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ILO1. The Statement of Cash Flows - Example 

 

For our investigation into the application of the cash flow statement, we will consider the 

income statement of Apparel Inc. below.  

 

Fig 28.1 Income Statement 

We also need to include their balance sheet.  

 

Fig 28.2 Balance Sheet 

Finally we make the following assumptions regarding the transactions, and activities of 

Apparel Inc. 



• Sold a store with an original price of $15 million, and accumulated depreciation of 

$10 million. The cash proceeds from the sale totaled $8 million, with a $3 million 

gain. 

• No bonds were issued during the year 

• No common stock was repurchased 

• A cash dividend was disbursed 

We begin by calculating the net cash from operating activities. The first step is to add the 

depreciation to net income. We use the contra asset account for this process, and determine 

its amount of $103 million below. 

 

Fig 28.3 Step One 

The second step is to find the net changes in noncash balance sheet accounts that directly 

affect the net income.  

 

Fig 28.4 Step Two 

From this information, we can make the following observations; 

• The accounts receivable balance decreased by $17, so this amount is then added to the 

net income 



• The inventory balance increased by $49, in turn this must be deducted from the net 

income 

• The accounts payable balance increased by $44, this is carried over and added to the 

net income 

• Accrued liabilities balance is increased by $3, so this is also added to the net income 

• The income taxes payable balance is increased by $4, resulting in the addition of this 

amount to the net income 

The next step is to adjust for any gains or losses found on the income statement. In our 

example, Apparel experienced a $3 million gain, so this is deducted from the net income. By 

doing so, it removes it from the operating activities section, and is later recorded in the 

investing section. 

 

Fig 28.5 Step Three 

The fourth step simply highlights the operating activities of Apparel’s statement of cash 

flows. 

 

Fig 28.6 The Operating Activities 

With regard to investing activities we calculate the gross cash flows by using data from 

property, plant, and equipment accounts. 

Beginning Balance + Debits – Credits = Ending Balance 



$1,394M + Debits - $15M = $1,517M 

Debits = $1,517M - $1,394M + $15M 

Debits = $138M (outflow) 

 

We find from this, that Apparel would need to record an $8 million cash inflow from the sale 

of the store, but also that they need to record a $138 cash outflow due to the acquisition of 

property, plant, and equipment. 

 

If we turn our attention to financing activities, we begin by determining the grow cash flows 

due bonds payable, common stock and retained earnings, and we illustrate their changes 

below. 

 

 
Fig 28.7 Financing Activities 

 

With these financing details we make the following observations; 

 

• Bonds Payable decreased by $41 million as they did not issue any bonds during the 

year, the $41 million decrease relates to retiring bonds and represents a cash outflow 

• Common Stock increased by $2 million as they did not repurchase any of its own 

stock during the period. The $2 million increase refers to the issuance of common 

stock and therefore demonstrates a cash inflow 

• Using our previous equations, we can determine that Apparel Inc. paid dividends of 

$28 million, which is recorded as a cash outflow 

 

The completed statement of cash flows is included below, and you will notice a net increase 

in cash and its equivalents of $62. We have included the corresponding t-accounts to help 

your analysis of the inflows and outflows resulting in the change to its cash balance. 

 



 
Fig 28.8 T-Accounts 

 

To analyze this statement we see the net income of $140 million is recorded as a credit in 

retained earnings, and as a debt in the cash account. Second, we find depreciation of $103 

million added to the net income, while entries 3-7 adjust the net income for the changes in 

current assets and liabilities. Entries 8-11 record cash flows for property, plant, and 

equipment, the retirement of bonds payable, payment of dividends, and issuance of common 

stock. Entry 12 highlights the gain of sale from the selling of the store; $3 million. This is 

taken to the investing activities, as the gain is recorded as a credit for the cash account. 

 

 
Fig 28.9 Cash Flow Statement 



When managers study this document, care must be taken as to the nature of the company 

itself. For example, if the company is a new; a start up, then usually they will have a negative 

cash from operating activities, coupled with large amount of cash outlay for investing 

activities along with the cash provided by financing activities. Over the life span of a 

company, it ceased to become a start up but matures showing a positive cash flow from 

operating activities, a decline in cash outlay for investing, and a subsequent decrease in cash 

provided by financing activities. 

 

Furthermore, managers need to be aware of the relationship between trends in cash flow 

margins and net cash provided by operating activities to sales. Others compare the net cash 

provided by operating activities to the ending balance of current liabilities as a means to 

determine if there’s sufficient cash flow to pay their debts each period. Whilst others compare 

between additions to the investing activities due to changes in property, plant, and equipment, 

with depreciation in the operating activities. By doing so it indicates that the company may 

not be investing enough capital in its noncurrent assets. 

 

ILO2: The Free Cash Flow 

 

This free flow of cash highlights the relationship between 3 key elements of the statement of 

cash flows, namely met cash provided by operating activities, property, plant, and equipment, 

cash dividends. We illustrate this below. 

 

 
Fig 28.10 Free Cash Flow Formula 

 

To expand on this formula, it measures the ability for a company to finance its capital 

expenditures and dividends from its net cash generated from operating activities. For our 

company Apparel Inc, we see a free cash flow of $93 million, with the following calculations. 

 

 
Fig 28.11 Free Cash Flow Calculation 

 

Managers and investors view the relationship between net income and net cash provided by 

operating activities to earnings quality. In other words, managers assume the earnings are of 

higher quality when the earnings are not influenced by inflation, calculated under GAAP and 

IFRS guidelines, and correlated with net cash generated by operating activities.  

 

  

 

 

 

 

 

Free	Cash	Flow =
Net	Cash	Provided	by	

Operating	Activities -
Capital	

Expenditures - Dividends

Free	Cash	

Flow
=

Net	Cash	Provided	by	

Operating	Activities -
Capital	

Expenditures - Dividends

93$															 	 = 259$																								 	 - 138$												 	 - 28$										 	
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