then disclosed in a note to the financial statements.
Note that cash flow from operating activities ($46) has not changed.
Step 5	Prepare the investing, financing, and net cash flow sections of the statement of cash flows
When analysis is complete, the cash effects columns of the cash flow table contain all the information needed to prepare the statement of cash flows:


	Sample Corporation
Statement of Cash Flows
For the Year Ended December 31, 2020
($000s)


	Operating activities
	
	
	
	

	Income before income taxes
	
	
	
	$   115

	Income taxes paid
	
	
	
	(20)

	Items not affecting cash flow
	
	
	
	

	Depreciation expense
	
	
	
	260

	Net gains on disposal
	
	
	
	(14)

	Net changes in non-cash working capital
	
	
	
	(295)

	Cash flow from operating activities
	
	
	
	46

	Investing activities
	
	
	
	

	Proceeds from sale of land
	
	$ 104
	
	

	Proceeds from sale of machinery
	
	30
	
	

	Purchase of building
	
	(800)
	
	

	Purchase of machinery
	
	(350)
	
	

	Cash flow used by investing activities
	
	
	
	(1,016)

	Financing activities
	
	
	
	

	Loan proceeds
	
	500
	
	

	Issuance of shares
	
	410
	
	

	Payment of dividends
	
	(63)
	
	

	Cash flow from financing activitiesThis agrees to the cash flow table.

	
	
	
	847

	Net decrease in cash
	
	
	
	(123)

	Cash at beginning of year
	
	
	
	150

	Cash at end of year
	
	
	
	$    27


 














These amounts agree to Cash reported on the statement of financial position or as defined in the notes.


Summary of Chapter 14 Learning Objectives
LO1 – Explain the purpose and components of the statement of cash flows.
The statement of cash flows is one of the four financial statements. It highlights the net increase or decrease in the cash and cash equivalents balance during the accounting period, and details the sources and uses of cash that caused that change.  Cash flows are divided into operating, investing, and financing activities on the SCF.
LO2 – Prepare a statement of cash flows.
Whe the indirect method is used, operating activities section of the statement of cash flows begins with net income calculated on the accrual basis and, by adjusting for changes in current assets, current liabilities, adding back depreciation expense, and adjusting for losses or gains on disposal of capital assets, arrives at cash flow from operating activities. The investing activities section analyzes cash inflows and outflows resulting from the sale and purchase of capital assets. The finance activities section discloses the cash inflows and outflows resulting from the assumption or payment of loans, issue or repurchase of shares, and payment of dividends. 
LO3 – Interpret a statement of cash flows.
A statement of cash flows contributes to the decision-making process by explaining the sources and uses of cash. The operating activities section can signal potential areas of concern by focusing on differences between accrual net income and cash flow from operating activities. The investing activities section can highlight if cash is being used to acquire assets for generating revenue, while the financing activities section can identify where the cash to purchase those assets might be coming from. Those who use financial statements can focus on the effectiveness of management’s investing and financing decisions and how these may affect future financial performance.
LO4 – (Appendix) Use a cash flow table to develop a statement of cash flows.
A cash flow table uses a worksheet approach to analyze and explain the changes in a company’s cash flows for the period and organize this information into a statement of cash flows. It provides a more rigourous and verifiable means of creating the statement of cash flows.



A   S   S   I   G   N   M   E   N   T         M   A   T   E   R   I   A   L   S
Concept Self-check

1. Using an example, explain in your own words the function of a statement of cash flows. Why is it prepared? What does it communicate to the reader of financial statements? What is its advantage over a statement of financial position? over an income statement?
2. Why are financing and investing activities of a corporation important to financial statement readers?
3. How does an increase in accounts receivable during the year affect the cash flow from operating activities? 
4. Is a statement of cash flows really only a summary of cash receipts and disbursements recorded in a corporation’s Cash account?
5. What effect does the declaration of a cash dividend have on cash flow? the payment of a dividend declared and paid during the current year? the payment of a dividend declared in the preceding year?
6. Why may a change in the short-term investments account not be recorded on the statement of cash flows?
7. Why is it possible that cash may have decreased during the year, even though there has been a substantial net income during the same period?
8. Describe common transactions that produce cash outflows. Explain how these items are analysed to identify cash flows that have occurred during the year.
9. What is the basic format of a SCF? Prepare a model format.
10.  (Appendix) How is the cash flow table method used to prepare a SCF?



Comprehension Problems

CP 14–1
The following transactions were carried out by Crozier Manufacturing Limited.
Required: Indicate into which category each transaction or adjustment is placed in the statement of cash flows: operating (O), financing (F), or investing (I) activities.
	    	
	
	
	A payment of $5,000 was made on a non-current bank loan.

			
	
	
	Depreciation expense for equipment was $1,000.

			
	
	
	$10,000 of share capital was issued for cash.

			
	
	
	Cash dividends of $2,500 were declared and paid to shareholders.

			
	
	
	A non-current bank loan was assumed in exchange for equipment costing $7,000.

			
	
	
	Land was purchased for $25,000 cash.

			
	
	
	$750 of accrued salaries was paid.

			
	
	
	A $5,000 operating loan was obtained. The loan is due on demand and is an integral part of the company’s cash management strategy.

			
	
	
	$10,000 of accounts receivable was collected.

			
	
	
	A building was purchased for $80,000: $30,000 was paid in cash and the rest was borrowed.

			
	
	
	Land was sold for $50,000 cash.

			
	
	
	Equipment was sold for $6,000. The original cost was $10,000. The related accumulation depreciation was $3,000.

			
	
	
	$1,200 cash was paid for a 12-month insurance policy to take effect next year.

			
	
	
	A patent was amortized for $500.

			
	
	
	Shares were redeemed for $50,000 cash, their original purchase price.


CP 14–2
The following table includes transactions carried out by Ram Horn Corporation, as well as columns for each of the three categories found in the statement of cash flows: operating, financing, and investing activities.
Required: For each event shown, indicate whether there is an inflow or outflow of cash in each of the categories, and indicate the amount. If the transaction would not appear on the statement of cash flows, explain why.
	
	
	Operating activities
	
	Financing activities
	
	Investing activities

	
	
	In (out)
	
	In (out)
	
	In (out)

	Example
1.	Retired $100 of non-current debt with cash.
	
	

	
	
(100)
	
	


	2.	Purchased a building for $90; $60 was financed by non-current debt and the rest was paid in cash.
	
	
	
	
	
	

	3.	Declared and paid cash dividends of $12 during the year.
	
	
	
	
	
	

	4.	Purchased equipment by issuing $20 of common shares.
	
	
	
	
	
	

	5.	Paid $50 in cash to pay off a non-current bank loan.
	
	
	
	
	
	

	6.	Sold land for $30 cash.
	
	
	
	
	
	

	7.	Earned net income of $75.
	
	
	
	
	
	

	8.	Purchased equipment costing $15; of this, $5 was paid in cash and the rest with a 90–day note payable.
	
		
	
			
	
			

	9.	Amortized a patent by $2.
	
			
	
			
	
			

	10.	Assumed $100 of non-current debt and repurchased common shares with the proceeds.
	
			
	
			
	
			

	11.	Purchased short-term investments for $5 cash.
	
		
	
		
	
			




	12.	Sold a machine that cost $20 for $7 cash; the accumulated depreciation on it was $10.
	
		
	
	
	
	

	13.	Depreciation expense for building and equipment amounted to $8
	
			
	
			
	
			

	14.	Paid in cash the note payable in transaction 8 above
	
			
	
			
	
			

	15.	Issued $20 of preferred shares for cash
	
			
	
			
	
			

	16.	Purchased a patent for $25 cash
	
			
	
			
	
			

	17.	Prepaid $20 for the next two months of advertising
	
			
	
			
	
			

	18.	Purchased land for $60 cash.
	
			
	
			
	
			




CP 14–3
Required: For each of the following items indicate whether it increases, decreases, or has no effect (N/E) on cash flow:
	Cash flow
	
	

	Inc.
	
	Dec.
	
	N/E
	
	

		
	
		
	
		
	
	
1.	Earning net income for the year

		
	
		
	
		
	
	2.	Redemption of preferred shares at face value.

		
	
		
	
		
	
	3.	Purchase of inventory

		
	
		
	
		
	
	4.	Issuing common shares for equipment

		
	
		
	
		
	
	5.	Assuming non-current debt

		
	
		
	
		
	
	6.	Declaring a cash dividend 

		
	
		
	
		
	
	7.	Collection of an account receivable

		
	
		
	
		
	
	8.	Payment of an account payable

		
	
		
	
		
	
	9.	Purchase of land for cash




		
	
		
	
		
	
	10. Issuing common shares for cash

		
	
		
	
		
	
	11.	Reclassifying non-current liabilities as current liabilities equal to the amount to be paid in cash next year

		
	
		
	
		
	
	12.Payment of a cash dividend declared last year

		
	
		
	
		
	
	13.Decrease in market value of short-term investments due in 90 days

		
	
		
	
		
	
	14. Calculation of amount owing for income taxes.



CP 14–4
Assume the following statement of financial position information:
	
	
	2020
	
	2019

		Assets

	Cash
Short-term investments, (due in 60 days)
	
	$  -0-

100
	
	$100

-0-

	
	
	$100
	
	$100

	Shareholders’ Equity

	Share capital
	
	$100
	
	$100


Required: Calculate the change in cash and cash equivalents during 2020.



CP 14–5
Assume the following information:
	
	
	2020
	
	2019

	Assets
Cash
	
	
$100
	
	
$50

	Liabilities
Current bank loan, due on demand
	
	

$100
	
	

$50


Required: Assume the loan is an integral part of cash management. Calculate the change in cash and cash equivalents during the year, and the ending balance.
CP 14–6
Assume the following income statement and statement of financial position information for the year ended December 31, 2020:
	Sales
Cost of goods sold
	
	$200
120

	Gross profit
Operating expenses
Rent
	
	80

30

	Net income
	
	$50



	
	
	2020
	
	2019

	Current assets
	
	
	
	

	Cash
	
	$100
	
	$86

	Accounts receivable
	
	60
	
	40

	Inventory
	
	36
	
	30

	Prepaid rent
	
	10
	
	

	
	
	206
	
	156

	Shareholders’ equity
	
	
	
	

	Retained earnings
	
	206
	
	156



Required: 
1. Calculate cash flow from operating activities.
2. (Appendix) Prepare a cash flow table. Show that cash effects net to a $14 inflow.


CP 14–7
Assume the following income statement for the year ended December 31, 2020 and statement of financial position at year-end:
	Revenue
Gain on sale of equipment
	
	$  -0-
500

	Net income
	
	$500



	
	
	2020
	
	2019

	Equipment
Accumulated depreciation—equipment
	
	$ -0-
-0-
	
	$1,000
(600)


No equipment was purchased during the year. Equipment was sold for cash during the year.
Required:
1. 	Calculate the amount of cash for which the equipment was sold.
2. 	Prepare the journal entry to record the sale of the equipment.
3. 	Calculate the cash flow from operating activities and investing activities.



CP 14–8
Assume the following income statement and statement of financial position information:
	Service revenue (all cash)
Operating expenses
Salaries (all cash)
	
	$175

85

	Net income
	
	$90



	
	
	2020
	
	2019

	Current assets
	
	
	
	

	Cash
	
	$1,250
	
	$1,600

	Short-term invest.
	
	100
	
	200

	
	
	$1,350
	
	$1,800

	Liabilities

	Borrowings
	
	600
	
	1,000

	
Shareholders’ equity

	Common shares
	
	200
	
	300

	Retained earnings
	
	550
	
	500

	
	
	750
	
	800

	
	
	$1,350
	
	$1,800


Other information: The short-term investments are riskless and will be converted to a known amount of cash in 60 days. Borrowings are non-current. No gain or loss occurred when common shares were repurchased.
Required:
1. 	Calculate cash flow from operating activities.
2.	Prepare the 2020 statement of changes in equity.
3.	Calculate cash flow from financing activities.
4.	(Appendix) Prepare a cash flow table. Show that cash effects net to a $450 outflow.



CP 14–9
The comparative statement of financial positions of Glacier Corporation showed the following at December 31.
	Assets
	
	

	
	
	2020
	
	2019
	
	

	Current
	
	
	
	
	
	

	Cash
	
	$   10
	
	$    8
	
	

	Accounts receivable
	
	18
	
	10
	
	

	Inventory
	
	24
	
	20
	
	

	
	
	52
	
	38
	
	

	PPE
	
	
	
	
	
	

	Land
	
	10
	
	24
	
	

	Plant and equipment
	
	94
	
	60
	
	

	Accum. dep’n 
	
	(14)
	
	(10)
	
	

	
	
	90
	
	74
	
	

	
	
	$142
	
	$112
	
	

	
Liabilities
	
	

	Current
	
	
	
	
	
	

	Accounts payable
	
	$  16
	
	$  12
	
	

	Non-current borrowings
	
	40
	
	32
	
	

	
	
	56
	
	44
	
	

	
	
	
	
	
	
	

	Shareholders’ equity
	
	

	Common shares
	
	60
	
	50
	
	

	Retained earnings
	
	26
	
	18
	
	

	
	
	86
	
	68
	
	

	
	
	$142
	
	$112
	
	


The income statement for 2020 was as follows:
	Sales
	
	
	
	$300

	Cost of goods sold
	
	
	
	200

	Gross profit
	
	
	
	100

	Operating expenses
	
	
	
	

	Rent
	
	77
	
	

	Depreciation
	
	6
	
	83

	Income from operations
	
	
	
	17

	Other gains (losses)
	
	
	
	

	Gain on sale of equipment
	
	1
	
	

	Loss on sale of land
	
	(4)
	
	(3)

	Net income
	
	
	
	$  14


Additional information:
a. Land was sold during the year for $10. It was originally purchased for $14.
b. Equipment was sold for cash during the year that originally cost $7. Carrying amount was $5.
c. Equipment was purchased for $41 cash.
Required:
1. Calculate the amount of dividends declared and paid.
2. Prepare a statement of cash flows for the year ended December 31, 2020.
3. Comment on the operating, financing, and investing activities of Glacier Corporation for the year ended December 31, 2020.
4. (Appendix) Prepare a cash flow table. Show that cash effects net to a $2 inflow.

Problems

P 14–1
Assume the following income statement information:
	Sales (all cash)
Operating expenses
Depreciation
	
	$35

10

	Income before other item
Other item
Gain on sale of equipment
	
	25

8

	Net income
	
	$33


Required:
1. 	Assume the equipment originally cost $20, had a carrying amount of $4 at the date of disposal and was sold for $12. Prepare the journal entry to record the disposal. What is the cash effect of this entry?
2. 	Calculate cash flow from operating and investing activities.



P 14–2
Assume the following income statement and statement of financial position information:
	Service revenue (all cash)
Operating expenses
Supplies
	
	$300

200

	Income before income taxes
	
	100

		Income taxes 
	
	20

	Net income
	
	$  80



	Assets
	
	

	
	
	2020
	
	2019
	
	

	Current
	
	
	
	
	
	

	Cash
	
	$135
	
	$38
	
	

	
Liabilities
	
	

	Current
	
	
	
	
	
	

	Accounts payable
	
	$  15
	
	$   6
	
	

	Income taxes payable
	
	20
	
	12
	
	

	
	
	35
	
	18
	
	

	
	
	
	
	
	
	

	Shareholders’ equity
	
	

	Retained earnings
	
	100
	
	20
	
	

	
	
	$135
	
	$38
	
	


Required: 
1.	Prepare the cash flow from operating activities section of the statement of cash flow.
2.	(Appendix) Prepare a cash flow table and a revised operating activities section of the SCF. Show that cash effects net to a $97 inflow.



P 14–3
Assume the following income statement and statement of financial position information:
	Revenue
Depreciation expense
	
	$ -0-
(100)

	Net loss
	
	$(100)





	Assets
	
	

	
	
	2020
	
	2019
	
	

	Current
	
	
	
	
	
	

	Cash
	
	$350
	
	$650
	
	

	PPE
	
	
	
	
	
	

	Machinery
	
	500
	
	200
	
	

	Accum. dep’n.
	
	(250)
	
	(150)
	
	

	
	
	250
	
	50
	
	

	
	
	$600
	
	$700
	
	

	
Shareholders’ equity
	
	

	Retained earnings
	
	$600
	
	$700
	
	


No machinery was disposed during the year. All machinery purchases were paid in cash.
Required:
1. 	Prepare a journal entry to record the depreciation expense for the year. Determine the cash effect.
2. 	Prepare a journal entry to account for the change in the Machinery statement of financial position account. What is the cash effect of this entry?
3. 	Prepare a statement of cash flows for the year ended December 31, 2020.
4.	(Appendix) Prepare a cash flow table. Show that cash effects net to a $300 outflow.




P 14–4
The following transactions occurred in the Hubris Corporation during the year ended December 31, 2020.
	a.	Net income 
b.	Depreciation expense
c.	Increase in wages payable
d.	Increase in accounts receivable
e.	Decrease in merchandise inventory
f.	Amortization of patents
g.	Payment of non-current borrowings
h.	Issuance of common shares for cash
i.	Payment of cash dividends
	
	$800
120
20
40
50
5
250
500
30


Other information: Cash at December 31, 2020 was $1,200.
Required: 
1. Prepare a statement of cash flows.
2. (Appendix) Prepare a cash flow table. The first two columns are not necessary. Show that cash effects net to a $1,175 inflow.


P 14–5
During the year ended December 31, 2020, Wheaton Co. Ltd. reported $20,000 of net income, consisting of $95,000 of revenues, $70,000 of operating expenses, and $5,000 of income taxes expense. Following is a list of transactions that occurred during the year:
a.	Depreciation expense, $3,000 (included with operating expenses)
b.	Increase in wages payable, $500
c.	Increase in accounts receivable, $900
d.	Decrease in merchandise inventory, $1,200
e.	Amortization of patent, $100
f.	Non-current borrowings reduced by payment of cash, $5,000
g.	Issuance of common shares for cash, $12,500
h.	Equipment, cost $10,000, acquired by issuing common shares
i.	At the end of the fiscal year, a $5,000 cash dividend was declared, payable one month later
j.	Old machinery sold for $6,000 cash; it originally cost $15,000 (one-half depreciated). Loss reported on income statement as ordinary item and included in the $70,000 of operating expenses.
k.	Decrease in accounts payable, $1,000.
l.	Cash at January 1, 2020 was $1,000; change in cash during the year, $37,900.
m. There was no change in income taxes owing.
Required:
1.	Prepare a statement of cash flows.
2. 	Explain what this statement tells you about Wheaton Co. Ltd.
3.	(Appendix) Prepare a cash flow table. Show that cash effects net to a $37,900 inflow. Prepare a revised operating activities section of the SCF. 



P 14–6
The following income statement and statement of financial position have been prepared for Obelisk Corporation at December 31, 2020, after its first year of operations.
	Assets
	
	

	Current
	
	
	
	
	
	

	Cash
	
	$  45
	
	
	
	

	Accounts receivable
	
	100
	
	
	
	

	Inventory
	
	60
	
	
	
	

	Prepaid rent
	
	10
	
	215
	
	

	PPE
	
	
	
	
	
	

	Equipment
	
	160
	
	
	
	

	Accum. dep’n 
	
	(44)
	
	116
	
	

	
	
	
	
	$331
	
	

	
Liabilities
	
	

	Current
	
	
	
	
	
	

	Accounts payable
	
	$  50
	
	
	
	

	Dividends payable
	
	5
	
	
	
	

	Income taxes payable
	
	8
	
	63
	
	

	Non-current borrowings
	
	
	
	80
	
	

	
	
	
	
	143
	
	

	
	
	
	
	
	
	

	Shareholders’ equity
	
	

	Common shares
	
	140
	
	
	
	

	Retained earnings
	
	48
	
	188
	
	

	
	
	
	
	$331
	
	



	Sales
	
	
	
	$225

	Cost of goods sold
	
	
	
	92

	Gross profit
	
	
	
	133

	Selling and administration
	
	
	
	

	Rent
	
	$29
	
	

	Depreciation
	
	44
	
	73

	Income from operations
	
	
	
	60

	Gain on sale of land
	
	
	
	20

	Income before income taxes
	
	
	
	80

	Income taxes
	
	
	
	10

	Net income
	
	
	
	$  70





Additional information:
a. Obelisk assumed $100 of long-term debt during the year for cash.
b. The company issued common shares for equipment, $40. Other equipment was purchased for $120 cash. No equipment was sold during the year. 
c. Land costing $30 was purchased, then sold during the year for $50.
d. Some borrowings were repaid during the year for $20 cash. 
e. The company declared dividends of $22 during the year.
Required:
1. 	Prepare a statement of cash flows.
2. 	Explain what the statement of cash flows tells you about Obelisk Corporation.
3.	(Appendix) Prepare a cash flow table and a revised operating activities section of the SCF. Show that cash effects net to a $45 inflow.




P 14–7
The statement of financial position of Cormier Limited at December 31 appears below.
	Assets
	
	

	
	
	2020
	
	2019
	
	

	Current
	
	
	
	
	
	

	Cash
	
	$   40
	
	$   30
	
	

	Accounts receivable
	
	38
	
	28
	
	

	Inventory
	
	102
	
	106
	
	

	Prepaid expenses
	
	8
	
	6
	
	

	
	
	188
	
	170
	
	

	PPE
	
	
	
	
	
	

	Land
	
	
	
	20
	
	

	Buildings
	
	240
	
	180
	
	

	Machinery
	
	134
	
	80
	
	

	Accum. dep’n
	
	(76)
	
	(80)
	
	

	Patents, at carrying amount
	
	8
	
	10
	
	

	
	
	306
	
	210
	
	

	
	
	$494
	
	$380
	
	

	
Liabilities
	
	

	Current
	
	
	
	
	
	

	Accounts payable
	
	$  40
	
	$  44
	
	

	Income taxes payable
	
	8
	
	6
	
	

	
	
	48
	
	50
	
	

	Non-current borrowings
	
	70
	
	60
	
	

	
	
	118
	
	110
	
	

	
	
	
	
	
	
	

	Shareholders’ equity
	
	

	Common shares
	
	310
	
	240
	
	

	Retained earnings
	
	66
	
	30
	
	

	
	
	376
	
	270
	
	

	
	
	$494
	
	$380
	
	


The following additional information is available:
a.	Net income for the year was $56; income taxes expense was $20.
b.	Depreciation recorded on building and machinery was $14.
c.	Amortization of patents amounted to $2.
d.	Machinery costing $30 was purchased; one-third was paid in cash and a 5-year loan assumed for the balance.
e.	Machinery costing $60 was purchased, and was paid for by issuing 6 common shares.
f.	Machinery was sold for $16 cash. This originally cost $36 (one-half depreciated); loss or gain reported in the income statement.
g.	A building was purchased for $60; paid cash.
h.	Land costing $20 was sold for $24 cash during the year. The related gain was reported in the income statement.
i.	Cash dividends of $20 were declared and paid.
j.	No shares were reacquired.
Required:
1. Prepare a statement of cash flows at December 31, 2020.
2. What observations about Cormier can you make from this statement?
3. (Appendix) Prepare a cash flow table and a revised operating activities section of the SCF. Show that cash effects net to a $10 inflow.



P 14–8
The statement of financial position, income statement, and statement of changes in equity of Big Dog Carworks Corp. for the years ended December 31, 2021 through 2023 were presented in Figure 13-1 of chapter 13. Refer to these. All figures are stated in thousands of dollars ($000s).
Additional information:
a.	Short-term investments are riskless and are held to meet on-going cash requirements and will be liquidated 120 days after acquisition.
b.	Accounts receivable consist of the following ($000s):
	
	
	2023
	
	2022
	
	2021

	Trade accounts receivable
	
	$600
	
	$406
	
	$302

	Allowance for doubtful accounts
	
	(56)
	
	(36)
	
	(45)

	Net trade receivables
	
	544
	
	370
	
	257

	Insurance proceeds from warehouse fire (see note d below)
	
	
-0-
	
	
50
	
	
-0-

	Total
	
	$544
	
	$420
	
	$257


c.	Inventory at December 31, 2023 was reduced by $200 due to obsolescence of some items.
d.	During 2022, a warehouse building costing $100 and with a carrying amount of $47 was destroyed by fire. Insurance proceeds of $50 were received in 2011 and recorded as part of accounts receivable at December 31, 2022 (see note 2 above). The gain on disposal was recorded as part of selling, general, and administrative expenses on the 2022 income statement. There were no other disposals of property, plant, and equipment in 2022 and 2023.
e.	Borrowings consist of the following ($000s):
	
	
	2023
	
	2022
	
	2021

	Operating bank loan
	
	$600
	
	$570
	
	$100

	Shareholder loan
	
	225
	
	-0-
	
	-0-

	
	
	$825
	
	$570
	
	$100


f.	The operating loan is due on demand and is an integral part of the company’s cash management strategy. The shareholder loan is expected to repaid within six months of the fiscal year-end.
g.	Accounts payable at December 31, 2023 include $80 of dividends payable (2022 and 2021: $-0-).
h.	Depreciation is included in administration expenses. In 2023, depreciation amounted to $75 (2022: $84).
Required:
1.	Prepare a comparative statement of cash flows for the years ended December 31, 2022 and 2023.
2.	Interpret the SCF results.
3.	(Appendix) Prepare cash flow tables for 2022 and 2023. State any assumptions you make. Restate the operating activities section of the SCF using the format illustrated in the appendix.

