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¢. The decrease in Accounts Receivable means that cash collections from custom-
ers were more than sales on account, Ner income includes the sales number, so to
adjust up to the actual cash collected, we add the extra amount. This appears in
our spreadsheet as if it is a debit to Cash and a corresponding credir to Accounts
Receivable,

d. This entry reconciles the purchases of Inventory with Cost of Goods Saold.
It is subtracted from net income because more inventory was purchased than
was sold.

. This entry reconciles the prepayment of expenses with their expiration. It is sub-
tracted from net income because cash payments for new prepayments are more than
the amounts that were reported as expenses when they expired.

f. This entry reconciles cash paid to suppliers with purchases on account. It is added
because more was purchased on account than was paid in cash.

¢ This entry reconciles the accrual of liabilities for operating expenses with payments
for these expenses. The increase in Accrued Liabiliies is added because the cash
paid for accrued liabilities was less than the expenses accrued. The debit to Cash
corresponds to the net eredit to Accrued Liahilities.

h. This entry records the cash purchases of new equipment.

This entry records the cash purchase of intangibles.

-

This entry records cash provided by borrowing additional long-term debr.
This entry records cash used to repay long-term debr.

This entry records the cash received from issuing stock.

m. This entry shows that the change in cash (in the top part of the spread-
sheet) is accounted for by the net cash flows listed in the bottom part of the
spreadshesr.

Check o see thar Debits = Credits in your spreadsheet, because if they don't, you've
missed something along the way. The bottom part of the spreadsheet can be used ro pre-
pare the formal statement of cash flows shown in Exhibic 12.7.

DEMONSTRATION CASE A: INDIRECT METHOD
During a recent quarter (ended March 31}, Brunswick Corpararion reported net income of
% BRU N S]!N; C% $3,800 (all mumbers in thousands). The balance in cash and cash equivalents ar the beginning

of the quarter (on January 1) was $351,400, and at the end of the quarter {on March 31} it was
5280,000. The company also reported the following activiries:

a.  Borrowed $2,200 of debr.

Accounts receivable increased by $40,300,

Paid $31,800 in cash for purchase of properry, plant, and equipment.
Recorded depreciation of 333,600,

Salaries pavable increased by $10,210.

Other accrued liabilitdes decreased by 333,000,

Prepaid expenses decreased by $14,500.

Inventories increased by $20,810.

Accounts payable decreased by $10,200,

lssued stoek 1o employees for $400 in cash.
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Required:

Based on this mformartion, prepare the cash flow statement using the indirecr method. Evaluate
the cash flows reported in che statement,
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Fuggesied Solution

i BRUNSWICK CORPORATION —
i Statement of Cash Flows GE
; For the Quarter Ended March 31

(in thousands)

Cash Flows from Operating Activities

1

i Netincome $ 3,800
| Adjustments ' ' i
{ Drepreciation 35,600 |
Change in Accounts Receivable (40,300
Change in Inventories (208100
; Change in Prepaid Expenses 14,500
Change in Accounts Payable (10,2000
Change in Salaries Pavable # 10,210
Change in Other Accrued Liahilites (35,000
Mer cash provided by (used in} operating acrivities (422000
Cash Flows from Lovesting Activities
Additions to property, plant, and equipment (31,800)
Met cash provided by (used m} investing acrivivies (31,800
Cash Flows from Financing Activities
Proceeds from debt borrowings 2,200
Proceeds from issuance of stock to employees 400
Met cash provided by (used in) financing activities 2,600
Increase (decrsase) in Cash and Cash Equivalents (71,400)
Cash and Cash Equivalents, January 1 351,400
Cash o and Cash Equivalents, 3March 31 $280,000
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Diespite eporting profits this quarter, the company has negative cash flows from operations. This is
caused primarily by build-ups of scecounts receivable and inventories, with no corresponding reduc-
tion in spending for accounts payable and other accrued lisbilities. This is potencially mroublesome
because it sugpests the company may be encountering difficulties in selling its produces and collect-
ing on past gales. In addition o the drain on cash for operating activities, the company also spent
over 330 million for additional property, plant, and equipment. Financing activities had relatively
lirtle effect on cash flows during the period. The company entered this quartet with lots of cash {over
5350 million) and, despite the shortfzll in cash flow, still has lots remaining to finance furure
activicies,

DEMONSTRATION CASE B: DIRECT METHOD

During a recent guarter (ended March 29), Cybex International reported that its cash and cash
equivalents had increased from $216 on December 31 to $469 on March 29 (21l amounts in thou-
sands). The company also indicated the following:

s

Paid $13,229 to suppliers for inventory purchases.

Borrowed $2 400 from one of the company’s main stockholders.

Paid $354 in cash for purchase of property, plant, and equipmene.

Reported sales on account of 320,608, The company reported Accounts Receivable of 313,628
at the beginning of the quarcer and $12,386 ar the end of the quarter

Paid operating expenses to employees and suppliers of services roraling 36,185,

Cash payments for interest totaled $1,060,

Made payments of $2,625 for principal owed on long-term debr.

Paid $284 cash for other financing activities.

Faid $57 cash for income taxes.
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Reguired:

Based on this informarion, prepare the cash flow statement using the direct method, Evaluate the
cash flows reported in the statement.

Suggested Soliution

CYBEX INTERNATIONAL e
Statement of Cash Flows i Gé!%
For the Quarter Ended March 29 Ty m———
(in thousands)
Cash Flows from Operating Activities
Cash collecred from customers (313,628 + $20,608 — $12,388) $21,5350
Cash paid to supplies of inventory (13,229)
Cazh paid to employees and suppliers of services i6,188)
é Cash paid for interest (1,0600
Cash paid for income taxes . (37}
Met cash flow provided by operating acrivities 1,314
Cash Flows from Investing Activiries
Additions 1o property, plant, and equipment (554]
et cash flow provided by {used in} investing activities (554)
Cash Flows from Financing Activities
Proceeds from borrowing from a related party {stockhelder) 2,400
Repavment of long-term debt principal {2,623)
Payments for other financing activities (184)
Met cash flow provided by {used in) financing activities [SD'Q:}
Increase {decrease} in Cash and Cash Equivalents 253
Cash znd Cash Equivalents, December 31 116
Cash and Cash Equivalents, March 29 £ 459
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Cybex reported a net inflow of $1,316 cash from operating acrivities during the quarter, These cash
flows were more than enough to pay for the property, plant, and equipment purchased rhis quarter,
g indicated by irs capiral acquisitions ratio of 238 (31,316 + 3554). Some of the extra cash from
operations that was not used to purchase property, plant, and equipment (also called free cash flow)
could be used to pay down debt or 1o increase the company's cash balance. The financing acrivicies
section sugpests that the company paid down a significant amount of long-term debt (32,625}, in
part by borrowing funds from a related party ($2,400). Borrowing from a related party (particularly =
major stockholder) is unugsual, which would prompr analysts to investigate further. The company's
quarterly report explains that its lenders had demanded immediate repayment of their loans because
the company had viclated its debr covenants, A major stockhalder loaned money o the compary so
thar it could malce this repayment.

CHAPTER SUMMARY

Identify cash flows arising from operating, investing, and financing
activities, p. 554

*  The starement has three main sections: Cash flows from operating activities, which are
telated to carning income from normal operations; Cash flows from investing activities,
which are related 1o the acquisition and sale of productive assers; and Cash flows from
financing activities, which are relared to exrernal financing of the enterprise.

*  The net cash inflow or owrflow for the period is the same amount as the increase or decrease
in cash and cash equivalents for the period on the balance sheer. Cash equivalents are highly
liquid investments purchased within three months of marurity.




