A LOOK BACK

Decisions relating to capital
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Various techniques used for
capital budgeting decisions were
covered in Chapter 2.
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CHAPTER

The statement of cash flows
provides invaluable information.
After addressing the classification
of various types of cash inflows
and outflows, we illustrate
techniques for preparing the
statement of cash flows and
discuss the interpretation of the
information reported on this
financial statement.

A LOOK AHEAD

The use of financial statements to
assess the financial health of a
company is covered in Chapter
14. The focus in that chapter is
on analysis of trends and on the
use of financial ratios.
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DECISION FEATURE

Is the Party Over?

There was a time when many thought that e-tailers (e-retailers) might wipe out traditional retailers.
Now investors wonder if any e-tailers will be able to survive. It all boils down to cash flows. Unable to
generate the cash needed to support their ongoing operations, the dot.coms are having a hard time
raising money. The traditional sources of funds are venture capitalists, VWall Street investors, and banks.

Venture capitalists, who often made the initial cash investments required to finance the start-up oper-
ations of many e-tailers, are unwilling to invest additional cash. After snatching up the initial public
offering of almost any dot.com during the late 1990s, Wall Street investors are now guarded. Banks,
quite willing to provide financing to established companies with histories of profitability, are reluctant
to loan money to e-tailers because the risk of default is high.

Typically, a potential investor would start with a company’s financial statements. The balance
sheet provides information about the company’s financial condition, and the income statement indi-
cates whether or not a company is profitable, but neither helps to predict whether a company will
generate cash. Users of financial statements look to the statement of cash flows for that information.

Market Guide, a Wall Street research firm, analyzes the statements of cash flows of selected
e-tailers. Their approach estimates how long it will take for a given company to burn through its avail-
able cash. Matt Krantz, a USA Today reporter, updated the information and warned that 5 of the |5
companies included in the USA Today “Internet 100” could run out of cash by mid-2001.The five com-
panies cited were Drugstore.com, Egghead.com, EMusic, eToys, and Travelocity. Krantz was on target.
Shortly thereafter, Egghead.com and eToys went bankrupt and EMusic laid off more than one-third of
its staff.

Sources: Matt Krantz, “Dot-Coms Could Run Out of Cash,” USA Today, August 18, 2000, 1B;
Matt Krantz, “E-Retailers Run Low on Fuel,” USA Today, April 26, 2000, 1B; News.com web-
site; and ecommercetimes website.

LEARNING
OBJECTIVES

After studying Chapter |3,
you should be able to:

LOI Know how to classify
changes in noncash balance sheet
accounts as sources or uses

of cash.

LO2 Classify transactions as
operating activities, investing
activities, or financing activities.

LO3 Prepare a statement of
cash flows using the indirect
method to determine the net
cash provided by operating
activities.

LO4 (Appendix I3A) Use the
direct method to determine the
net cash provided by operating
activities.

LO5 (Appendix |3B) Prepare a
statement of cash flows using the

T-account approach.
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come statement, a balance sheet, and a statement of cash flows. The statement of

cash flows highlights the major activities that directly and indirectly impact cash
flows and hence affect the overall cash balance. Managers focus on cash for a very good
reason—without sufficient cash at the right times, a company may miss golden opportu-
nities or may even fall into bankruptcy.

The statement of cash flows answers questions that cannot be easily answered by the
income statement and balance sheet alone. For example, the statement of cash flows can be
used to answer questions like the following: Where did Delta Airlines get the cash to pay a
dividend of nearly $140 million in a year in which, according to its income statement, it lost
more than $1 billion? How was The Walt Disney Company able to invest nearly $800 mil-
lion in expansion of its theme parks, including a major renovation of Epcot Center, despite
a loss of more than $500 million on its investment in EuroDisney? Where did Wendy’s
International, Inc., get $125 million to expand its chain of fast-food restaurants in a year in
which its net income was only $79 million and it did not raise any new debt? To answer
such questions, familiarity with the statement of cash flows is required.

The statement of cash flows is a valuable analytical tool for managers as well as for
investors and creditors, although managers tend to be more concerned with forecasted
statements of cash flows that are prepared as part of the budgeting process. The statement
of cash flows can be used to answer crucial questions such as the following:

Three major financial statements are ordinarily required for external reports—an in-

1. Is the company generating sufficient positive cash flows from its ongoing opera-
tions to remain viable?

Will the company be able to repay its debts?

Will the company be able to pay its usual dividend?

Why do net income and net cash flow differ for the year?

To what extent will the company have to borrow money in order to make needed
investments?

N

In this chapter, our focus is on preparing the statement of cash flows and on its use as
a tool for assessing the finances of a company.

Woatching the Cash Flow at a Dot.Com

George Pilla is a finance consultant who works with new businesses like AP Engines, a
company that provides billing software for Internet Protocol phone and cable service. He
has found that the burn rate (the rate at which cash is consumed by a company) is critical.
“Running out of cash is the worst thing,” says Pilla, “and we are usually working three to
six months ahead, trying to figure out when we’re going to run out of cash and how we’re
going to fund [the company].”

Source: George Donnelly, “Start Me Up,” CFO, July 2000, pp. 77-84.

THE BASIC APPROACH TO A STATEMENT OF CASH FLOWS

Know how to classify changes
in noncash balance sheet
accounts as sources or uses of
cash.
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For the statement of cash flows to be useful to managers and others, it is important that
companies employ a common definition of cash. It is also important that the statement be
constructed using consistent guidelines for identifying activities that are sources of cash
and uses of cash. The proper definition of cash and the guidelines to use in identifying
sources and uses of cash are discussed in this section.

Definition of Cash

In a statement of cash flows, cash is broadly defined to include both cash and cash equiv-
alents. Cash equivalents consist of short-term, highly liquid investments such as Treasury



The Basic Approach to a Statement of Cash Flows

bills, commercial paper, and money market funds that are made solely for the purpose of
generating a return on temporarily idle funds. Instead of simply holding cash, most com-
panies invest their excess cash reserves in these types of interest-bearing assets that can be
easily converted into cash. These short-term, liquid assets are usually included in mar-
ketable securities on the balance sheet. Since such assets are equivalent to cash, they are
included with cash in a statement of cash flows.

Constructing the Statement of Cash Flows Using
Changes in Noncash Balance Sheet Accounts

While not the recommended procedure, a type of statement of cash flows could be con-
structed by simply summarizing all of the debits and credits to the Cash and Cash Equiv-
alents accounts during a period. However, this approach would overlook all of the
transactions that involved an implicit exchange of cash. For example, when a company
purchases inventory on credit, cash is implicitly exchanged. In essence, the supplier loans
the company cash, which the company then uses to acquire inventory from the supplier.
Rather than just looking at the transactions that explicitly involve cash, financial state-
ment users are interested in all of the transactions that implicitly or explicitly involve
cash. When inventory is purchased on credit, the Inventory account increases, which is an
implicit use of cash. At the same time, Accounts Payable increases, which is an implicit
source of cash. In general, increases in the Inventory account are classified as uses of cash
and increases in the Accounts Payable account are classified as sources of cash. This sug-
gests that analyzing changes in balance sheet accounts, such as Inventory and Accounts
Payable, will uncover both the explicit and implicit sources and uses of cash. And this is
indeed the basic approach taken in the statement of cash flows. The logic underlying this
approach is demonstrated in Exhibit 13—1.

Exhibit 13-1 requires some explanation. The exhibit shows how net cash flow can be
explained in terms of net income, dividends, and changes in balance sheet accounts. The
first line in the exhibit consists of the balance sheet equation: Assets = Liabilities +
Stockholders’ Equity. The first step is to recognize that assets consist of cash and noncash
assets. This is shown in the second line of the exhibit. The third line in the exhibit recog-
nizes that if the account balances are always equal, then the changes in the account bal-
ances must be equal too. The next step is simply to note that the change in cash for a
period is by definition the company’s net cash flow, which yields line 4 in the exhibit. The
only difference between line 4 and line 5 is that the changes in noncash assets is moved

EXHIBIT 13-1 Explaining Net Cash Flow by Analysis of the Noncash Balance Sheet Accounts
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l. Assets = Liabilities +  Stockholders’ Equity
2. Cash + Noncash Assets = Liabilities +  Stockholders’ Equity
3. Change in I Changes in _ Changes in 4 Changes in
Cash Noncash Assets Liabilities Stockholders’ Equity
4. Net Cash n Changes in _ Changes in i Changes in
Flow Noncash Assets Liabilities Stockholders’ Equity
5. Net Cash  _ Changes in _ Changes in Changes in
Flow Liabilities Noncash Assets Stockholders’ Equity
6. Net Cash  _ Changes in _ Changes in _
Flow Liabilities Noncash Assets *+  NetlIncome
7. Net Cash _ Net Income _ Changes in Changes in
Flow Noncash Assets Liabilities

~» Changes in
Dividends + Capital Stock
Dividends + S

Capital Stock
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EXHIBIT 13-2

Classifications of Sources and
Uses of Cash

Chapter |3
Netincome...................... Always
Netloss.......c.ooiiiiinn. .. Always
Changes in noncash assets . ......... Decreases Increases
Changes in liabilities* . ............. Increases Decreases
Changes in capital stock accounts . . .. Increases Decreases
Dividends paid to stockholders ... ... Always
Total sources — Total uses = Net cash flow
*Contra asset accounts, such as the Accumulated Depreciation and Amortization account,
follow the rules for liabilities.

from the left-hand side of the equation to the right-hand side. This is done because we are
attempting to explain net cash flow, so it should be by itself on the left-hand side of the
equation. To get from line 5 to line 6, we need to remember that stockholders’ equity is
affected by net income, dividends, and changes in capital stock. Net income increases
stockholders’ equity, while dividends reduce stockholders’ equity. To get from line 6 of
the exhibit to line 7, a few terms on the right-hand side of the equation are rearranged.

According to equation 7 in Exhibit 13—1, the net cash flow for a period can be deter-
mined by starting with net income, then deducting changes in noncash assets, adding
changes in liabilities, deducting dividends paid to stockholders, and finally adding
changes in capital stock. It is important to realize that changes in accounts can be either
increases (positive) or decreases (negative), and this affects how we should interpret
equation 7 in Exhibit 13—1. For example, increases in liabilities are added back to net in-
come, whereas decreases in liabilities are deducted from net income to arrive at the net
cash flow. On the other hand, increases in noncash assets are deducted from net income
while decreases in noncash assets are added back to net income. Exhibit 13—2 summarizes
the appropriate classifications—in terms of sources and uses—of net income, dividends,
and changes in the noncash balance sheet accounts.

The classifications in Exhibit 13-2 seem to make sense. Positive net income gener-
ates cash, whereas a net loss consumes cash. Decreases in noncash assets, such as sale of
inventories or property, are a source of cash. Increases in noncash assets, such as purchase
of inventories or property, are a use of cash. Increases in liabilities, such as taking out a
loan, are a source of cash. Decreases in liabilities, such as paying off a loan, are a use of
cash. Increases in capital stock accounts, such as sale of common stock, are a source of
cash. And payments of dividends to stockholders use cash.

Constructing a simple statement of cash flows is a straightforward process. Begin
with net income (or net loss) and then add to it everything listed as sources in Exhibit
13-2 and subtract from it everything listed as uses. This will be illustrated with an exam-
ple in the next section.

What’s Up at Amazon?

Amazon.com, the online retailer of books and other merchandise, may have the best
chance of eventually succeeding of any Internet retailer. Even so, “[I]t’s no news that
Amazon has had troubles, but the numbers are worse than many on Wall Street have ad-
mitted.” Robert Tracy, a CPA and an analyst on the staff of grantsinvestor.com, took a
close look at Amazon’s financial statements and found that the company was holding its
bills longer than it used to, especially at year-end. The cash flow from this increase in ac-
counts payable exceeded the cash flow from all other operating sources combined. “Bulls
[i.e., those who are positive about Amazon.com stock] will commend the company on
imaginative cash management. Bears [i.e., those who are skeptical about the stock] will



accuse it of financial engineering. What is not debatable is that, by stretching out pay-
ments into the new year, Amazon has presented a more liquid face to the world than it
could otherwise have done.” (continued)

Source: James Grant, “Diving into Amazon,” Forbes, January 22, 2001, p. 153.

AN EXAMPLE OF A SIMPLIFIED STATEMENT OF CASH FLOWS

To illustrate the ideas introduced in the preceding section, we construct in this section a
simplified statement of cash flows for Nordstrom, Inc., one of the leading fashion retail-
ers in the United States. This simplified statement does not follow the format required by
the Financial Accounting Standards Board (FASB) for external financial reports, but it
shows where the numbers come from in a statement of cash flows and how they fit to-
gether. In later sections, we will show how the same basic data can be used to construct a
full-fledged statement of cash flows that would be acceptable for external reports.

Constructing a Simplified Statement of Cash Flows

According to Exhibit 13-2, to construct a statement of cash flows we need the company’s
net income or loss, the changes in each of its balance sheet accounts, and the dividends
paid to stockholders for the year. We can obtain this information from the Nordstrom fi-
nancial statements that appear in Exhibits 13-3, 13-4, and 13-5. In a few instances, the
actual statements have been simplified for ease of computation and discussion.

Note that changes between the beginning and ending balances have been computed
for each of the balance sheet accounts in Exhibit 13-4, and each change has been classi-
fied as a source or use of cash. For example, accounts receivable decreased by $17 mil-
lion. And, according to Exhibit 13-2, a decrease in such an asset account is classified as
a source of cash.

A simplified statement of cash flows appears in Exhibit 13—6. This statement was
constructed by gathering together all of the entries listed as sources in Exhibit 13-4 and
all of the entries listed as uses. The sources exceeded the uses by $62 million. This is the
net cash flow for the year and is also, by definition, the change in cash and cash equiva-
lents for the year. (Trace this $62 million back to Exhibit 13-4.)

EXHIBIT 13-3

NORDSTROM, INC.*
Income Statement
(dollars in millions)
Netsales........... ... ... $3,638
Less costofsales ................. 2,469
Grossmargin . ................... 1,169
Less operating expenses. . ... ....... 941
Net operating income ............. 228
Nonoperating items:
Gain on sale of store ............ 3
Income before taxes. .............. 231
Less income taxes. . ............... 9l
Netincome...................... $ 140
*This statement is loosely based on an actual income statement published by Nordstrom.
Among other differences, there was no “Gain on sale of store” in the original statement.
This “gain” has been included here to illustrate how to handle gains and losses on a state-
ment of cash flows.
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EXHIBIT 13-4

EXHIBIT 13-5

Chapter |3

NORDSTROM, INC.*
Comparative Balance Sheet
(dollars in millions)

Ending Beginning Source
Balance Balance Change  or Use?
Assets
Current assets:
Cash and cash equivalents .. ...... $ 9l $ 29 $+62
Accounts receivable. . ........... 637 654 =17 Source
Merchandise inventory........... 586 537 +49 Use
Total currentassets . .............. 1,314 1,220
Property, buildings, and equipment ... 1,517 1,394 +123 Use
Less accumulated depreciation
and amortization ............. 654 561 +93 Source
Net property, buildings, and
equipment. . ........... ... 863 833
Totalassets. ...........co.oeun... $2,177 $2,053

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable . . ............. $ 264 $ 220 +44 Source
Accrued wages and salaries
payable ....... ... ... ... ... 193 190 +3 Source
Accrued income taxes payable . ... 28 22 +6 Source
Notes payable. . ................ 40 38 +2 Source
Total current liabilities . . ........... 525 470
Long-termdebt .................. 439 482 —43 Use
Deferred income taxes ............ 47 49 -2 Use
Total liabilities. . .................. 1,011 1,001
Stockholders’ equity:
Common stock ................ 157 155 T2 Source
Retained earnings. .............. 1,009 897 +112 t
Total stockholders’ equity .......... 1,166 1,052
Total liabilities and stockholders’
EQUILY « v et $2,177 $2,053

*This statement differs from the actual statement published by Nordstrom.
TThe change in retained earnings of $112 million equals the net income of $140 million less
the cash dividends paid to stockholders of $28 million. Net income is classified as a source

and dividends as a use.

NORDSTROM, INC.*

Statement of Retained Earnings
(dollars in millions)

Retained earnings, beginning balance . . .. ... $ 897
Add:Netincome....................... 140

1,037
Deduct: Dividends paid. . ................ 28
Retained earnings, ending balance ......... $1,009

*This statement differs in a few details from the actual statement published by Nordstrom.




An Example of a Simplified Statement of Cash Flows 547

NORDSTROM, INC. SSSHBIT 13-4

Simplified Statement of Cash Flows
(dollars in millions)

Note: This simplified statement is for illustration purposes only. It should not be used to
complete end-of-chapter homework assignments or for preparing an actual statement of
cash flows. See Exhibit 13—12 for the proper format for a statement of cash flows.

Sources
Net iNCOME . . ottt e e e $140
Decreases in noncash assets:
Decrease in accounts receivable. . ....... ... ... ... ... .. 17
Increases in liabilities (and contra asset accounts):
Increase in accumulated depreciation and amortization .. ... .. 93
Increase in accounts payable . . .......... .. . . L ... 44

Increase in accrued wages and salaries . . ................... 3

Increase in accrued incometaxes . ............c.. ... 6

Increase in notes payable. . ......... ... ... ... .. L. 2
Increases in capital stock accounts:

Increase in common stock. . ....... .. . L il i 2

Total SOUrCES . .. oottt e $307
Uses
Increases in noncash assets:
Increase in merchandise inventory . ............. ... ...... 49
Increase in property, buildings, and equipment............... 123
Decreases in liabilities:
Decrease in long-termdebt ........ ... ... ... ... ... .. 43
Decrease in deferred income taxes. ... .........covvinn... 2
Dividends . . ... .o 28
Totaluses. ... ... i 245

Netcashflow. ... i

A
o
N

The Need for a More Detailed Statement

While the simplified statement of cash flows in Exhibit 13-6 is not difficult to construct,
it is not acceptable for external financial reports and is not as useful as it could be for in-
ternal reports. The FASB requires that the statement of cash flows follow a different for-
mat and that a few of the entries be modified. Nevertheless, almost all of the entries on a
full-fledged statement of cash flows are the same as the entries on the simplified state-
ment of cash flows—they are just in a different order.

In the following sections, we will discuss the modifications to the simplified state-
ment that are necessary to conform to external reporting requirements.

1. Which of the following is considered a source of cash on the statement of cash CONCEPT
flows? (You may select more than one answer.)
a. A decrease in the accounts payable account. CHECK

b. An increase in the inventory account.
c. A decrease in the accounts receivable account.
d. An increase in the property, plant, and equipment account.
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Plugging the Cash Flow Leak

Modern synthetic fabrics such as polyester fleece and Gore-Tex have almost completely
replaced wool in ski clothing. John Fernsell started Ibex Outdoor Clothing in Woodstock,
Vermont, to buck this trend. Fernsell’s five-person firm designs and sells jackets made of
high-grade wool from Europe.

Fernsell quickly discovered an unfortunate fact of life about the wool clothing busi-
ness—he faces a potentially ruinous cash crunch every year. Ibex orders wool from Eu-
rope in February but does not pay the mills until June when they ship fabric to the
garment makers in California. The garment factories send finished goods to Ibex in July
and August, and Ibex pays them on receipt. Ibex ships to retailers in September and Oc-
tober, but doesn’t get paid until November, December, or even January. That means from
June to December the company spends like crazy—and takes in virtually nothing.
Fernsell tried to get by with a line of credit, but it was insufficient. To survive, he had to
ask his suppliers to let him pay late, which was not a long-term solution. To reduce this
cash flow problem, Fernsell is introducing a line of wool summer clothing so that some
cash will be flowing in from May through July, when he must pay his suppliers for the
winter clothing.

Source: Daniel Lyons, “Wool Gatherer,” Forbes, April 16, 2001, p. 310.

ORGANIZATION OF THE FULL-FLEDGED STATEMENT OF CASH FLOWS

Classify transactions as
operating activities, investing
activities, or financing activities.

P

~
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EXHIBIT 13-7

Guidelines for Classifying
Transactions as Operating,
Investing, and Financing Activities

To make it easier to compare statements of cash flows from different companies, the Fi-
nancial Accounting Standards Board (FASB) requires that companies follow prescribed
rules for preparing the statement of cash flows. Most companies follow these rules for in-
ternal reports as well as for external financial statements.

The FASB requires that the statement of cash flows be divided into three sections:
operating activities, investing activities, and financing activities. The guidelines to be fol-
lowed in classifying transactions under these three heads are summarized in Exhibit 13-7
and discussed below.

Operating Activities

Generally, operating activities are those activities that enter into the determination of net
income. Technically, however, the FASB defines operating activities as all the transac-
tions that are not classified as investing or financing activities. Generally speaking, this

Operating activities:
* Net income
Changes in current assets
» Changes in noncurrent assets that affect net income (e.g., depreciation)
* Changes in current liabilities (except for debts to lenders and dividends payable)
* Changes in noncurrent liabilities that affect net income

Investing activities:
» Changes in noncurrent assets that are not included in net income

Financing activities:

* Changes in the current liabilities that are debts to lenders rather than obligations to
suppliers, employees, or the government

* Changes in noncurrent liabilities that are not included in net income

* Changes in capital stock accounts

* Dividends













































































































