Changes in financial position

Objective :

1. Describe theinformation provided in a statement
in financial position and classify the cash flows
of a company as operting, investing, or financing
activities.

2. Identify for reporting on the Statement of
Changes in financial Position (SCFP) any
simultaneous investing and financing
transactions.

3. Calculate cash flows and outflows by inspecting
the noncash account balances of a company and
related information aboutits transactions.

4. Calculate the net cash provided or used by
operating activities according to the direct
approach and prepare the SCFP.

5. Prepare a working paper to identify changes in
account balances and classify these changes as
operating, investinf, or financing activities.
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The cash flow cycle

Rectangles represent balance sheet accounts—
assets and claims against assets—while circles
represent actions taken by the firm.

Each rectangle may be thought of as a reservoir,
and you can visualize a wawy line which
designates the amount of the asset or liability in the
reservoir (account) on a balance sheet date.

Various transactions would cause changes in the

accounts, just adding or substracting water would
change the level in a reservoir.
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Cash and materials flows within the firm.
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The cash account is the focal point of the graph.
Certain events, such as collecting accounts
receivable or borrowing money from the bank, will
cause the cash account to increase, while the

payment of taxes, interest, and so on willcause the
cash account to decline.
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Why cash flow information is important?

Information about cash flows can influence
decision makers in many ways:

1. If a company’s regular operations bring in
more cash than they use, investors willvalue
the company higher than if property and
equipment must be sold to finance opertions.

2. Information about cash flows can help
creditors decide whether a company will have
enough cash to pay its existing debts as they
mature.

3. Investors, creditors, maangers, and other users
of financial statements use cash flow
information to evaluate a company’s ability to
meet unexpected obligations.

4.Cash flow information is also used to evaluate

a company’s ability to take advantage of new
business opportunities that may arise.
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The information needed to prepare a SCFP comes
from a variety of sources:

1. a comparative balance sheets at the beginning
and the end of the accounting period;

2. an income statement for the period;

3. a careful analysis of each noncash balance sheet
account in the general ledger.

However, because cash inflows and cash outflows are
to be reported, you might wonder why we do not
focus our attention on the cash account.

While an nalysis of the cash account may appear to
be an easy way to prepare and SCFP, it has two
serious drawback.

1. Most companies have so many individual cash
receipts and disbursements that it is not practical
to review them all.

2.the cash account usually does not contain a
description of each cash transaction. Thus the
cash account does not readily provide the
information neded to prepare an SCFP.
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Analyzing noncash accounts to determine cash
flows

Why an Analvsis of the Noncash Aceaunts Expluins the Change in Cash

G i i
L m her o -'-_-".'-'_'-:'
= that is, My
noncash accounis,

Therefore we can determine the nature of the cash
inflows and outflows by examining the changes in
the non cash balance sheet accounts.
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When beginning to analyze the changes in the
noncash balance sheet accounts, recall that retained
earnings, 1s affected by revenues, expenses, and
dividend declarations. Therefore, look at the
income statement accounts to help explain the
change in retained earnings.

Kev Refationships between fncome Statement Mtems and Bulunce Sheet Accounis

Income Stateoment Related Balance Puossible Cash
[tems Sheel Accoants Flow Effects
. Accounts ) Cash receipts
Sales receivable from customers
Merchandise
: Cash payments
Cost of goods sol]  f————j inventory, B to suppliers

aceounts payable

Amortization ) Accurmutated )
expense amortization None

Operating ! Prepaid expenses, Cash payments for
eXPENses accrued Habilities operating expenses

: Plant assets, "~ -
Gain or loss on sale 3 accurmulated ) Cash receipts from

of plant assets amortization, noles

receivable

sale of plant assets

S ‘Bonids payable,
Gain or loss on -
. ) premiure or ] Cash payments for
retirement of discount on bonds retirement of bonds

bonds payable payable
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If the accounts receivable balance did not change,
the cash collected from customers is equal to sales
revenue.

On the other hand, if the accounts receivable
balance decreased, cash collections must have been
equal to sales revenue plus the reduction in
accounts receivable.

And if the accounts receivable increased, the cash

collected from customers must have been equal to
sales less the increase 1n accounts receivable.
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Preparation of SCFP: the direct approach.

GROVER COMPANY
Balance Sheetl
Diecember 31, 1¥3 and 1992

1993 192
Assets
Current assets:
Cash . . . . . . . . .. ... ... ... § 170010 5 1200100
Avcounts receivable 0 0 00 00 L L. A0 400.(KKD
Merchandise inventory ., . . . . . . . .. e RLLE THANK
Frepaid expenses. . 0 . . . . . . . - - TR L 4 (KKl
Total current assets . . . . .. . L. ST () 126,000
T.ong-term assets:
Plantassets. - - o o v v v v v . . S2EG.0KH $2 10,000
Less: Accumulated amortization . . . Gl (KK (E{RLLE 48 (00 162000
Totalassets o . . . _ . .00 L3357 (MWD 38R0
Liahilities
Current liahilities:
Accounts pavable ... o . L L. 5 35060 £ 40,000
Interestpavable . . ... ... ... .. 156K ERLE
Income taxes pavanle . . . . ... L. 22 00 12,000
Total current liabilities - . . . . . . . .. $ 60X $ 56000
Lang-term liabilities:
Bonds pavable . . . . ..o oL 9,000 =R
F 153,000 F120.000
Sharehalders' Equity
Contributed capital:
Cammean shares . . . . . . . .. ... 55000 3 R0
Retained cormings. . . . . . . . . . .. .. 112000 HE,000
Total shareholders equity . . . . _ . . . 207 00} 168, KD
Total liabilites and sharcholders” equity VERFRLLT S2HE K
[ncome Statement
For Year Ended December 31, 1993
Sales . .. . .. ... .. % SO0 (KX
Costolgouds sobd . . . . 0 . 0 0 o . .. 300,000
Wages and olher operaling expenses . . . . 216000
Inlerost expense - - - . . . Lo L T AKN}
[ncome taxes expense. . . 0 0 0 L L . . - - 15 {KH)
Amortization expense. . . . . . . . . . . . 24,000 (562 M)

Loss on sale of plant assets . . . . . ., - -
Gain on retitement ol debt . . 0 . 0 0 0 ..

MelinCoame . . . . . . - . oo
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Here is the analysis

There are three types of activities that we will be

following:
1. operating activities
2.1nvesting activities
3. financing activities

Operating activities

Three types of adjustments

1. changes in non cash current assets and current
liabilities that relate to operating activities

2.changes that relate to operating activities that did
not involve a cash inflow or outflow during the

period.

3. adjustment that eliminate to gains or losses that
resulted from investing and financing activities.
These gains and losses do not relate to operating

activities.

Reconcifiation of Net Income to Cash Flows from Operating Activities

Net Income or Net Loss

Plus

Pecreases in noncash current asse(s.,
Increases in current Liabilities.

Expenses which do not require a
cash oulflow during the period.

Eosses from investing and financing
aclivities,
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[ncreases in noncash current assets.
Decreases in current labulitzes.

Lncome which did not result in g
cash inflow during the peried.

Crains trom investing and financing
activities.
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Investing activities

Transactions that involve making and collecting loans
or that involve purchasing and selling capital assets,
other productive assets, or investments.

Usually, investing activities involve the purchase or
sale of assets classified on the balance sheet as capital
assets, 1.e. plant and equipement and intangible
assets, or long-term investments.

Ceash Flows from Investing Activities

Cash Inflows Cash Ounitflaws

Proceeds from selling productive assets le.g..  Payments to porchase property, plant. wnd
land. buildings. cyuipment, natural cquipment or other productive assels
resources. and intangible assets). {excluchng merchandise invenlery),

Proveeds from sciling investments in the Payments to aeouire cquity securities of
cyuily securilies of olher companics. other companies. *

Proceeds from selling investments in the Poavments Lo acouire debl sccurities of
debl securitics of olher entities, excepl ather entities, excem cash equivalents.
cash gquivalenrs,

Procecds (tom collecting the principal Fayments in the form of loans made 1o
ameunt of loans ather pariics,

Proceeds from the sale (discounting) of
loans mude by the enlerprise.

* Excludimg those seouritics which are cush equivalenis.,
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Financing activities

These activities include transactions with its owners
and transaction with creditors to broow money or to
repay the principal amounts of loans.

Financing activities include borrowing and repaying
both short-term loans and long-term debt.

Cash Flows from Financing Activities

{ ash InMows {ash Dutilows
Proceeds from issuing equity securi-  Pavments of cash dividends and other
ties (¢.z.. common and preterred distributions 1o owners. *
shuarey).
Proceeds from issuing bonds and Repuyments of cash loans.
nates payable.
Proceeds from other short- or long- Paymenls of the principal amounts involved
lerm borrowing transactions. in long-term credil arrangsements,

* Some companies treat dividends 25 an operating activity outflow, while others disclose them
i & separale category. Section 1540 0f the OFCA fHandbosk reguires thatl dividends be dis-
elose] but tiwes nod ofler any guidance as o their category in the SCHFP.
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Grover Company: A comprehensive example.
Grover Company’s balance sheets and its 1993
income statement are presented earlier. Our objective
is to prepare an SCFP that explains the $5 000
increase in cash, based on the financial statements
and this additional information about the 1993
transactions:

if.

h.

ef,

-G

£,
It

.

Net income was 538000,

Accounts receivable mncreased by $20,0(K).

Merchandise inventory mereased by $14 000,

Prepald expenses increased by 82,040,

Accounts pavable decreased by $35.000.

Interest pavable decreased by $1.000,

Income taxes pavable increased by $10.000.

Amortization expense was $24,.000.

Loss on sale of plant assets was $6.000: assets that cost 330,000 with
accumulated amortization of 812,000 were sobd for $12.000 cash.
Gain on retirement of bonds was $16.000: bonds with a book value ol
$34.000 were retired with 4 cash payment of $18.000,

Plant asscts that cost 570,000 were purchased; the payment consisted
of $10,000 cash and the issuance of a S60.000 note payvable.

Sold 3,000 common shares for $15.000,

Paid cash dividends of 314 (KK,
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Let’s take them one by one.

GROVER C{OMPANY

Met Change in Cash—Direcl Approach
For Year Ended December AL, 1993

Cash Pows froan aperating
welivilics:

MNotimeomie for 19934000 . 0 0 L L L.

Adiustments o reconcile nel e oms w
cash provided by operating sctivities:

1. Accounts receisahle by o 0 0 0 0 L L L L
Morchamldise inventory Gy o 0 0 0 0 0 L0 L
Prepwid ¢xpenses o 0 0 0 0 0 L L L
Accounts puvable eb o 0 0 0 0000000
Interest payable £Fy O 0 0 0 0 0 000 L 0oL
Incwme xes payable gy o0 0000000 L
Amorisadion cxpense il ©oo 0 L L L L L L L.
Loss on sale of plant assets 00, . 0 0 0 0 0 0 L

bl b

Crain onpctivement of debt (7

Mg odjusomemes o - o L L L L L Lo

Cash pravided by operting activilies - o - .

Cash Fows from invesong g iivities:
Coash received from sale of plant

T 1. 1

Casb pand fac parghase of plan?

T T O .

Met cash providesd by investing activilies . .

Cash Aows from financing Lctivition:
Cash received from shearg is<aee 40

Cash recerved from node issae k) . 0 - 0 o - L.
Cash pad w renice bonds 4 0 0 0 0 0 oL L L

Cash pand for divideods (e

Mot cish poveided by Nnaocing activibics . .

Netiperease imeash - . . L L
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Exercise

Cirven the following condensed income statement and a partial list of account
balances, calculute the cash provided by operating activitics:
BUTTERKFIFLE COMP. .NY

Income Stitemnent
For the Year Ended IHecember 33, 1993

Sules o000 Lo SR AN
Cost ol gesgnfs sold 0 0 0 0 0 JRIFERE o)
Oross profin trom sales . ., L . S OUS NN}
Operaling cxpenses;
Salurbes amd wogees . 0L L S11.050
Amortiration expense ., L L 3,750
Hentespense . 0 . L L. KN
Amanization of palents © T
OMce expepse, . .. . . LMK
Bond inlergst exponse . o . L 1373 449 |25

Metioeoanwe . . o - .. L L. S48 875

Butlerficld Compuny s partial list of comparative account balinces as of
December 31 1993 und 1942

1943 faul
Cash o0 0 o SORABD % XK
Avvoints receivable ey L 231 2B
Invemtowy, . . . . . . L, | 740 |43, 3}
Prepaid espenses. . 0 0 L 1.7 ] .-JCH}
Accownts pavahbe 0 L L [, 41K 2.1
Salaries and wopes povable . 2R N)
[oteresy payabde 0 . L L L. 54K A0
Unamortized bond discount . SR MR
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