
Chapter 17—The Cash Flow Statement 
 
 
CHAPTER OVERVIEW 
 
In Chapter 1 you were introduced to the four principal financial statements—the income statement, 
statement of owner’s equity, the balance sheet, and the cash flow statement. However, since the beginning 
of the course, the focus has been on the first three statements. We now turn our attention to the fourth 
statement—the cash flow statement. Many people think the cash flow statement is more important than 
the income statement and the balance sheet. It is certainly the most complex of the published financial 
statements. The learning objectives for this chapter are to 
 

1. Identify the purposes of the cash flow statement. 
2. Identify cash flows from operating, investing, and financing activities. 
3. Prepare a cash flow statement by the direct method. 
4. Compute the cash effects of a wide variety of business transactions. 
5. Prepare a cash flow statement by the indirect method. 

 
Appendix to Chapter 17: The spreadsheet approach to preparing the cash flow statement 
   A1. Prepare a spreadsheet for the cash flow statement—indirect method 
 
CHAPTER REVIEW 
 
Objective 1 - Identify the purposes of the cash flow statement. 
 
Cash flows are cash receipts and cash payments. The cash flow statement reports all these receipts and 
disbursements under three categories (operating, investing, and financing) and shows the reasons for 
changes in the cash balance. The statement is used to: 
 

1. Predict future cash flows 
2. Evaluate management decisions 
3. Determine the company’s ability to pay dividends to shareholders and principal and interest to 

creditors 
4. Show the relationship of net income to cash flows 

 
The term cash is used to include cash equivalents, which are liquid short-term investments (such as T-
bills and money market accounts). 
 
Objective 2 – Identify cash flows from operating, investing, and financing activities. 
 
Operating activities create revenues and expenses in the entity’s major line of business. Therefore, 
operating activities are related to the transactions that make up net income. Operating activities include: 
 

1.  Collections from customers 
2.  Payments to suppliers and employees 
3.  Interest revenue and expense 
4.  Taxes 
5.  Dividends received on investments 
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Operating activities are always listed first because they are the largest and most important source of cash 
for a business.  Operating activities are related to the transactions that make up net income. 
 
Investing activities increase and decrease the long-term assets with which the business works. Investing 
activities require analysis of the long-term asset accounts and include: 
 

1. Buying and selling capital and investments 
2. Lending money to others and collecting principal repayments 

 
Investing activities are critical because they help determine the future course of the business.  Investing 
activities are related to the long-term asset accounts. 
 
Financing activities obtain the funds from investors and creditors needed to launch and sustain the 
business. Financing activities require analysis of the long-term liability accounts and the owners’ equity 
accounts and include: 
 

1. Issuing shares. 
2. Repurchase of company shares. 
3. Paying dividends. 
4. Borrowing money and repaying the principal. 

 
Study Tip: While principal payments on notes and bonds payable are a financing activity, the interest 
payments are classified as an operating activity. 
 
Study Tip: The following relationships are important to remember 

1. Operating activities relate to net income 
2. Investing activities relate to long-term assets 
3. Financing activities relate to long-term liabilities and owners’ equity 

 
Review Exhibit 17-5 in your text and become familiar with both the format and content of a cash flow 
statement. 
 
Objective 3 - Prepare a cash flow statement by the direct method. 
 
The cash flow statement reports cash flows from operating activities, investing activities, and financing 
activities. It calculates the net increase or decrease in cash over the year, and adds that to the previous 
year’s cash balance in order to arrive at the current year’s cash balance. It shows where cash came from 
and how it was spent. 
 
The CICA Handbook permits two methods for presenting the cash flow statement—the direct method and 
the indirect method. However, the Handbook recommends the direct method because it shows where cash 
came from and how it was spent on operating activities. 
 
Preparing the cash flow statement requires these steps: 
 

1. Identify items that affect cash 
2. Classify the items as operating activities, investing activities, or financing activities 
3. Determine the increase or decrease in cash for each item 
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Cash flows from operating activities include 
 

1. cash collections from customers 
2. cash receipts of interest 
3. cash receipts of dividends 
4. payments to suppliers 
5. payments to employees 
6. payments for interest and taxes 

 
Cash flows from investing activities include 
 

1. payments for capital assets, investments, and loans, to others 
2. proceeds from the sale of capital assets, investments, and the collections of loans 

 
Cash flows from financing activities include 
  

1. proceeds from issuance of shares and notes payable 
2. payments of notes payable and purchases of the company’s own shares 
3. payment of cash dividends 

 
 
Objective 4 - Compute the cash effects of a wide variety of business transactions. 
 
Accounts may be analyzed for the cash effects of various transactions using the income statement 
amounts in conjunction with changes in the balance sheet amounts. 
 
To determine cash flow amounts from operating activities, keep the following in mind: 
 

Revenue/expense from the  Adjust for the change in related  Amount for the 
income statement  balance sheet accounts   Cash flow statement  

 
Cash collections from customers can be computed using Sales Revenue from the income statement and 
the changes in Accounts Receivable from the balance sheet: 
 

COLLECTIONS    + DECREASES IN ACCOUNTS RECEIVABLE 
FROM = SALES REVENUE  or 

CUSTOMERS    -  INCREASES IN ACCOUNTS RECEIVABLE  

 
Cash receipts for interest and dividends are analyzed in the same manner. 
 
Payments to suppliers computation: 
 

    +  INCREASE IN   +       DECREASE IN 
PAYMENTS  COST OF  INVENTORY    ACCOUNTS PAYABLE 

FOR = GOODS  or and  or 
INVENTORY   SOLD  -  DECREASE IN   -          INCREASE IN 

    INVENTORY    ACCOUNTS PAYABLE 
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Payments for operating expenses computation: 
 

    +  INCREASE IN   +   DECREASE IN 
  OPERATING  PREPAID    ACCRUED 

PAYMENTS  EXPENSES OTHER  EXPENSES   LIABILITIES  
FOR = THAN SALARIES,  or and  or 

OPERATING  WAGES, AND  -  DECREASE IN   -     INCREASE IN 
EXPENSES   AMORTIZATION   PREPAID    ACCRUED 

    EXPENSE    LIABILITIES  

 
Remember that amortization is not included in operating expenses because amortization is a noncash 
expense. 
 
Payments to employees computation: 
 

PAYMENTS  SALARY  + DECREASES IN SALARY AND WAGE PAYABLE  
TO = AND WAGE  or 

EMPLOYEES  EXPENSE   -  INCREASES IN SALARY AND WAGE PAYABLE 

 
Payments of interest and taxes follow the same pattern as payments to employees. Exhibit 17-12 
summarizes this discussion. 
 
For investing activities we look to the asset accounts (Capital Assets, Investments, Notes Receivable). 
 
Capital asset transactions can be analyzed by first determining book value: 
 

BEGINNING BOOK VALUE ENDING
CAPITAL 

ASSET 
BALANCE 

(NET) 

+   ACQUISITIONS - AMORTIZATION -  OF CAPITAL 
ASSETS SOLD 

=     CAPITAL 
ASSET 

   BALANCE  
(NET)

 
In order to compute cash proceeds from a sale of capital assets: 
 

SALE 
PROCEEDS 

= BOOK VALUE 
 SOLD 

+ GAIN - LOSS 

 
Acquisitions will decrease cash, while sale proceeds will increase cash. 
 
Investments, Loans and Notes Receivable are analyzed in a manner similar to capital assets; however, 
there is no amortization to account for. Review Exhibit 17-12 for a summary of this discussion. 
 
Financing activities affect liability and shareholders’ equity accounts. 
 

Copyright © 2008 Pearson Education Canada           The Cash Flow Statement    141 



Long-term debt can be analyzed with this equation: 
 

BEGINNING ISSUANCE ENDING
LONG-TERM +          OF -      PAYMENTS = LONG-TERM

DEBT 
BALANCE  

  NEW DEBT DEBT 
BALANCE

Share transactions  can be analyzed using this equation: 
 

BEGINNING ISSUANCE  ENDING 
SHARES +          OF -      RETIREMENTS = SHARES 

BALANCE  NEW SHARES  BALANCE 

Issuances increase cash, while retirements decrease cash. 

Dividend payments can be computed by analyzing Retained Earnings: 
 

BEGINNING     NET DIVIDENDS  ENDING 
RETAINED 
EARNINGS  

+    INCOME -  DECLARATIONS = RETAINED 
EARNINGS  

BALANCE    BALANCE 
 
Remember that stock dividends must be separated from cash dividends. Also, a change in the Dividends 
Payable account will affect the actual cash dividends paid. Review page 928 in your text. 
 
Noncash investing and financing activities 
 
Some investing and financing activities are noncash. Some typical noncash investing and financing 
activities include: 
 

1. Acquisition of assets by issuing shares 
2. Acquisition of assets by issuing debt 
3. Payment of long-term debt by transferring investment assets to the creditor 

 
Noncash activities are included in a schedule or a note to the cash flow statement. 
 
Objective 5 - Prepare a cash flow statement by the indirect method. 
 
The indirect or (reconciliation) method reconciles net income to cash flows and affects only the 
operating activities section of the statement. The investing activities and financing activities sections are 
identical to the sections prepared using the direct method. 
 
To prepare the operating activities section using the indirect method, we must add and subtract items that 
affect net income and cash flows differently. Begin with net income from the income statement. 
 

1. Amortization is a noncash expense that reduces net income. Therefore, we add it back to net 
income as part of our effort to arrive at cash flow from operations. 

2. Gains and losses from the sale of capital assets are reported as part of net income, and the 
proceeds are reported in the investing activities section. To avoid counting gains and losses twice, 
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we must remove their effect from net income. Therefore, gains are subtracted from net income 
and losses are added to net income. 

3. Changes in current assets and current liabilities: 
a. Increases in current assets, other than cash, are subtracted from net income. 
b. Decreases in current assets, other than cash, are added to net income. 
c. Decreases in current liabilities, other than dividends payable, are subtracted from net income. 
d. Increases in current liabilities are added to net income. 

 
Study Tip: Under the indirect method, only changes in current assets and current liabilities are used. 
Review Exhibit 17-12 in your text. 
 
Cash flows are only one source of information creditors and investors use to evaluate a company. The 
Decision Guidelines in your text provide an excellent summary of questions, factors to consider, and 
financial statement predictors from both a creditor’s and an investor’s perspective. 
 
Chapter Appendix:  The Spreadsheet Approach to Preparing the Cash Flow 
Statement 
 
Objective A1 - Prepare a spreadsheet for the cash flow statement—indirect method. 
 
 
A spreadsheet is frequently used as an aid in preparing the cash flow statement. Regardless of approach 
(direct or indirect), the format is the same. The spreadsheet has four columns, with the upper half labeled 
as follows: 
 

(1) (2) (3) (4) 
 Transaction Analysis  

Beginning Balance 
Sheet Amounts 

 
Debit 

 
Credit 

Ending Balance 
Sheet Amounts 

    
 
The lower half of the spreadsheet uses only the two analysis columns and provides the amounts needed to 
present the cash flow statement. For both the direct and indirect method, cash flows from investing and 
financing activities are analyzed in the same manner. (Remember, the two methods differ only in the 
presentation of cash flows from operating activities.) 
 
To use the spreadsheet for the indirect method, start by entering beginning and ending balance sheet 
amounts on the upper half of the spreadsheet, with the transaction analysis columns in the middle. 
However, the lower half of the spreadsheet starts with net income (listed as a debit with an offsetting 
credit to Retained Earnings). Increases and decreases in current assets and current liabilities are reconciled 
as changes to net income. For example, an increase in accounts receivable is analyzed with a debit to 
Accounts Receivable and a credit to Net Income. After all the balance sheet changes have been reconciled 
to changes in net income, the net increase (or decrease) in cash during the period is listed. Review Exhibit 
17A-2 in your text. 
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TEST YOURSELF 
 
All the self-testing materials in this chapter focus on information and procedures that your instructor is 
likely to test in quizzes and examinations. Questions followed by the letter A relate to information in the 
chapter Appendix. 
 
I.  Matching    Match each numbered term with its lettered definition. 
 
_____ 1. cash equivalents _____ 6. financing activity 
_____ 2. direct method _____ 7. investing activity 
_____ 3. indirect method _____ 8. cash flow statement 
_____ 4. operating activity _____ 9. spreadsheet 
_____ 5. cash flows 
 
A. a report of cash receipts and cash payments classified according to the entity’s major activities: 

operating, investing, and financing  
B. activity that creates revenue or expense in the entity’s major line of business  
C. activity that increases or decreases the non-current or long-term assets with which the business has 

to work  
D. activity that obtains from creditors the funds needed to launch and sustain the business or repays 

such funds  
E. cash receipts and cash payments  
F. format of the operating activities section of the cash flow statement that lists the major categories of 

operating cash receipts and cash payments  
G. format of the operating activities section of the cash flow statement that starts with net income and 

shows the reconciliation from net income to operating cash flows  
H. highly liquid short-term investments that can be converted into cash with little delay  
I. a columnar tool used to analyze changes in account balances to derive the amounts for the cash 

flows statement 
 
 
II.  Multiple Choice    Circle the best answer. 
 
1. All of the following are uses of the cash flow statement except: 
 
 A. evaluate employee performance C. predict future cash flows 
 B. evaluate management decisions D. relate net income to changes in cash 
 
2. Activities that increase or decrease business assets such as machinery are called: 
 
 A. financing activities C. operating activities 
 B. investing activities D. reporting activities 
 
3. Transactions involving contributed capital or debt activities are called: 
 
 A. financing activities C. operating activities 
 B. investing activities D. reporting activities 
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4. Which of the following is considered a cash equivalent? 
 
 A. accounts receivable C. supplies 
 B. inventory D. treasury bills 
 
5. The receipt of cash dividend revenues would be reported on the: 
 
 A. balance sheet C. cash flow statement only 
 B. income statement D. both the income statement and the cash flow 

statement 
 
6. All of the following are examples of operating activities except: 
 
 A. purchases from suppliers C. sales of equipment 
 B. sales to customers D. recording rent expense 
 
7. All of the following are examples of investing activities except: 
 
 A. sale of building C. purchase of equipment 
 B. payment of dividends D. receipt of cash from sale of Government of 

Canada bonds 
 
8. All of the following are financing activities except: 
 
 A. issuing shares C. selling equipment 
 B. paying dividends D. long-term borrowing 
 
9. Cash collections from customers are computed by: 
 
 A. Sales Revenue + Increase in Accounts Receivable  
 B. Sales Revenue - Increase in Accounts Receivable 
 C. Sales Revenues - Decrease in Accounts Receivable 
 D. Sales Revenue + Decrease in Accounts Receivable 
 E. Either B or D. 
 
10A. When using a spreadsheet to prepare the cash flow statement, the account balances to 
 analyze come from the: 
 
 A. income statement C. balance sheet 
 B. retained earnings statement D. all of the above 
 
III.  Completion    Complete each of the following statements. 
 
1. The _______________________ is the only financial statement that is dated as of the end of the 

period.  
2. The largest cash inflow from operations is ____________________________. 
3. Both the ______________________ method and the _____________________ method of preparing 

the cash flow statement are permitted by the CICA Handbook. 
4. Payments of dividends is a(n) ________________________ activity on the cash flow statement. 
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5. Making loans is a(n) ________________________ activity on the cash flow statement. 
6. Amortization is included in the ___________________________ activity section on the cash flow 

statement when using the indirect method. 
7. The purchase of equipment is a(n) ______________________ activity on the cash flow statement. 
8. While permitting both methods, the CICA Handbook  recommends the _________________ method. 
9. The ___________________________ method begins with net income. 
10. The difference between the direct and indirect method is found in the __________________ section 

of the cash flow statement. 
 
IV.  Daily Exercises 
 
1. Classify each of the following as an operating, investing, or financing activity. 
 

 Item Classification 
  
a) payment to employees  
b) lending money  
c) receiving dividends on investments  
d) repurchasing common shares  
e) raising funds by selling bonds  
f) receiving cash from customers  
g) paying taxes  
h) purchasing equipment by paying cash  
i) purchasing equipment and signing a note  
 payable 

 

j) purchasing inventory on account  
k) receiving interest revenue  
l) paying dividends to shareholders  
m) selling short-term investments  
n) selling common shares  

 
2.  For each of the following income statement accounts, indicate the related balance sheet accounts to 

analyze when using the direct method. 
 

a. operating expenses  
b. sales  
c. income tax expense  
d. cost of goods sold  
e. salary expense  
f. dividend revenue  
g. interest expense   
h. interest revenue  
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3.  When preparing the operating activities section of a cash flow statement using the indirect method, 
indicate (using a + or -) whether each of the following is added or subtracted in determining the cash 
flows from operating activities. 

 
a. _____ amortization expense   
b. _____ gain on sale of equipment  
c. _____ increase in prepaid expenses  
d. _____ loss on sale of building 
e. _____ increase in accrued liabilities  
f. _____ decrease in inventory 
g. _____ decrease in accounts payable 
h. _____ decrease in accounts receivable 
  

 
3.  Amortization expense is ignored when preparing the operating activities section using the direct 

method, but needs to be considered when using the indirect method. Why? 
 
 
 
 
V.  Exercises 
 
1. Pearson Inc. had interest expense of $72,000 in 2008. The balance in Interest Payable was $2,800 at 

the beginning of the year and $4,800 at the end of the year. How much cash was paid for interest 
during 2008? 

 
 
 
 
 
 
2. Huges Corp. had cost of goods sold of $200,000, an increase in Inventory of $5,000, and an increase 

in Accounts Payable of $9,000 in 2006. How much cash was paid to suppliers? 
 
 
 
 
 
3. Vernon Ltd. had sales of $2,500,000 in 2008. Ninety percent of sales are on credit. During the year, 

Accounts Receivable increased from $70,000 to $192,000. How much cash was received from 
customers during 2008? 
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4. Midas Ltd. purchased equipment for $182,000, loaned $28,000 to a customer, borrowed $24,000, and 
sold securities that were not cash equivalents for $84,000. What was the net cash flow from investing 
activities? 

 
 
 
 
 
5. From the following list of cash receipts and payments, present the cash flows from the operating 

activities section of the cash flow statement using the direct method. 
 

Cash receipts from interest revenues $      4,880 
Cash paid for taxes   65,710 
Cash payments to suppliers             575,980 
Cash receipts from customers   902,770 
Cash paid for dividends                     9,320 
Cash payments to employees   122,150 
Cash receipts from dividend revenues  3,130 
Cash payments for interest                        2,020 

 
   
   
   
   
   
   
   
   
   
   
   
   
   
   
   

 
VI.  Beyond the Numbers 
 
Review the information in Exercises #1 and #3. Calculate the same answer using a different approach. 
 
____________________________________________________________________________________
____________________________________________________________________________________
____________________________________________________________________________________
____________________________________________________________________________________
____________________________________________________________________________________
____________________________________________________________________________________ 
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VII. Demonstration Problems 
 
Demonstration Problem #1 
 
The income statement, schedule of current account changes, and additional data for Nail Head 
Corporation follows: 
 

Nail Head Corporation  
Income Statement  

For the Year Ended December 31, 2009 
  
Revenues:  
 Net sales revenue $702,500  
 Dividend revenue     13,500 $716,000 
Expenses:  
 Cost of goods sold 540,500  
 Salary expense 64,500  
 Other operating expense 15,500  
 Amortization expense 27,500  
 Interest expense 32,500  
 Amortization expense-—patents      2,500    683,000 
Net income $   33,000 

 
Additional data: 
 
a. Collections exceeded sales by $3,500. 
b. Dividend revenue equaled cash amounts received, $13,500. 
c. Payments to suppliers were $9,000 less than cost of goods sold. Payments for other operating expense 

and interest expense were the same as Other Operating Expenses. 
d. Payments to employees were less than salary expense by $2,000. 
e. Acquisition of capital assets totaled $65,000. Of this amount, $10,000 was paid in cash and the 

balance was financed by signing a note payable. 
f. Proceeds from the sale of land were $42,500, which was equal to its cost. 
g. Proceeds from the issuance of common shares were $25,000. 
h. Full payment was made on a long-term note payable, $20,000. 
i. Dividends were paid in the amount of $8,000. 
j. A small parcel of land located in an industrial park was purchased for $37,000. 
k. Current asset and liability activity changes were as follows: 
 

 December 31 
 2009 2008 
Cash and cash equivalents 116,000 46,000 
Accounts receivable  118,000 121,500 
Inventory 189,000 192,000 
Prepaid expense  6,000 6,000 
Accounts payable 107,000 101,000 
Salary payable 5,500 3,500 
Interest payable 1,600 1,600 
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Required 

Using the direct method, prepare the cash flow statement and accompanying schedule of non-cash 
investing and financing activities for Nail Head Corporation for the year ending December 31, 2009. 

 
 
Requirement 1 (cash flow statement—direct method) 
 

Nail Head Corporation 
Cash Flow Statement 

For the Year Ended December 31, 2009 
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  
  

 
Demonstration Problem #2 
 
Using the information in Problem 1, prepare a cash flow statement and accompanying schedule of 
noncash investing and financing activities using the indirect method. 
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Indirect Method 
 

Nail Head Corporation 
Cash Flow Statement 

For the Year Ended December 31, 2009  
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SOLUTIONS 
 
I.  Matching 
 
1.  H 3.  G 5.  E 7.  C 9.    I 
2.  F 4.  B 6.  D 8.  A  
 
II.  Multiple Choice     
 
1 A Replace A with “to determine ability to pay dividends and interest” and you have a list of 

all the purposes for the cash flow statement. 
   
2. B Changes in property, plant, and equipment are investing activities. 
   
3. A Changes in capital and debt are financing activities. 
   
4. D Cash and cash equivalents are highly liquid, short-term investments that can be converted 

into cash with little delay and include money market investments and investments in T-
bills. 

   
5. D Recall that the receipt of a dividend from an investment accounted for under the cost 

method is treated as income and accordingly will be included in the income statement. For 
cash flow statement purposes, the receipt of dividends is considered an operating activity 
and will be reflected in that portion of the statement.  

   
6. C Operating activities create revenues and expenses in the entity’s major line of business. 

Equipment sales are assumed not to be this entity’s major line of business.  
   
7. B Investing activities increase and decrease the non-current or long-term assets the business 

has to work with. Payment of a dividend is a financing activity. Note that while the receipt 
of interest on a bond is an operating activity, buying and selling bonds is an investing 
activity. 

   
8. C Financing activities include transactions with investors and creditors needed to obtain 

funds to launch and sustain the business. Of the items listed, only C, an investing activity, 
does not fit that definition.  

   
9. E Sales revenue is recorded on the accrual basis. To convert this to a cash flow, the net 

change in accounts receivable must be considered. A decrease in accounts receivable 
indicates that customers have paid more than they purchased and should be added to sales. 
An increase in accounts receivable indicates that customers have purchased more than they 
paid and should be subtracted from sales.  

   
10. C Regardless of method, changes in balance sheet accounts are analyzed. 
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III.  Completion 
 
1. balance sheet (The income statement, statement of retained earnings, and cash flow statement all 

cover a period of time. Only the balance sheet is as of a particular date.) 
2. collections of cash from customers 
3. direct, indirect (order not important) 
4. financing 
5. investing 
6. operating (Recall from our previous discussion that amortization is a noncash expense.) 
7. investing  
8. direct 
9. indirect 
10. operating activities 
 
IV.  Daily Exercises  
1. 

a)  operating activity  
b)  investing activity  
c)  operating activity  
d)  financing activity  
e)  financing activity  
f)  operating activity  
g)  operating activity  
h)  investing activity  
i)  none (this is a noncash investing activity)  
j)  operating activity  
k)  operating activity  
l)  financing activity  
m)  investing activity  
n)  financing activity 

 
Study Tip: Remember, operating activities relate to the income statement, investing activities to long-
term assets, and financing activities to long-term liabilities and owners’ equity. 
 
2. 

a. prepaid expenses and accrued liabilities  
b. accounts receivable 
c. income tax payable 
d. inventory and accounts payable  
e. salaries payable 
f. dividends receivable 
g. interest payable  
h. interest receivable 
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3. 
a. + 
b. - 
c. - 
d. + 
e. + 
f. + 
g. - 
h. + 
  

 
4. The direct method ignores net income; therefore, the operating activities section lists cash receipts 

and payments. Since amortization expense is a noncash item, it can be ignored. The indirect method 
begins with net income, which includes a deduction for amortization expense. Since the latter is a 
noncash item, it needs to be added back to net income. 

 
V.  Exercises 
 
1. Note that this exercise and the next ones may be solved using what you learned in earlier chapters: 
   

 Interest Payable (beginning) $  2,800
+ Interest Expense    72,000
= Subtotal $74,800
- Cash Payments            ?
= Interest Payable (ending) $  4,800

  
 $2,800 + $72,000 - x = $4,800 
 x = $70,000 
 
2. Cost of Goods Sold $200,000

+ Increase in Inventory        5,000
= Subtotal $205,000
- Increase in Accounts Payable        9,000
= Cash paid to suppliers $196,000

 
3. Cash received from credit sales: 
 

 Accounts Receivable (beginning) $   70,000
+ Credit sales (90% × $2,500,000)  2,250,000
= Subtotal 2,320,000
- Cash collected from customers                ?
= Accounts Receivable (ending) $ 192,000

  
 Cash received from credit sales ($2,320,000 - $192,000)     $2,128,000 
 Cash collected from cash sales (10% × $2,500,000)    250,000 
 = Total cash collected from customers     $2,378,000 
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4. Purchase of equipment $(182,000) 
 Loan made to customer  (28,000) 
 Sale of securities 84,000 
 Net cash flow from investing activities $(126,000) 
  
 Borrowing $24,000 is not an investing activity. It is a financing activity. 
 
5. 

Cash flows from operating activities:  
 Cash receipts from customers $  902,770  
 Cash receipts from dividends 3,130  
 Cash receipts from interest 4,880  
 Cash payments to suppliers (575,980)  
 Cash payments to employees (122,150)  
 Cash paid for taxes (65,710)  
 Cash payments for interest    (2,020)  
  Net cash inflow from operating $144,920 

 
The cash paid for dividends is not an operating activity. Dividends paid to shareholders relate to 
shareholders’ equity on the balance sheet and are, therefore, a financing activity. 
 
VI.  Beyond the Numbers 
 
Exercise 1  Interest Expense       $72,000 
      * Less increase in Interest Payable       2,000 
    Payments for interest      $70,000 
 
*The increase in the related liability is deducted because it represents an expense that has not been paid. 
Similarly, a decrease in the related liability would be added. Remember we are concerned with cash 
payments. 
 
Exercise 3  Sales         $2,500,000 
    ** Less increase in Accounts Receivable       122,000 
    Cash received from customers   $2,378,000 
 
**The increase in Accounts Receivable is deducted because it represents credit sales that have not been 
collected. Similarly a decrease in Accounts Receivable would be added because it represents additional 
credit sales collected. Remember we are concerned with cash receipts. 
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VII.  Demonstration Problems 
 
Demonstration Problem #1 Solved and Explained 
 
 

Nail Head Corporation 
Cash Flow Statement 

For the Year Ended December 31, 2009  
  
Cash flows from operating activities:  
 Receipts:  
  Collections from customers $706,000 (A) 
  Dividends received on investments in shares     13,500 (B) 
  Total cash receipts  $719,500
 Payments:  
  To suppliers $547,000 (C) 
  To employees 62,500 (D) 
  For interest     32,500 (C) 
  Total cash payments    642,000
   Net cash inflow from operating activities   77,500
  
Cash flows from investing activities:  
 Acquisition of capital assets (10,000) (E) 
 Proceeds from sale of land 42,500 (F) 
 Acquisition of industrial park land   (37,000) (J) 
 Net cash outflow from investing activities  (4,500)
  
Cash flows from financing activities:  
 Proceeds from common shares issuance $   25,000 (G) 
 Payment of long-term note payable (20,000) (H) 
 Dividends (8,000) (I) 
 Net cash outflow from financing activities      (3,000)
Net increase in cash      70,000
Cash balance beginning of year       46,000
Cash balance end of year     116,000
Noncash investing and financing activities:  
 Acquisition of capital assets by issuing note payable   $ 55,000 (E)

 
Computations and Explanations 
 
(A) The largest cash inflow from operations will almost always be the collection of cash from customers. 

Cash sales obviously will bring in cash immediately. Since sales on account increase Accounts 
Receivable (not Cash), companies need to know the actual collections from customers. Item (a) of the 
additional data indicates that collections from customers were more than sales by $3,500. Thus, 
collections must have been $706,000 ($702,500 sales plus $3,500). 
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(B) Dividends do not accrue with the passage of time, but rather are recorded as a receivable when 
declared. Item (b) of the additional data states that $13,500 was received, the identical amount shown 
in the income statement. Thus, no adjustment is necessary. Note that dividends received result in a 
cash inflow reported as an operating activity. Although the origin of the dividend was from an 
investment activity, in accordance with the GAAP, dividends received were accounted for as part of 
operating activities because they have a direct impact on net income. 

 
(C) Payments to suppliers is a broad category which includes all cash payments for inventory and all 

operating expenses except disbursements for: 
 
       1.   employee compensation expense 
       2.   interest expense 

3. income tax expense 
 
 A review of Item (c) indicates that payments to suppliers were $547,500 ($531,500 + $15,500) as 

follows: 
 

Cost of goods sold $540,500 
Less:  Additional amounts owed to suppliers       9,000 
Payments for inventory $531,500 
  
Payments for operating expense $  15,500 

 
 Payments to suppliers include all payments (except those listed above as exceptions) to those who 

supply the business with its inventory and essential services. Note that interest payment equals 
interest expense, an item that is separately disclosed in the cash flow statement. 

 
(D) Payments to employees include all forms of employee compensation. The income statement reports 

the expense (including accrued amounts), whereas the cash flow statement reports only the payments. 
Item (d) indicates that actual payments were $62,500, which is $2,000 less than the $64,500 reported 
in the income statement as salary expense. 

 
(E) The purchase of $65,000 in capital assets used $10,000 in cash. The balance was financed with a 

$55,000 promissory note. Because the note is not an outflow of cash, it is separately disclosed as a 
noncash investing activity at the bottom of the cash flow statement. 

 
 The $37,000 industrial park land (Item j) used $37,000 cash and is shown as a cash outflow or “use.” 

A firm’s investment in income-producing assets often signals to investors the direction that the firm is 
taking. 

 
(F) The receipt of $42,500 from the land sale (Item f) is essentially the opposite of the acquisition of a 

capital asset, and should be reported as a cash inflow from an investment transaction. 
 
(G) Investors and other financial statement users want to know how an entity obtains its financing. The 

financing activities section of the cash flow statement for Nail Head Corporation discloses the effect 
of the sale of common shares (inflow of $25,000, Item g), payment of a long-term note (outflow of 
$20,000, Item h), and payment of cash dividends (outflow of $8,000, Item i). 
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Demonstration Problem #2 Solved and Explained 
 
Indirect Method 
 

Nail Head Corporation  
Cash Flow Statement 

For the Year Ended December 31, 2009 
  
Cash flows from operating activities:  
 Net income (from income statement):  $   33,000
 Add (subtract) items that affect net income and 
 cash flow differently: 

 

  Amortization  $27,500 
  Amortization 2,500 
  Decrease in accounts receivable 3,500 
  Decrease in inventory  3,000 
  Increase in accounts payable 6,000 
  Increase in salary payable    2,000      44,500
   Net cash inflow from operating activities   $  77,500
  
  
Cash flows from investing activities:  
 Acquisition of capital assets $(10,000) 
 Proceeds from sale of land 42,500 
 Acquisition of industrial park land   (37,000) 
 Net cash outflow from investing activities  (4,500)
  
Cash flows from financing activities:  
 Proceeds from common shares issuance $  25,000 
 Payment of long-term note payable (20,000) 
 Dividends (8,000) 
 Net cash outflow from financing activities     (3,000)
Net increase in cash  $  70,000
Cash balance beginning of year      46,000
Cash balance end of year  $116,000
Noncash investing and financing activities:  
 Acquisition of capital assets by issuing note payable  $  55,000

 
As emphasized many times in this chapter, the difference between the direct method and the indirect 
method appears only in the presentation of the cash flows from operating activities section of the 
statement. The indirect method begins with net income, then “adjusts” the net income figure in order to 
convert it to a cash based value. Regardless of method, the presentation of cash flows from investing 
activities and financing activities are the same. The CICA Handbook permits either method, but 
recommends the direct method because it is thought to be more “user friendly.” 
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