
Chapter 24
Statement of Cash Flows

LECTURE OUTLINE

The material in this chapter can be covered in three class sessions.  Students
often have difficulty in adjusting transactions recorded on an accrual basis to a
cash basis income statement.  Illustration 24-7 provides a numerical example
of calculating net cash flow from operating activities under both the indirect and
direct methods.

A. Purposes and Uses of Statement of Cash Flows.

1. Purposes of the statement.

a. To provide information about the cash receipts and cash payments of
an entity during a period.  Important information for financial statement
users because many feel that accrual accounting does not present
true picture.

b. To summarize the operating, investing, and financing activities of the
business.

2. Uses of the statement.

a. Assessing the entity’s ability to generate positive future cash flows.

b. Assessing the entity’s ability to pay dividends and meet obligations.

c. Reconciling the difference between net income and net cash flow from
operating activities.

d. Assessing the cash and noncash investing and financing transactions
during the period.



B. Classification of Cash Flows and Format of Statement of Cash Flows.

Teaching Tip
Illustration 24-1 identifies the major classifications of cash flows and lists some typical cash receipts
and payments under each classification.

1. Operating activities:  transactions related to the calculation of net
income.

2. Investing activities:   transactions related to long-term assets.

3. Financing activities:  transactions related to liabilities and stockholders’
equity.

4. Format of the statement.

Teaching Tip
Illustration 24-2 provides a skeleton format of a statement of cash flows (indirect method).

C. Preparation of the Statement of Cash Flows.

1. Sources of information.

a. Comparative balance sheets.

b. Current income statement.

c. Selected transaction data.



2. Steps.

a. Determine the change in cash and cash equivalents.

b. Determine the net cash flow from operating activities.

c. Determine cash flows from investing and financing activities.

D. Indirect Method to Determining Net Cash Flow from Operating Activities.

1. Start with net income and make adjustments for items which affect net
income but do not affect cash.

Teaching Tip
Illustration 24-3 provides a listing of typical additions and deductions from net income to arrive at net
cash flow from operating activities using the indirect method.

2. Make adjustments for changes in working capital accounts that affect
income.

3. Make adjustments for gains and losses.

E. Direct Method.



1. Schedule of changes from accrual to cash basis income statement.

Teaching Tip
Illustration 24-4 provides a schedule of changes from the accrual to the cash basis income statement
when using the direct method.

2. Cash flows from operating activities.

Teaching Tip
Illustration 24-5 provides a partial statement of cash flows displaying net cash flow from operating
activities using the direct method.  The illustration is based on the same data used in Illustration 24-4.

3. Direct method must also provide a separate schedule showing the
reconciliation of net income to net cash provided by operating activities.

F. Direct vs. Indirect Controversy

1. Direct method has the advantage of showing operating cash receipts and
payments.

2. Indirect method has the advantage of reconciling net income with net
cash flow from operating activities.

3. Although the FASB prefers the direct method, it permits the use of the
indirect method.



Teaching Tip
Illustration 24-6 presents the different formats of the operating activities section for the direct method
and the indirect method.  Even though the FASB has stated its preference for the direct method, an
overwhelming majority of companies use the indirect method.  Discuss with students why companies
prefer using the indirect method.

4. Users of the direct method are required, at a minimum, to report
separately:

a. Cash receipts

(1) Cash collected from customers.

(2) Interest and dividends received.

(3) Other operating cash receipts, if any.

b. Cash payments

(1) Cash paid to employees and suppliers of goods or services.

(2) Interest paid.

(3) Income taxes paid.

(4) Other operating cash payments, if any.

5. Indirect method users are required to disclose separately:



(1) Changes in inventory, receivables, and payables to reconcile net
income to net cash flow from operating activities.

(2) Interest paid.

(3) Income taxes paid.

G. Special Problems in Preparing a Statement of Cash Flows.

1. Adjustments similar to depreciation.  Amortization of intangible assets,
deferred costs, bond discount or premium, and changes in deferred
income taxes.

a. Also changes related to an investment accounted for under the equity
method.

2. Accounts receivable.

a. Indirect method.  Increase/decrease in the Allowance for Doubtful
Accounts should be added/deducted from net income or, just compare
the change in accounts receivable on a net basis.

b. Direct method.  Do not net the accounts receivable.  If accounts have
been written off an additional adjustment is necessary.

3. Other working capital changes.

a. Items that affect cash, but not net income:

(1) Purchase of short-term available-for-sale securities.

(2) Short-term nontrade notes payable.

(3) Cash dividends payable.



4. Net losses.  After adjustments, may result in either a positive or a
negative net cash flow from operating activities.

5. Gains.  Deducted from net income.

6. Stock options.  Added to net income in the amount of compensation
expense from stock options.

7. Pensions.  Adjust net income for the difference between cash paid and
expense reported.

8. Extraordinary gains/losses.  Deducted/added from/to net income at gross
amount.

a. Classify as either an investing or financing activity.

b. Shown at gross amount, not net of tax.

c. FASB requires that all income taxes be classified as operating cash
outflows.

9. Significant noncash transactions.  Excluded from body of the statement of
cash flows.

a. If material in amount, may be disclosed in a narrative or schedule at
the bottom of the statement, or

b. As a separate note or schedule to the financial statements.

Teaching Tip
Illustration 24-7 provides a numerical example that contrasts the calculation of cash flow from
operating activities using the indirect and direct methods.  As an aid to understanding the schedule of
changes from the accrual basis to the cash basis income statement under the direct method, mock
journal entries are developed that indicate the cash effects of changes in related balance sheet and
income statement accounts.



H. Use of a Work Sheet

1. Basic format.  Explain each part of the work sheet.

a. In the balance sheet accounts section, debit balance accounts are
listed separately from credit balances accounts.

b. In the statement of cash flows effects sections, cash inflows are
entered as debits and outflows as credits.

c. Reconciling items are not entered in any journal or account.

Teaching Tip
Illustration 24-8 provides the format of a work sheet for the preparation of the statement of cash flows
using the indirect method.

2. Analyzing and entering transactions.

3. The bottom portion of the work sheet provides the information necessary
to prepare the statement of cash flows.


