Chapter 12
Statement of Cash Flows

TRUE/FALSE

1. The statement of cash flows superseded the previously required sources and uses of funds statement.
ANS: F

2. In the statement of changes in financial position, sources of resources are defined as transaction debits
ANS: F

3. The cash flow statement is the statement of financial position with funds defined as cash.
ANS: T

4. In the sources section of the statement of changes in financial position, transactions are sub-classified into those affecting liquid assets and those affecting other accounts.
ANS: F

5. The statement of changes in financial position reported on changes in assets, liabilities, and owners’ equity account balances.
ANS: T

6. Most firms elected to define funds in the statement of changes in financial position as cash.
ANS: F

7. The funds flow statement included only transactions affecting fund accounts.
ANS: T

8. With SFAS No. 95 defining funds as cash, the FASB has moved from a position of rigid uniformity to a flexibility orientation.
ANS: F

9. Inclusion of a cash flow statement is mandatory.
ANS: T

10. The statement of financial position is a special case of the more general cash flow statement.
ANS: F

11. The balancing item in the statement of changes in financial statement was the change in the fund balance itself.
ANS: T

12. Only transactions having a direct effect on fund accounts were included in the statement of changes in financial position.
ANS: F

13. The balance sheet gives insight into the cash-generating potential of the operations of a firm.
ANS: F

14. An exit-price accounting system provides an estimate of the cash conversion value of a firm’s resources.
ANS: T

15. During the FASB’s deliberations that led up to the cash flow statement, a consensus emerged that funds should be defined as cash rather than net working capital mainly because net working capital transaction are more difficult to isolate than are cash transactions.
ANS: F

16. In the cash flow statement, cash is defined as literal cash on hand or on demand deposit plus cash equivalents.
ANS: T

17. SFAS No. 95 requires that all non-cash investing and financing transactions be reported in the body of the cash flow statement.
ANS: F

18. Use of the direct method on the cash flow statement frequently results in non-articulation.
ANS: F


19. The direct method requires a schedule reconciling net operating cash flow with net income.
ANS: T


20. Interest expense and long-term notes payable both appear in the financing section of the cash flow statement.
ANS: F


21. On the statement of cash flows, the proceeds from the sale of equipment would be classified as a financing activity.
ANS: F


22. On the statement of cash flows, the direct method reports literal cash flows related to income statement classifications.
ANS: T


23. On the statement of cash flows, the direct method starts with accrual income and adjust it for the non-cash items it contains.
ANS: F


24. With SFAS No. 95, the FASB chose to follow the entity model rather than the traditional income statement (proprietary) approach.
ANS: F


25. Research is supportive of the contention that cash and funds flow data are informative above and beyond accrual date.
ANS: T
MULTIPLE CHOICE

1. Which of the following is not a true statement?
a.
The cash flow statement superceded the previously required statement of 
changes in financial position.
b.
The cash flow statement is the statement of financial position with funds 
defined as cash.
c.
The statement of financial position is a special case of the more general 
cash flow statement. XXXXX
d.
Inclusion of a cash flow statement is mandatory.


2. In the statement of changes in financial position, uses of resources are defined as:
a.
transaction debits XXXXX
b.
fund increases
c.
transaction credits
d.
fund decreases


3. In the statement of changes in financial position, sources of resources are defined as:
a.
transaction debits
b.
fund increases
c.
transaction credits XXXXX
d.
fund decreases


4. Which of the following directly preceded the statement of changes in financial position?
a.
The statement of cash flows
b.
The funds flow statement XXXXX
c.
The sources and uses of funds statement
d.
The sources and uses of resources statement


5. Which of the following directly preceded the statement of cash flows?
a.
The funds flow statement
b.
The sources and uses of funds statement
c.
The statement of changes in financial position XXXXX
d.
The sources and uses of resources statement


6. In the sources section of the statement of changes in financial position, transactions are sub-classified into those affecting:
a.
The fund balance and other accounts XXXXX
b.
Cash and other accounts
c.
Current assets or liabilities and other accounts
d.
Liquid assets and other accounts


7. In the uses section of the statement of changes in financial position, transactions are sub-classified into those affecting:
a.
The fund balance and other accounts XXXXX
b.
Cash and other accounts
c.
Current assets or liabilities and other accounts
d.
Liquid assets and other accounts


8. The statement of changes in financial position reported on:
a.
Changes in current assets and current liabilities
b.
Changes in assets
c.
Changes in assets, liabilities, and owners’ equity account balances. XXXXX
d.
Changes in working capital


9. Most firms elected to define funds in the statement of changes in financial position as:
a.
Cash
b.
Working capital XXXXX
c.
Current assets
d.
Owners’ Equity


10. With SFAS No. 95 defining funds as cash, the FASB has:
a.
Moved from a flexibility orientation to a position of rigid uniformity. XXXXX
b.
Moved from a position of rigid uniformity to one of finite uniformity.
c.
Moved from a position of rigid uniformity to a flexibility orientation.
d.
Moved from a flexibility orientation to a position of finite unity.


11. The funds flow statement included:
a.
All sources and uses of resources.
b.
Only cash transactions.
c.
Only transactions affecting current assets.
d.
Only transactions affecting fund accounts. XXXXX

12. APB Opinion No. 19 permitted fund balance accounts in the statement of changes in financial position to include which of the following?
a.
Quick assets only
b.
Cash and near cash only
c.
Working capital only
d.
Cash, cash and near cash, quick assets, or working capital XXXXX


13. Which of the following is not an example of a non-fund adjustment to income required in preparing the statement of changes in financial position when funds were defined as working capital?
a.
Depreciation expense
b.
Gain from asset disposal
c.
Interest expense XXXXX
d.
Amortization of premium on debt


14. Which of the following is a true statement regarding the statement of changes in financial position?
a.
The balancing item in the statement was the change in the fund balance 
itself. XXXXX
b.
Only transactions having a direct effect on fund accounts were included in 
the statement.
c.
The change in fund balance is reported in the same manner as a change in 
an owners’ equity account.
d.
When funds are defined as working capital, non-fund transactions are 
restricted to monetary transactions.


15. A FASB discussion memorandum suggested that cash flow data are a useful supplemental disclosure for all of the following reasons except:
a.
They provide information about the quality of income.
b.
They aid in assessing flexibility and liquidity.
c.
They help to identify the relationship between accounting income and cash 
flows.
d.
They are a better predictor of future earnings that is accounting income. XXXXX


16. Which of the following is a true statement?
a.
Liquidity is the ability of the firm to adapt to new situations and 
opportunities.
b.
Cash flow measurement is more uniform than income measurement. XXXXX
c.
The current-noncurrent classification system in the balance sheet is a good 
guide to liquidity.
d.
The balance sheet gives insight into the cash-generating potential of 
operations.


17. Which of the following is a true statement regarding an exit-price accounting system?
a.
It measures flexibility of the firm in terms of the amount of cash that 
would be realized from a forced liquidation of assets.
b.
It provides an excellent indicator of liquidity.
c.
It provides an estimate of the speed of conversion of a firm’s resources.
d.
It provides an estimate of the cash conversion value of a firm’s resources. XXXXX


18. During the FASB’s deliberations that led up to the cash flow statement, a consensus emerged that funds should be defined as cash rather than net working capital mainly because:
a.
Net working capital is a poor measure of liquidity. XXXXX
b.
Net working capital is more difficult to compute than cash balances.
c.
Deferred charges and credits are not included in net working capital.
d.
Working capital includes items that have no effect on liquidity.


19. In the cash flow statement, cash is defined as:
a.
Quick assets
b.
Literal cash on hand or on demand deposit, plus cash equivalents. XXXXX
c.
Literal cash on hand or on demand deposit, plus marketable securities.
d.
All of the above


20. Which of the following is a true statement regarding SFAS No. 95?
a.
It requires all non-cash investing and financing transactions be reported in 
the body of the cash flow statement.
b.
It requires all non-cash investing and financing transactions be reported as 
a supplement to the cash flow statement, either in a schedule or in a 
narrative format. XXXXX
c.
Only cash transactions are reported on the cash flow statement.
d.
Only operating transactions are reported on the cash flow statement.


21. On the statement of cash flows, the proceeds from the sale of equipment would be classified as:
a.
An investing activity XXXXX
b.
An operating activity
c.
A financing activity
d.
Either an investing, operating, or financing activity


22. Which of the following methods reports literal cash flows related to income statement classifications?
a.
The indirect method
b.
The direct method XXXXX
c.
Both a and b.
d.
None of the above


23. Which of the following methods starts with accrual income and adjusts it for the non-cash items it contains?
a.
The indirect method XXXXX
b.
The direct method
c.
Both a and b.
d.
None of the above


24. Which of the following methods requires a separate schedule reconciling net operating cash flow with net income?
a.
The indirect method
b.
The direct method XXXXX
c.
Both a and b.
d.
none of the above


25. Which of the following is a true statement?
a.
Research is supportive of the contention that cash and funds flow data are 
informative above and beyond accrual data. XXXXX
b.
Use of the direct method in the cash flow statement frequently results in 
non-articulation.
c.
Interest expense and long-term notes payable both appear in the financing 
section of the cash flow statement.
d.
With SFAS No. 95, the FASB chose to follow the entity model rather than 
the traditional income statement (proprietary) approach.

ESSAY QUESTIONS

1. Identify and describe the two balancing sections of the statement of changes in financial position.




ANSWER:  The two balancing sections of the statement of changes in financial position are called sources of resources and uses of resources.  Sources of resources are defined as transaction credits.  Transaction credits arise from increases in liabilities and owners’ equity and decreases in assets.  Increases in liabilities and owners’ equity represent new capital available to the firm from external sources, such as debt and stock issues, and internal sources, such as net income.  Proceeds from the disposal of assets also generate internal sources of resources.

Uses of resources are defined as transaction debits.  Transaction debits arise from decreases in liabilities and owners’ equity and increases in assets.  Decreases in liabilities and owners’ equity represent a reduction in the firm’s capital.  These types of transactions include debt retirement, capital reductions from many sources including treasury stock purchases, dividend payment, and net losses.  Asset increases represent new investment.

2. Compare and contrast the two methods that may be used to present operating cash flows in the statement of cash flows.  Which method is preferred by firms and by outsiders?




ANSWER:  SFAS No. 95 allows operating cash flows to be presented using either the direct or indirect methods.  The direct method reports literal cash flows related to income statement classifications.  The indirect method starts with accrual income and adjusts it for the non-cash items in it.  Both methods result in the same cash flow from operations number, but more new information is reported with the direct method, and FASB seems to favor it.  However, the direct method may be more costly since not all companies organize their accounting records in such a way that produces the necessary data.  In addition, if the direct method is used, a separate schedule must reconcile net operating cash flow with net income.  Because of the cost issue, most American firms use the indirect method.  However, there has been a limited amount of empirical research that indicates that the direct method is preferred to the indirect, particularly by outside users.

3. How does the statement of cash flows sometimes cause a non-articulation problem?




ANSWER:  A recent study has found that where the indirect method is used, non-articulation occurs when the cash flows arising from the changes in the working capital accounts of consolidated enterprises are not equal to the working capital adjustments listed in the operations section of the cash flow statement.  One important reason for non-articulation occurs when acquisitions of subsidiaries occur during the year.  Beginning-of-year working capital balances of acquired firms are not included in beginning consolidated balance sheets.

In addition to the acquisition problem, other non-articulation problems arise when transactions involving working capital accounts do not affect cash.  These types of transactions affect non-consolidated firms as well as consolidated ones.  Examples include (1) write-ups or write-downs of working capital items when firms are purchased, (2) depreciation allocations within manufactured inventories, and (3) any type of reclassification of working capital accounts between current and non-current categories, such as when operating notes payable that are currently due are expected to be refinanced.


4. Identify and describe the three categories of cash flows reported on the statement of cash flows.  What problems have been noted related to this classification system?




ANSWER:  The cash flow statement sub-classifies cash receipts and payments into operating, financing, and investing activities.  Operating activities include all transactions that are not investing and financing activities.  These include cash received from customers and cash paid to suppliers and employees.  The operating activities section also includes dividends received and interest received and paid.  Income taxes paid, insurance proceeds received, and cash paid to settle lawsuits are also included in operating activities.

Cash flows from investing activities include transactions involving lending money, collecting on the loans, acquiring and selling investments, and acquiring and selling plant assets.  Cash flows from financing activities include transactions involving resources obtained from owners, as well as obtaining funds from creditors and repaying the amounts borrowed.  This includes principal payments under capital lease obligations, proceeds from issuance of long-term debt, proceeds from issuance of common stock, and dividends paid.

A problem with this method of classification is that interest and dividend receipts and interest payments are operating inflows and outflows respectively.  According to the finance literature, interest and dividend receipts are investing activities, and interest payments are financing activities.  In addition, interest expense, interest revenue, and dividend revenue all appear in the operations section whereas the related balance sheet items (bonds payable, stock investment, and long-term notes receivable) are either financing or investing elements.

5. Discuss reasons why the FASB replaced the more general funds flow concept with a cash flow statement.




ANSWER:  Two goals of financial reporting are: (1) reporting information about the firm’s net resources and changes in those resources and (2) reporting information useful in assessing futures cash flows.  These two reporting goals motivated the FASB’s adoption of a cash flow statement as an important supplement to accrual-based financial statements.  During the FASB’s deliberations that led up to the cash flow statement, a consensus emerged that funds should be defined as cash rather than net working capital mainly because net working capital is a poor measure of liquidity.  Three reasons for this are (1) deferred charges and credits are included in net working capital but have no cash flow consequences, (2) conversion of current assets can take a year or longer if the firm’s operating cycle exceeds one year, and (3) items such as inventory are carried on a cost basis and thus do not explicitly reveal the cash flow potential of the inventory.

6. Discuss how Ingram and Lee used the cash flow statement in conjunction with the income statement for analytical purposes.




ANSWER:  Ingram and Lee used the income statement and the cash flow statement together and posited that over time, growing firms will have higher income and lower cash flows.  This is because growing firms will have increasing inventories and accounts receivable as they expand.  To some extent the inventories and receivables will be offset by increases in payables, but the net effect of the growth in working capital is that a change in income each year will exceed the change in operating cash flow.  In addition, as a firm expands, there will be net investment outflows as fixed assets are acquired and cash inflows from financing as new debt and equity are floated and dividends are likely cut back.  For a firm that is contracting, the relationships will largely run in reverse.  Ingram and Lee’s statistical analysis largely supported their deductive analysis.
