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SUMMARY

This Statement establishes standards for cash flow reporting. It supersedes APB Opinion No. 19, Reporting
Changes in Financial Position, and requires a statement of cash flows as part of a full set of financial state-
ments for all business enterprises in place of a statement of changes in financial position.

This Statement requires that a statement of cash flows classify cash receipts and payments according to
whether they stem from operating, investing, or financing activities and provides definitions of each category.

This Statement encourages enterprises to report cash flows from operating activities directly by showing
major classes of operating cash receipts and payments (the direct method). Enterprises that choose not to show
operating cash receipts and payments are required to report the same amount of net cash flow from operating
activities indirectly by adjusting net income to reconcile it to net cash flow from operating activities (the indi-
rect or reconciliation method) by removing the effects of (a) all deferrals of past operating cash receipts and
payments and all accruals of expected future operating cash receipts and payments and (b) all items that are
included in net income that do not affect operating cash receipts and payments. If the direct method is used, a
reconciliation of net income and net cash flow from operating activities is required to be provided in a separate
schedule.

This Statement requires that a statement of cash flows report the reporting currency equivalent of foreign
currency cash flows, using the current exchange rate at the time of the cash flows. The effect of exchange rate
changes on cash held in foreign currencies is reported as a separate item in the reconciliation of beginning and
ending balances of cash and cash equivalents.

This Statement requires that information about investing and financing activities not resulting in cash re-
ceipts or payments in the period be provided separately.

This Statement is effective for annual financial statements for fiscal years ending after July 15, 1988. Re-
statement of financial statements for earlier years provided for comparative purposes is encouraged but not
required.
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INTRODUCTION

1. This Statement establishes standards for provid-
ing a statement of cash flows in general-purpose fi-
nancial statements. This Statement supersedes APB
Opinion No. 19, Reporting Changes in Financial Po-
sition, and requires a business enterprise to provide a
statement of cash flows in place of a statement of
changes in financial position. It also requires that
specified information about noncash investing and fi-
nancing transactions and other events be provided
separately.

2. Opinion 19 permitted but did not require enter-
prises to report cash flow information in the state-
ment of changes in financial position. Since that
Opinion was issued, the significance of information
about an enterprise’s cash flows has increasingly
been recognized. In FASB Concepts Statement

No. 5, Recognition and Measurement in Financial
Statements of Business Enterprises, paragraph 13, the
Board says, “A full set of financial statements for a
period should show: . . . Cash flows during the pe-
riod.” Moreover, certain problems have been identi-
fied in current practice, including the ambiguity of
terms such as funds, lack of comparability arising
from diversity in the focus of the statement (cash,
cash and short-term investments, quick assets, or
working capital) and the resulting differences in defi-
nitions of funds flows from operating activities (cash
or working capital), differences in the format of the
statement (sources and uses format or activity for-
mat), variations in classifications of specific items in
an activity format, and the reporting of net changes in
amounts of assets and liabilities rather than gross in-
flows and outflows. The lack of clear objectives for
the statement of changes in financial position has
been suggested as a major cause of that diversity.
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STANDARDS OF FINANCIALACCOUNTING
AND REPORTING

Scope

3. A business enterprise or not-for-profit organiza-
tion that provides a set of financial statements that re-
ports both financial position and results of operations
shall also provide a statement of cash flows for each
period for which results of operations are provided.a

In this Statement enterprise encompasses both busi-
ness enterprises and not-for-profit organizations, and
the phrase investors, creditors, and others encom-
passes donors. The terms income statement and net
income apply to a business enterprise; the terms
statement of activities and change in net assets apply
to a not-for-profit organization. This Statement super-
sedes or amends the accounting pronouncements
listed in Appendix D.

Purpose of a Statement of Cash Flows

4. The primary purpose of a statement of cash flows
is to provide relevant information about the cash re-
ceipts and cash payments of an enterprise during a
period.

5. The information provided in a statement of cash
flows, if used with related disclosures and informa-
tion in the other financial statements, should help in-
vestors, creditors, and others to (a) assess the enter-
prise’s ability to generate positive future net cash
flows; (b) assess the enterprise’s ability to meet its
obligations, its ability to pay dividends, and its needs
for external financing; (c) assess the reasons for dif-
ferences between net income and associated cash re-
ceipts and payments; and (d) assess the effects on an
enterprise’s financial position of both its cash and
noncash investing and financing transactions during
the period.

6. To achieve its purpose of providing information to
help investors, creditors, and others in making those
assessments, a statement of cash flows should report

the cash effects during a period of an enterprise’s op-
erations, its investing transactions, and its financing
transactions. Related disclosures should report the
effects of investing and financing transactions that
affect an enterprise’s financial position but do not
directly affect cash flows during the period. A recon-
ciliation of net income and net cash flow from operat-
ing activities, which generally provides information
about the net effects of operating transactions and
other events that affect net income and operating
cash flows in different periods, also should be
provided.

Focus on Cash and Cash Equivalents

7. Astatement of cash flows shall explain the change
during the period in cash1 and cash equivalents. The
statement shall use descriptive terms such as cash or
cash and cash equivalents rather than ambiguous
terms such as funds. The total amounts of cash and
cash equivalents at the beginning and end of the pe-
riod shown in the statement of cash flows shall be the
same amounts as similarly titled line items or subto-
tals shown in the statements of financial position as
of those dates.

8. For purposes of this Statement, cash equivalents
are short-term, highly liquid investments that are
both:

a. Readily convertible to known amounts of cash
b. So near their maturity that they present insignifi-

cant risk of changes in value because of changes
in interest rates.

Generally, only investments with original maturities2

of three months or less qualify under that definition.

9. Examples of items commonly considered to be
cash equivalents are Treasury bills, commercial pa-
per, money market funds, and federal funds sold (for
an enterprise with banking operations). Cash pur-
chases and sales of those investments generally are
part of the enterprise’s cash management activities

aA statement of cash flows is not required for defined benefit pension plans and certain other employee benefit plans or for certain investment
companies as provided by FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash
Flows from Certain Securities Acquired for Resale.
1Consistent with common usage, cash includes not only currency on hand but demand deposits with banks or other financial institutions. Cash
also includes other kinds of accounts that have the general characteristics of demand deposits in that the customer may deposit additional funds at
any time and also effectively may withdraw funds at any time without prior notice or penalty. All charges and credits to those accounts are cash
receipts or payments to both the entity owning the account and the bank holding it. For example, a bank’s granting of a loan by crediting the
proceeds to a customer’s demand deposit account is a cash payment by the bank and a cash receipt of the customer when the entry is made.
2Original maturity means original maturity to the entity holding the investment. For example, both a three-month U.S. Treasury bill and a three-
year Treasury note purchased three months from maturity qualify as cash equivalents. However, a Treasury note purchased three years ago does
not become a cash equivalent when its remaining maturity is three months.
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rather than part of its operating, investing, and financ-
ing activities, and details of those transactions need
not be reported in a statement of cash flows.

10. Not all investments that qualify are required to
be treated as cash equivalents. An enterprise shall es-
tablish a policy concerning which short-term, highly
liquid investments that satisfy the definition in para-
graph 8 are treated as cash equivalents. For example,
an enterprise having banking operations might de-
cide that all investments that qualify except for those
purchased for its trading account will be treated as
cash equivalents, while an enterprise whose opera-
tions consist largely of investing in short-term, highly
liquid investments might decide that all those items
will be treated as investments rather than cash
equivalents. An enterprise shall disclose its policy for
determining which items are treated as cash equiva-
lents. Any change to that policy is a change in ac-
counting principle that shall be effected by restating
financial statements for earlier years presented for
comparative purposes.

Gross and Net Cash Flows

11. Generally, information about the gross amounts
of cash receipts and cash payments during a period is
more relevant than information about the net
amounts of cash receipts and payments. However,
the net amount of related receipts and payments pro-
vides sufficient information not only for cash equiva-
lents, as noted in paragraph 9, but also for certain
other classes of cash flows specified in para-
graphs 12, 13, and 28.

12. For certain items, the turnover is quick, the
amounts are large, and the maturities are short. For
certain other items, such as demand deposits of a
bank and customer accounts payable of a broker-
dealer, the enterprise is substantively holding or dis-
bursing cash on behalf of its customers. Only the net

changes during the period in assets and liabilities
with those characteristics need be reported because
knowledge of the gross cash receipts and payments
related to them may not be necessary to understand
the enterprise’s operating, investing, and financing
activities.

13. Items that qualify for net reporting because their
turnover is quick, their amounts are large, and their
maturities are short are cash receipts and payments
pertaining to (a) investments (other than cash equiva-
lents), (b) loans receivable, and (c) debt, providing
that the original maturity of the asset or liability is
three months or less.3

13A. Banks, savings institutions, and credit unions
are not required to report gross amounts of cash re-
ceipts and cash payments for (a) deposits placed with
other financial institutions and withdrawals of depos-
its, (b) time deposits accepted and repayments of de-
posits, and (c) loans made to customers and principal
collections of loans. When those enterprises consti-
tute part of a consolidated enterprise, net amounts of
cash receipts and cash payments for deposit or lend-
ing activities of those enterprises shall be reported
separate from gross amounts of cash receipts and
cash payments for other investing and financing ac-
tivities of the consolidated enterprise, including those
of a subsidiary of a bank, savings institution, or credit
union that is not itself a bank, savings institution, or
credit union.

Classification of Cash Receipts and Cash
Payments

14. A statement of cash flows shall classify cash re-
ceipts and cash payments as resulting from investing,
financing, or operating activities.4

3For this purpose, amounts due on demand are considered to have maturities of three months or less. For convenience, credit card receivables of
financial services operations—generally, receivables resulting from cardholder charges that may, at the cardholder’s option, be paid in full when
first billed, usually within one month, without incurring interest charges and that do not stem from the enterprise’s sale of goods or services—also
are considered to be loans with original maturities of three months or less.
4Generally, each cash receipt or payment is to be classified according to its nature without regard to whether it stems from an item intended as a
hedge of another item. For example, the proceeds of a borrowing are a financing cash inflow even though the debt is intended as a hedge of an
investment, and the purchase or sale of a futures contract is an investing activity even though the contract is intended as a hedge of a firm com-
mitment to purchase inventory. However, cash flows from a derivative instrument that is accounted for as a fair value hedge or cash flow hedge
may be classified in the same category as the cash flows from the items being hedged provided that the derivative instrument does not include an
other-than-insignificant financing element at inception, other than a financing element inherently included in an at-the-market derivative instru-
ment with no prepayments (that is, the forward points in an at-the-money forward contract) and that the accounting policy is disclosed. If the
derivative instrument includes an other-than-insignificant financing element at inception, all cash inflows and outflows of the derivative instru-
ment shall be considered cash flows from financing activities by the borrower. If for any reason hedge accounting for an instrument that hedges
an identifiable transaction or event is discontinued, then any cash flows subsequent to the date of discontinuance shall be classified consistent
with the nature of the instrument.
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Cash Flows from Investing Activities

15. Investing activities include making and collect-
ing loans and acquiring and disposing of debt or eq-
uity instruments and property, plant, and equipment
and other productive assets, that is, assets held for or
used in the production of goods or services by the en-
terprise (other than materials that are part of the enter-
prise’s inventory). Investing activities exclude ac-
quiring and disposing of certain loans or other debt or
equity instruments that are acquired specifically for
resale, as discussed in Statement 102.

16. Cash inflows from investing activities are:5

a. Receipts from collections or sales of loans made
by the enterprise and of other entities’ debt in-
struments (other than cash equivalents and cer-
tain debt instruments that are acquired specifi-
cally for resale as discussed in Statement 102)
that were purchased by the enterprise

b. Receipts from sales of equity instruments of other
enterprises (other than certain equity instruments
carried in a trading account as described in State-
ment 102) and from returns of investment in
those instruments

c. Receipts from sales of property, plant, and equip-
ment and other productive assets.

17. Cash outflows for investing activities are:

a. Disbursements for loans made by the enterprise
and payments to acquire debt instruments of
other entities (other than cash equivalents and
certain debt instruments that are acquired specifi-
cally for resale as discussed in Statement 102)

b. Payments to acquire equity instruments of other
enterprises (other than certain equity instruments

carried in a trading account as described in State-
ment 102)

c. Payments at the time of purchase or soon before
or after purchase6 to acquire property, plant, and
equipment and other productive assets.7

Cash Flows from Financing Activities

18. Financing activities include obtaining resources
from owners and providing them with a return on,
and a return of, their investment; receiving restricted
resources that by donor stipulation must be used for
long-term purposes; borrowing money and repaying
amounts borrowed, or otherwise settling the obliga-
tion; and obtaining and paying for other resources
obtained from creditors on long-term credit.

19. Cash inflows from financing activities are:

a. Proceeds from issuing equity instruments
b. Proceeds from issuing bonds, mortgages, notes,

and from other short- or long-term borrowing
c. Receipts from contributions and investment in-

come that by donor stipulation are restricted for
the purposes of acquiring, constructing, or im-
proving property, plant, equipment, or other long-
lived assets or establishing or increasing a perma-
nent endowment or term endowment

d. Proceeds received7a from derivative instruments
that include financing elements7b at inception

e. Cash retained as a result of the tax deductibility
of increases in the value of equity instruments is-
sued under share-based payment arrangements
that are not included in the cost of goods or serv-
ices that is recognizable for financial reporting
purposes. For this purpose, excess tax benefits
shall be determined on an individual award (or a
portion thereof) basis.

5Receipts from disposing of loans, debt or equity instruments (other than cash equivalents and certain debt instruments that are acquired specifi-
cally for resale as discussed in Statement 102), or property, plant, and equipment include directly related proceeds of insurance settlements, such
as the proceeds of insurance on a building that is damaged or destroyed.
6Generally, only advance payments, the down payment, or other amounts paid at the time of purchase or soon before or after purchase of
property, plant, and equipment and other productive assets are investing cash outflows. Incurring directly related debt to the seller is a financing
transaction, and subsequent payments of principal on that debt thus are financing cash outflows.
7Payments to acquire productive assets include interest capitalized as part of the cost of those assets.
7aWhether at inception or over the term of the derivative instrument.
7bOther than a financing element inherently included in an at-the-market derivative instrument with no prepayments.
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20. Cash outflows for financing activities are:

a. Payments of dividends or other distributions to
owners, including outlays to reacquire the enter-
prise’s equity instruments

b. Repayments of amounts borrowed
c. Other principal payments to creditors who have

extended long-term credit8

d. Distributions8a to counterparties of derivative
instruments that include financing elements8b at
inception.

Cash Flows from Operating Activities

21. Operating activities include all transactions and
other events that are not defined as investing or fi-
nancing activities in paragraphs 15–20. Operating ac-
tivities generally involve producing and delivering
goods and providing services. Cash flows from oper-
ating activities are generally the cash effects of trans-
actions and other events that enter into the determina-
tion of net income.

22. Cash inflows from operating activities are:

a. Cash receipts from sales of goods8c or services,
including receipts from collection or sale of ac-
counts and both short- and long-term notes re-
ceivable from customers arising from those sales

b. Cash receipts from returns on loans, other debt
instruments of other entities, and equity securi-
ties—interest and dividends

c. All other cash receipts that do not stem from
transactions defined as investing or financing ac-
tivities, such as amounts received to settle law-
suits; proceeds of insurance settlements except
for those that are directly related to investing or
financing activities, such as from destruction of a
building; and refunds from suppliers.

23. Cash outflows for operating activities are:

a. Cash payments to acquire materials for manufac-
ture or goods8d for resale, including principal
payments on accounts and both short- and long-

term notes payable to suppliers for those materi-
als or goods

b. Cash payments to other suppliers and employees
for other goods or services

c. Cash payments to governments for taxes, duties,
fines, and other fees or penalties and the cash that
would have been paid for income taxes if in-
creases in the value of equity instruments issued
under share-based payment arrangements that are
not included in the cost of goods or services rec-
ognizable for financial reporting purposes also
had not been deductible in determining taxable
income (This is the same amount reported as
a financing cash inflow pursuant to para-
graph 19(e) of this Statement.)

d. Cash payments to lenders and other creditors for
interest

e. All other cash payments that do not stem from
transactions defined as investing or financing ac-
tivities, such as payments to settle lawsuits, cash
contributions to charities, and cash refunds to
customers.

24. Certain cash receipts and payments may have as-
pects of more than one class of cash flows. For ex-
ample, a cash payment may pertain to an item that
could be considered either inventory or a productive
asset. If so, the appropriate classification shall depend
on the activity that is likely to be the predominant
source of cash flows for the item. For example, the
acquisition and sale of equipment to be used by the
enterprise or rented to others generally are investing
activities. However, equipment sometimes is ac-
quired or produced to be used by the enterprise or
rented to others for a short period and then sold. In
those circumstances, the acquisition or production
and subsequent sale of those assets shall be consid-
ered operating activities. Another example where
cash receipts and payments include more than one
class of cash flows involves a derivative instrument
that includes a financing element8e at inception be-
cause the borrower’s cash flows are associated with
both the financing element and the derivative. For

8Refer to footnote 6 which indicates that most principal payments on seller-financed debt directly related to a purchase of property, plant, and
equipment or other productive assets are financing cash outflows.
8aWhether at inception or over the term of the derivative instrument.
8bOther than a financing element inherently included in an at-the-market derivative instrument with no prepayments.
8cThe term goods includes certain loans and other debt and equity instruments of other enterprises that are acquired specifically for resale, as
discussed in Statement 102.
8dSee footnote 8c.
8eSee footnote 8b.

FAS95Statement of Cash Flows

FAS95–7



that derivative instrument, all cash inflows and out-
flows shall be considered cash flows from financing
activities by the borrower.

Foreign Currency Cash Flows

25. A statement of cash flows of an enterprise with
foreign currency transactions or foreign operations
shall report the reporting currency equivalent of for-
eign currency cash flows using the exchange rates in
effect at the time of the cash flows. An appropriately
weighted average exchange rate for the period may
be used for translation if the result is substantially the
same as if the rates at the dates of the cash flows were
used.9 The statement shall report the effect of ex-
change rate changes on cash balances held in foreign
currencies as a separate part of the reconciliation of
the change in cash and cash equivalents during the
period.

Content and Form of the Statement of
Cash Flows

26. A statement of cash flows for a period shall re-
port net cash provided or used by operating, invest-
ing, and financing activities10 and the net effect of
those flows on cash and cash equivalents during the
period in a manner that reconciles beginning and
ending cash and cash equivalents.

27. In reporting cash flows from operating activi-
ties, enterprises are encouraged to report major
classes of gross cash receipts and gross cash pay-
ments and their arithmetic sum—the net cash flow
from operating activities (the direct method). Enter-
prises that do so should, at a minimum, separately re-
port the following classes of operating cash receipts
and payments:11

a. Cash collected from customers, including les-
sees, licensees, and the like

b. Interest and dividends received11a

c. Other operating cash receipts, if any
d. Cash paid to employees and other suppliers of

goods or services, including suppliers of insur-
ance, advertising, and the like

e. Interest paid
f. Income taxes paid and, separately, the cash that

would have been paid for income taxes if in-
creases in the value of equity instruments issued
under share-based payment arrangements that are
not recognizable as a cost of goods or services for
accounting purposes also had not been deductible
in determining taxable income (paragraph 19(e))

g. Other operating cash payments, if any.

Enterprises are encouraged to provide further break-
downs of operating cash receipts and payments that
they consider meaningful and feasible. For example,
a retailer or manufacturer might decide to further di-
vide cash paid to employees and suppliers (category
(d) above) into payments for costs of inventory and
payments for selling, general, and administrative
expenses.

28. Enterprises that choose not to provide informa-
tion about major classes of operating cash receipts
and payments by the direct method as encouraged in
paragraph 27 shall determine and report the same
amount for net cash flow from operating activities in-
directly by adjusting net income of a business enter-
prise or change in net assets of a not-for-profit organ-
ization to reconcile it to net cash flow from operating
activities (the indirect or reconciliation method). That
requires adjusting net income of a business enterprise
or change in net assets of a not-for-profit organization
to remove (a) the effects of all deferrals of past oper-
ating cash receipts and payments, such as changes
during the period in inventory, deferred income, and
the like, and all accruals of expected future operating
cash receipts and payments, such as changes during
the period in receivables and payables,12 and (b) all

9Paragraph 12 of FASB Statement No. 52, Foreign Currency Translation, recognizes the general impracticality of translating revenues, ex-
penses, gains, and losses at the exchange rates on dates they are recognized and permits an appropriately weighted average exchange rate for the
period to be used to translate those elements. This Statement applies that provision to cash receipts and cash payments.
10Separate disclosure of cash flows pertaining to extraordinary items or discontinued operations reflected in those categories is not required. An
enterprise that nevertheless chooses to report separately operating cash flows of discontinued operations shall do so consistently for all periods
affected, which may include periods long after sale or liquidation of the operation.
11Paragraphs 115–118 in Appendix B and paragraph 135 in Appendix C, respectively, discuss and illustrate a method by which those major
classes of gross operating cash receipts and payments generally may be determined indirectly.
11aInterest and dividends that are donor restricted for long-term purposes as noted in paragraphs 18 and 19(c) are not part of operating cash
receipts.
12Adjustments to net income of a business enterprise or change in net assets of a not-for-profit organization to determine net cash flow from
operating activities shall reflect accruals for interest earned but not received and interest incurred but not paid. Those accruals may be reflected in
the statement of financial position in changes in assets and liabilities that relate to investing or financing activities, such as loans or deposits.
However, interest credited directly to a deposit account that has the general characteristics described in paragraph 7, footnote 1, is a cash outflow
of the payor and a cash inflow of the payee when the entry is made.
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items that are included in net income that do not af-
fect net cash provided from, or used for, operating ac-
tivities such as depreciation of property, plant, and
equipment and amortization of finite-life intangible
assets. This includes all items whose cash effects are
related to investing or financing cash flows, such as
gains or losses on sales of property, plant, and equip-
ment and discontinued operations (which relate to in-
vesting activities), and gains or losses on extinguish-
ment of debt) which relate to financing activities).

29. The reconciliation of net income of a business
enterprise or change in net assets of a not-for-profit
organization to net cash flow from operating activi-
ties described in paragraph 28 shall be provided re-
gardless of whether the direct or indirect method of
reporting net cash flow from operating activities is
used. That reconciliation shall separately report all
major classes of reconciling items. For example, ma-
jor classes of deferrals of past operating cash receipts
and payments and accruals of expected future operat-
ing cash receipts and payments, including at a mini-
mum changes during the period in receivables per-
taining to operating activities, in inventory, and in
payables pertaining to operating activities, shall be
separately reported. Enterprises are encouraged to
provide further breakdowns of those categories that
they consider meaningful. For example, changes in
receivables from customers for an enterprise’s sale of
goods or services might be reported separately from
changes in other operating receivables. In addition,
if the indirect method is used, amounts of interest
paid (net of amounts capitalized) and income taxes
paid during the period shall be provided in related
disclosures.

30. If the direct method of reporting net cash flow
from operating activities is used, the reconciliation of
net income of a business enterprise or change in net
assets of a not-for-profit organization to net cash flow
from operating activities shall be provided in a sepa-
rate schedule. If the indirect method is used, the rec-
onciliation may be either reported within the state-
ment of cash flows or provided in a separate
schedule, with the statement of cash flows reporting
only the net cash flow from operating activities. If the
reconciliation is presented in the statement of cash
flows, all adjustments to net income of a business en-
terprise or change in net assets of a not-for-profit or-
ganization to determine net cash flow from operating
activities shall be clearly identified as reconciling
items.

31. Except for items described in paragraphs 12

and 13, both investing cash inflows and outflows and
financing cash inflows and outflows shall be reported
separately in a statement of cash flows—for ex-
ample, outlays for acquisitions of property, plant, and
equipment shall be reported separately from pro-
ceeds from sales of property, plant, and equipment;
proceeds of borrowings shall be reported separately
from repayments of debt; and proceeds from issuing
stock shall be reported separately from outlays to re-
acquire the enterprise’s stock.

Information about Noncash Investing and
Financing Activities

32. Information about all investing and financing ac-
tivities of an enterprise during a period that affect rec-
ognized assets or liabilities but that do not result in
cash receipts or cash payments in the period shall be
reported in related disclosures. Those disclosures
may be either narrative or summarized in a schedule,
and they shall clearly relate the cash and noncash as-
pects of transactions involving similar items. Ex-
amples of noncash investing and financing transac-
tions are converting debt to equity; acquiring assets
by assuming directly related liabilities, such as pur-
chasing a building by incurring a mortgage to the
seller; obtaining an asset by entering into a capital
lease; obtaining a building or investment asset by re-
ceiving a gift; and exchanging noncash assets or li-
abilities for other noncash assets or liabilities. Some
transactions are part cash and part noncash; only the
cash portion shall be reported in the statement of cash
flows.

Cash Flow per Share

33. Financial statements shall not report an amount
of cash flow per share. Neither cash flow nor any
component of it is an alternative to net income as an
indicator of an enterprise’s performance, as reporting
per share amounts might imply.

Effective Date and Transition

34. The provisions of this Statement shall be effec-
tive for annual financial statements for fiscal years
ending after July 15, 1988. Earlier application is en-
couraged. This Statement need not be applied in fi-
nancial statements for interim periods in the initial
year of application, but cash flow information for
those interim periods shall be restated if reported
with annual financial statements for that fiscal year.
Restatement of comparative annual financial state-
ments for earlier years is encouraged but not
required.
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The provisions of this Statement need
not be applied to immaterial items.

This Statement was adopted by the affırmative
votes of four members of the Financial Accounting
Standards Board. Messrs. Lauver, Leisenring, and
Swieringa dissented.

Messrs. Lauver, Leisenring, and Swieringa dis-
sent to this Statement’s requirements to classify inter-
est and dividends received and interest paid as cash
flows from operating activities. They believe that in-
terest and dividends received are returns on invest-
ments in debt and equity securities that should be
classified as cash inflows from investing activities.
They believe that interest paid is a cost of obtaining
financial resources that should be classified as a cash
outflow for financing activities.

Messrs. Lauver, Leisenring, and Swieringa also
dissent to this Statement’s requirement to classify
certain cash receipts and payments according to the
nature of an earlier transaction rather than according
to the nature of the cash receipts and payments. Un-
der this Statement, an enterprise that sells merchan-
dise in one year for an installment note receivable
and receives principal payments on the note in subse-
quent years will classify those principal payments as
operating cash inflows. They believe that those prin-
cipal payments should be classified as cash inflows
from investing activities because they represent a re-
turn of the enterprise’s investment in the installment
note. Classifying those principal payments as operat-
ing cash inflows denies receipt of the installment note
as a noncash investing activity, is inconsistent with
the enterprise’s recovery of its investment in that
note, and is inconsistent with the treatment of the re-
ceipt of principal payments on other investments in
debt instruments as cash inflows from investing ac-
tivities. They also note that this Statement will result
in similar inconsistencies for the purchase of inven-
tory in exchange for a note payable.

Messrs. Lauver and Swieringa also dissent to this
Statement’s permitted use of the indirect method of
reporting net cash flow from operating activities.
They believe that by permitting the continued use of
the indirect method, the Board has foregone the op-
portunity to make a significant contribution to the
quality of financial reporting and to enhanced user
understanding of cash flows from operating activi-
ties. Reporting information about cash received from
customers, cash paid to suppliers and employees, in-

come taxes paid, and other operating receipts and
payments (the direct method) provides a description
of the operating activities of an entity during a period
that is both more informative and more consistent
with the primary purpose of a statement of cash
flows, which is described in paragraph 4 of this State-
ment as “to provide relevant information about the
cash receipts and cash payments of an enterprise dur-
ing a period.”

Because the indirect method does not result in re-
porting separately major classes of gross operating
cash flows, Messrs. Lauver and Swieringa believe
that method is inconsistent with the conclusion in
paragraph 11 that “generally, information about gross
amounts of cash receipts and cash payments during a
period is more relevant than information about the
net amounts of cash receipts and payments.” Further,
permitting use of the indirect method makes this
Statement internally inconsistent because major
classes of gross cash flows from investing and fi-
nancing activities are required to be reported sepa-
rately while major classes of gross operating cash
flows are not. In addition, presenting a reconciliation
of net income and net cash flow from operating ac-
tivities within the statement of cash flows rather than
in a separate schedule results in including the effects
of certain noncash transactions and other events
within the statement of cash flows. Messrs. Lauver
and Swieringa believe that is confusing and counter
to the primary purpose of a statement of cash flows.

Mr. Lauver believes the internal inconsistencies in
the provisions of this Statement concerning the clas-
sification of cash flows identified in the preceding
paragraphs result from putting other objectives ahead
of the Statement’s stated objective of providing rel-
evant information about cash receipts and payments.
He believes that by adopting the view that the cash
effects of transactions and events that enter into the
determination of net income are cash flows from op-
erating activities (paragraph 21), this Statement, in
spite of comments to the contrary (paragraph 33), at-
tempts to establish net cash flow from operating ac-
tivities as an alternative performance indicator, an
objective that he believes is undesirable. Further, that
objective makes each of the three categories mislead-
ing by excluding from investing and financing cat-
egories cash receipts and payments that stem from in-
vesting and financing activities and ought to be
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included in those categories. The result is that none of
the three required categories of cash flows is aptly
named and all of them are, therefore, likely to be
misunderstood.

Mr. Lauver observes that a statement of cash
flows involves no issues of recognition, measure-
ment, or estimation; by definition it includes only the
effects of identifiable, unquestioned transactions. In

that circumstance, the financial reporting function
involves only two tasks. The first is to aggregate
similar cash receipts and payments to facilitate com-
munication and understanding and to do so consis-
tently. The second is to accurately characterize the
various aggregations so that they are unlikely to be
misunderstood. He believes this Statement fails to
do either.

Members of the Financial Accounting Standards Board:

Dennis R. Beresford,
Chairman

Victor H. Brown

Raymond C. Lauver
James J. Leisenring
David Mosso

C. Arthur Northrop
Robert J. Swieringa

Appendix A

BACKGROUND INFORMATION

35. As part of its work on the conceptual framework,
the FASB issued a Discussion Memorandum in De-
cember 1980, Reporting Funds Flows, Liquidity, and
Financial Flexibility, which discussed funds flow re-
porting issues. Major issues raised in the Discussion
Memorandum relating to funds flow reporting in-
cluded (a) the concept of funds that should be
adopted as the focus of the funds flow statement,
(b) the reporting of transactions that have no direct
impact on funds, (c) the approaches for presenting
information about funds flows, (d) the presentation
of information about funds flows from operations,
(e) the separation of funds flow information about in-
vesting activities into outflows for maintenance of
operating capacity, expansion of operating capacity,
or nonoperating purposes, and (f) summary indica-
tors of funds flows. The Board received 190 letters of
comment in response to the Discussion Memoran-
dum. In May 1981, a public hearing was held to dis-
cuss the issues raised in the Discussion Memoran-
dum. Thirty-two individuals and organizations
appeared at the hearing.

36. In November 1981, the Board issued an Expo-
sure Draft of a proposed concepts Statement, Report-
ing Income, Cash Flows, and Financial Position of
Business Enterprises. That Exposure Draft discussed
the role of a funds statement and guides for reporting
components of funds flows, concluding that funds
flow reporting should focus on cash rather than on
working capital. One hundred twenty-six comment
letters were received in response to the November
1981 Exposure Draft. After considering those com-

ment letters, the Board decided not to issue a final
Statement on that subject. Instead, the Board chose to
consider the subject in connection with its study of
recognition and measurement concepts. In Decem-
ber 1983, the Board issued another Exposure Draft of
a concepts Statement, Recognition and Measurement
in Financial Statements of Business Enterprises,
which also discussed the role of the cash flow state-
ment. One hundred four comment letters were re-
ceived on that Exposure Draft. In December 1984,
the Board issued FASB Concepts Statement No. 5,
Recognition and Measurement in Financial State-
ments of Business Enterprises, which includes gen-
eral guidance on a statement of cash flows and con-
cludes that, in concept, a cash flow statement should
be part of a full set of financial statements.

37. During its deliberations on the 1981 Exposure
Draft, the FASB decided that detailed cash flow re-
porting issues should be addressed only at the stand-
ards level, but deferred consideration of the standards
project until the results of a voluntary initiative by the
Financial Executives Institute (FEI) were assessed. In
late 1981, the FEI encouraged its members to change
to a focus on cash and short-term investments in their
funds statements. It also encouraged enterprises to
experiment with alternative formats, such as group-
ing items by operating, investing, and financing ac-
tivities. That experimentation with cash flow report-
ing in statements of changes in financial position was
in keeping with the existing authoritative literature,
Opinion 19, which allowed flexibility in the focus
and form of the statement.

38. In 1984, the Financial Executives Research
Foundation of the FEI published The Funds State-
ment: Structure and Use, a research study on funds
statements that solicited views of both preparers and
users on virtually all of the issues pertaining to funds
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flows discussed in the Discussion Memorandum and
that analyzed the results of the experimentation en-
couraged by the FEI. The study pointed out several
areas of diversity in current practice, including differ-
ent definitions of funds, different definitions of cash
and cash flow from operations, and different forms of
presentation in the statement.

39. In April 1985, the Board added to its agenda a
cash flow reporting project of limited scope to (a) es-
tablish the objectives of a statement of cash flows,
(b) define the few major components of cash flows to
be presented in the statement, and (c) decide whether
to require a statement of cash flows as part of a full
set of financial statements for all enterprises.

40. In May 1985, the FASB staff organized a Task
Force on Cash Flow Reporting. In June 1985, the
FASB staff met with the task force to discuss appro-
priate objectives for a statement of cash flows. In No-
vember 1985, the staff met again with the task force
to discuss the identification and definition of the ma-
jor elements of cash flows, the classification of cer-
tain transactions, the reporting of noncash transac-
tions, and the methods for presenting cash flow from
operating activities. In March 1986, an Advisory
Group on Cash Flow Reporting by Financial Institu-
tions was organized. In April 1986, the FASB staff
met with the advisory group to discuss whether a
statement of cash flows should be included in a com-
plete set of financial statements of a financial institu-
tion as well as other cash flow reporting issues related
to financial institutions. In March and April 1986, the
staff communicated with the FASB Small Business
Advisory Group and the Technical Issues Committee
of the Private Companies Practice Section of the

American Institute of Certified Public Accountants
(AICPA) on whether a statement of cash flows
should be required of small businesses as part of a
full set of financial statements.

41. The Board issued an Exposure Draft, Statement
of Cash Flows, in July 1986. It proposed standards
for cash flow reporting to require a statement of cash
flows as part of a full set of financial statements of all
business enterprises in place of a statement of
changes in financial position.

42. The Board received more than 450 comment let-
ters in response to that Exposure Draft. In December
1986, the FASB staff met with an informal group of
securities analysts who specialize in financial institu-
tions to discuss users’ needs for information about a
financial institution’s cash flows. In January 1987,
the FASB staff held a special meeting to discuss the
numerous comments received on the manner of re-
porting cash flows from operating activities. Repre-
sentatives of the Financial Analysts Federation, the
Financial Executives Institute, the National Associa-
tion of Accountants, and the Robert Morris Associ-
ates participated in that meeting. In February 1987,
the FASB staff met with the task force to discuss
comments received on the Exposure Draft, and in
March 1987, the staff met with the Advisory Group
on Cash Flow Reporting by Financial Institutions.

43. The Board considered the comment letters and
information obtained at those meetings in developing
this Statement. Appendix B discusses the basis for
the Board’s conclusions, including changes made to
the provisions of the 1986 Exposure Draft.
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Appendix B

BASIS FOR CONCLUSIONS

Introduction

44. This appendix discusses factors deemed signifi-
cant by members of the Board in reaching the con-
clusions in this Statement. It includes descriptions of
alternatives considered by the Board with reasons for
accepting some and rejecting others. Individual
Board members gave greater weight to some factors
than to others.

Need for Cash Flow Information

45. The Board decided to require a statement of cash
flows as part of a full set of financial statements on
the basis of the objectives and concepts set forth in
FASB Concepts Statement No. 1, Objectives of Fi-
nancial Reporting by Business Enterprises, and Con-
cepts Statement 5.

46. Paragraph 37 of Concepts Statement 1 states
that:

Financial reporting should provide infor-
mation to help present and potential investors
and creditors and other users in assessing the
amounts, timing, and uncertainty of prospec-

tive cash receipts from dividends or interest
and the proceeds from the sale, redemption,
or maturity of securities or loans. The pros-
pects for those cash receipts are affected by
an enterprise’s ability to generate enough
cash to meet its obligations when due and its
other cash operating needs, to reinvest in op-
erations, and to pay cash dividends. . . .

Paragraph 39 states that:

. . . since an enterprise’s ability to generate
favorable cash flows affects both its ability to
pay dividends and interest and the market
prices of its securities, expected cash flows to
investors and creditors are related to expected
cash flows to the enterprise in which they
have invested or to which they have loaned
funds.

Paragraph 49 states that:

Financial reporting should provide infor-
mation about how an enterprise obtains and
spends cash, about its borrowing and repay-
ment of borrowing, about its capital [equity]
transactions, including cash dividends and
other distributions of enterprise resources to
owners, and about other factors that may af-
fect an enterprise’s liquidity or solvency.
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47. Paragraph 13 of Concepts Statement 5 states that
the “amount and variety of information that financial
reporting should provide about an entity require sev-
eral financial statements.” A full set of financial state-
ments for a period should show cash flows during the
period. Paragraph 52 describes the role of informa-
tion in the statement of cash flows as follows:

It provides useful information about an
entity’s activities in generating cash through
operations to repay debt, distribute dividends,
or reinvest to maintain or expand operating
capacity; about its financing activities, both
debt and equity; and about its investing or
spending of cash. Important uses of informa-
tion about an entity’s current cash receipts
and payments include helping to assess fac-
tors such as the entity’s liquidity, financial
flexibility, profitability, and risk.

Statements of Cash Flows and Other Information
on Liquidity, Financial Flexibility, Profitability,
and Risk

48. The statement of cash flows is not the only finan-
cial statement that provides information on liquidity,
financial flexibility, profitability, and risk. Concepts
Statement 5 discusses the complementary role of the
other financial statements:

A statement of financial position pro-
vides information about an entity’s assets,
liabilities, and equity and their relationships
to each other at a moment in time. The state-
ment delineates the entity’s resource struc-
ture—major classes and amounts of assets—
and its financing structure—major classes
and amounts of liabilities and equity. [para-
graph 26]

Important uses of information about an
entity’s financial position include helping us-
ers to assess factors such as the entity’s li-
quidity, financial flexibility, profitability, and
risk. [paragraph 29]

Financial statements complement each
other. For example:

a. Statements of financial position include
information that is often used in assessing
an entity’s liquidity and financial flexibil-
ity, but a statement of financial position

provides only an incomplete picture of ei-
ther liquidity or financial flexibility unless
it is used in conjunction with at least a
cash flow statement. . . .

c. Statements of cash flows commonly
show a great deal about an entity’s current
cash receipts and payments, but a cash
flow statement provides an incomplete
basis for assessing prospects for future
cash flows because it cannot show inter-
period relationships. Many current cash
receipts, especially from operations, stem
from activities of earlier periods, and
many current cash payments are intended
or expected to result in future, not current,
cash receipts. Statements of earnings and
comprehensive income, especially if used
in conjunction with statements of finan-
cial position, usually provide a better ba-
sis for assessing future cash flow pros-
pects of an entity than do cash flow
statements alone. [paragraph 24, subpara-
graphs b and d and footnote references
omitted]

Cash Instead of Working Capital

49. In light of those objectives and concepts, which
were reinforced by the Board’s observation of a trend
in practice toward statements of changes in financial
position that focused on cash flows, the Board con-
cluded that a statement of cash flows should be re-
quired to help investors, creditors, and others assess
future cash flows, provide feedback about actual cash
flows, evaluate the availability of cash for dividends
and investment and the enterprise’s ability to finance
growth from internal sources, and identify the rea-
sons for differences between income and net cash
flows. Nearly all of the respondents to both the Dis-
cussion Memorandum and the Exposure Draft13

agreed with those objectives of a statement of cash
flows.

50. To achieve those objectives requires that the
statement focus on flows of cash rather than flows of
working capital. An overwhelming majority of re-
spondents agreed with that focus. Many made nega-
tive comments on the usefulness of working capital

13Unless otherwise indicated, references throughout this appendix to respondents generally include respondents to both the Discussion Memo-
randum and the 1986 Exposure Draft.
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as a concept of funds, generally questioning its rel-
evance since positive working capital does not neces-
sarily indicate liquidity nor does negative working
capital necessarily indicate illiquidity.

Cash and Cash Equivalents

51. Cash is the most useful concept of funds because
decisions of investors, creditors, and others focus on
assessments of future cash flows. However, enter-
prises commonly invest cash in excess of immediate
needs in short-term, highly liquid investments, and
whether cash is on hand, on deposit, or invested in a
short-term financial instrument that is readily con-
vertible to a known amount of cash is largely irrel-
evant to users’ assessments of liquidity and future
cash flows. The Board therefore decided that a state-
ment of cash flows should focus on the aggregate of
cash and cash equivalents.

52. Respondents to the Exposure Draft generally
agreed with the focus on cash and cash equivalents.
Many, however, asked the Board to provide more
guidance on which short-term, highly liquid invest-
ments qualify as cash equivalents. Others questioned
whether particular instruments, such as marketable
equity securities that management intends to hold for
only a short period of time, might qualify.

53. The Board agreed to provide more guidance on
the short-term, highly liquid investments that qualify
as cash equivalents. In developing the guidance in
paragraph 8 of this Statement, the Board noted that
the objective of enterprises’ cash management pro-
grams generally is to earn interest on temporarily idle
funds rather than to put capital at risk in the hope of
benefiting from favorable price changes that may re-
sult from changes in interest rates or other factors.Al-
though any limit to the maturity of items that can
qualify as cash equivalents is somewhat arbitrary, the
Board decided to specify a limit of three months or
less. The Board believes that that limit will result in
treating as cash equivalents only those items that are
so near cash that it is appropriate to refer to them as
the “equivalent” of cash.

54. Some respondents to the Exposure Draft ex-
pressed concern that a reader of the financial state-
ments might not be able to relate the amount of cash
and cash equivalents in the statement of cash flows to
a line item in the statement of financial position. The
Board agreed that being able to trace the change in
cash and cash equivalents in the statement of cash
flows to related amounts in successive statements of

financial position is desirable. It therefore decided to
require that the total amounts of cash and cash
equivalents at the beginning and end of the period
shown in the statement of cash flows be the same
amounts as similarly titled line items or subtotals in
the statements of financial position as of those dates.

55. Banks and other financial institutions commonly
carry three-month Treasury bills, commercial paper,
and similar short-term financial instruments in their
trading and investments accounts, in which they are
commingled with longer-term investments. Those in-
stitutions generally contend that purchases and sales
of those items are part of their trading or investing
activities—not part of their cash management pro-
gram—and they prefer not to treat those items as
cash equivalents in a statement of cash flows, which
would require segregating them from other items in
their trading and investment accounts.

56. The Board noted that the reason for focusing a
statement of cash flows on cash and cash equivalents
is to recognize and accommodate common practices
in cash management. Accordingly, the Board agreed
that items that meet the definition of cash equivalents
that are part of a larger pool of investments properly
considered investing activities need not be segre-
gated and treated as cash equivalents. Because that
decision will result in differences between enterprises
in the items treated as cash equivalents, the Board de-
cided that each enterprise should disclose its policy
for treating items as cash equivalents.

Scope

57. Respondents from financial institutions, particu-
larly commercial banks, generally said that a state-
ment of cash flows would not be useful for their in-
dustry. Some commentators specifically mentioned
that a statement of cash flows would be particularly
useful for small businesses, but a few asked that
small businesses be exempted from at least some
provisions of the Exposure Draft. A few respondents
to the Exposure Draft referred to the fact that invest-
ment companies were permitted to provide a state-
ment of changes in net assets rather than a statement
of changes in financial position and asked that they
be exempted from a requirement to provide a state-
ment of cash flows.

Financial Institutions

58. Financial institutions, particularly commercial
banks, have long contended that their statements of
changes in financial position are not meaningful. In
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response to the Exposure Draft, most asserted that a
statement of cash flows would be equally meaning-
less. Banks14 generally have contended that the na-
ture of their business and the resulting nature of their
cash flows are significantly different from the cash
flows of nonfinancial enterprises and that those dif-
ferences render information about a bank’s cash
flows virtually meaningless. Banks who responded to
the Exposure Draft generally said that their cash
flows are much more complex and interrelated than
those of other enterprises and that a bank’s cash flows
are much larger in relation to net income and net as-
sets than are the cash flows of a nonfinancial enter-
prise. They commented that a bank creates money
through its lending activities. That, they said, makes
cash the “product” of a bank’s earning activities, just
as finished goods are the product of a manufacturer’s
earning activities. Accordingly, banks often asserted
that a statement of cash flows for a bank is analogous
to a combined statement of cash and inventory flows
for a nonfinancial company. For those reasons, banks
argued that a statement of cash flows would not
prove helpful in evaluating their liquidity.

59. The Board considered, but was not persuaded
by, the arguments that a statement of cash flows of a
financial institution, especially a bank, would not
provide useful information. The Board concluded
that the differences between the activities of banks
and the activities of other business enterprises do not
warrant excluding banks from a requirement to pro-
vide a statement of cash flows as part of a full set of
financial statements. The Board recognizes that
banks are unique in some ways, just as each other
kind of business enterprise has unique attributes.
While a bank is unique in the sense that cash can be
viewed as its product, a bank needs cash for essen-
tially the same reasons a manufacturer does—to in-
vest in its operations, to pay its obligations, and to
provide returns to its investors. To survive, a bank—
like a manufacturer—must generate positive (or at
least neutral) cash flows from its operating, investing,
and financing activities over the long run.

60. A bank raises cash from depositors, money mar-
ket operations and other purchases of funds, issuing
long-term debt and equity securities, loan repay-
ments by borrowers, investment sales and maturities,

and net interest and fees earned. It uses cash to meet
deposit withdrawals, liability maturities, loan com-
mitments, and for investment and other purposes.
Those cash flows are integral to a bank’s investing
(largely lending) activities and its financing (largely
borrowing and deposit gathering) activities and
should be reflected in its financial statements. As is
true for nonbank enterprises, a bank’s net cash flow
from operating activities may differ significantly
from its net income because of noncash revenue and
expense items, such as interest accruals, depreciation,
amortization of goodwill, provision for probable
credit losses, and deferred income taxes. While the
cash flows of a bank may be larger, the turnover
faster, and the reliance on borrowed funds greater
than for a nonfinancial enterprise, the Board decided
that the substance of a bank’s cash flows is similar to
that of a nonfinancial enterprise. Concerning the rela-
tive size of a bank’s cash flows, the Board noted that
a bank’s assets and liabilities also are much larger in
relation to its equity than is common for nonfinancial
enterprises; that does not mean that the gross
amounts of a bank’s assets, liabilities, and changes in
them are unimportant information.

61. The Board considered the argument that the sol-
vency of a bank depends more on maintaining an ad-
equate spread between the cost of funds and interest
received than on adequate cash flows. The Board
noted that maintenance of an adequate margin be-
tween expenses and revenues is essential to the vi-
ability of all enterprises and is not unique to banks
and other financial institutions.

62. The Board also considered the argument that
other information such as interest rate sensitivities
and maturity schedules of loans and borrowings is
more useful than a statement of cash flows in assess-
ing a bank’s liquidity, financial flexibility, profitabil-
ity, and risk and that this other information should
therefore be substituted for a statement of cash flows.
The Board acknowledged the potential usefulness of
that information but rejected the argument for substi-
tution, noting that, as Concepts Statement 5 states,
the assessment of liquidity, financial flexibility, prof-
itability, and risk for any enterprise requires more in-
formation than just a statement of cash flows.15

14For convenience and because most of the controversy over funds statements for financial institutions has focused on commercial banks, this
section uses the term banks. Most of the points discussed, however, apply also to thrifts and other kinds of financial institutions.
15The Board is considering in another project on its agenda the kinds of information about financial instruments that should be disclosed in the
financial statements of both financial and nonfinancial enterprises to help in assessing, among other things, liquidity, financial flexibility, profit-
ability, and risk.
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63. The Board also considered the proposal in the
AICPA Exposure Draft of a proposed Statement of
Position, Reporting Funds Flows, Liquidity, and Fi-
nancial Flexibility for Banks (October 1, 1985), cited
by several respondents to the Exposure Draft, that a
funds flow statement for banks should focus on
changes in “earning assets” (for example, loans and
investments in securities) rather than cash. The Board
rejected that proposal, noting that a statement with
that focus would not be a statement of cash flows and
would be analogous to providing a statement for a
manufacturing company that focused on changes in
inventories and fixed assets as if they constituted
“funds.”

64. Banks who responded to the Exposure Draft
generally said that they do not now have the systems
in place to obtain all the information on gross cash
flows pertaining to loans and various other items that
would be needed to comply with the provisions of
the Exposure Draft. If the Board decided not to ex-
empt them from a requirement to provide a statement
of cash flows, the banks asked to be permitted to re-
port net rather than gross cash flows for more items
than the Exposure Draft permitted. They also asked
for more flexibility in designating items as cash
equivalents.

65. After considering the comments of financial in-
stitutions and other enterprises on the Exposure
Draft, the Board decided to permit all enterprises to
report net rather than gross cash flows for the items
specified in paragraphs 12–13 and discussed in para-
graphs 78–80 of this appendix. The Board also de-
cided to permit all enterprises a specified degree of
flexibility to establish a policy on what items are
treated as cash equivalents, as provided in para-
graph 10 and discussed in paragraphs 52–56 of this
appendix.

Small Businesses

66. The Board considered information provided by
its Small Business Advisory Group and others in de-
ciding whether small businesses should be exempted
from providing a statement of cash flows. Many
commentators said that cash flow information is par-
ticularly useful for small businesses, and very few
asked that small business be exempted from a re-
quirement to provide a statement of cash flows as
part of a full set of financial statements. The Board
concluded that a statement of cash flows is useful to
those who use the financial statements of small busi-
nesses and that no exemption should be provided.

Investment Companies

67. As mentioned in paragraph 57, a few respond-
ents to the Exposure Draft asked that investment
companies be permitted to substitute a statement of
changes in net assets for a statement of cash flows.
The Board noted that the content and format of the
two statements are quite different. While the Board
recognizes that information about some investment
companies’ cash flows may be less important than
similar information for other kinds of enterprises, the
Board decided that information about cash flows is
still relevant and that investment companies should
not be exempted from a requirement to provide a
statement of cash flows.

Not-for-Profit Organizations

68. The Exposure Draft did not include not-for-
profit organizations within its scope. A few respond-
ents to that document said that a statement of cash
flows is also useful for not-for-profit organizations
and suggested that those organizations be included in
the scope of the final Statement.

69. Exclusion of not-for-profit organizations from
the scope of this document means only that the Board
has not yet decided whether not-for-profit organiza-
tions should be required to provide a statement of
cash flows. The Board has completed work on con-
cepts of financial reporting for not-for-profit organi-
zations and is currently considering certain standards
issues. The FASB staff is currently working with a
task force of the AICPA that is developing a paper on
financial statement display for not-for-profit organi-
zations. That paper will consider, among other things,
whether not-for-profit organizations should report
cash receipts and payments and, if so, how. Upon
consideration of that paper, the Board will decide
whether to add to its agenda a project on financial
statement display for not-for-profit organizations.

Noncash Transactions

70. Noncash transactions commonly recognized in
financial statements include conversion of debt to eq-
uity, acquisition of assets by assuming liabilities in-
cluding capital lease obligations, and some of the
nonmonetary transactions addressed in APB Opinion
No. 29, Accounting for Nonmonetary Transactions.
Those transactions result in no cash inflows or out-
flows in the period in which they occur but generally
have a significant effect on the prospective cash
flows of a company. For example, a capitalized lease
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obligation requires future lease payments in cash, and
conversion of debt to equity generally will eliminate
nondiscretionary payments of interest on the debt.
The net effect on assets and liabilities of assuming
debt to acquire an asset is similar to that of borrowing
cash to buy the asset.

71. Many respondents to the Discussion Memoran-
dum said that certain types of noncash transactions
should be treated as cash flow equivalents and that
they should be included in the body of the statement.
That generally is the way in which those transactions
have been reported in the statement of changes in fi-
nancial position under Opinion 19. Other respond-
ents, however, said that noncash transactions should
be disclosed in the notes to a statement of cash flows
because to include them in the statement would com-
plicate it and limit its ability to provide meaningful
information about cash flows.

72. The Exposure Draft required noncash investing
and financing transactions to be disclosed either in
the statement of cash flows or in a separate schedule
to provide more complete information about an en-
terprise’s investing and financing activities during the
period. If included in the statement of cash flows, the
Exposure Draft required that the reporting distin-
guish between activities that involved cash receipts
and payments in the current period and those that
did not.

73. A majority of the respondents to the Exposure
Draft who addressed this issue urged that noncash
transactions be excluded from the statement of cash
flows and reported in a separate schedule. They gen-
erally said that to include those transactions within
the statement would unduly complicate it and detract
from its objective of providing information about an
enterprise’s cash receipts and cash payments during
a period.

74. The Board agreed that excluding noncash trans-
actions from the statement of cash flows would better
achieve the statement’s objective without resulting in
implementation difficulties. This Statement thus re-
quires that information about noncash investing and
financing transactions be reported in related disclo-
sures. If there are only a few such transactions, it may
be convenient to include them on the same page as
the statement of cash flows. Otherwise, the transac-

tions may be reported elsewhere in the financial
statements, clearly referenced to the statement of
cash flows.

Emphasis on Gross Cash Receipts and
Cash Payments

75. The Board decided that, in general, meaningful
assessments of cash flows require reporting of gross,
rather than net, cash receipts and cash payments.16

For example, reporting only the net change in prop-
erty, plant, and equipment would obscure the invest-
ing activities of the enterprise by not disclosing sepa-
rately the capital expenditures and proceeds from
sales of assets.

76. For a few items, information on both cash re-
ceipts and cash payments may be no more relevant
than information about only the net change. For ex-
ample, the gross payments and receipts from pur-
chasing and selling short-term, highly liquid invest-
ments—cash equivalents—are, in essence, merely
movements from one form of “cash” to another and
thus are not meaningfully reported as cash flows. For
other items, the gross cash flows may be frequent and
large in relation to other cash flows, and for others,
such as demand deposits in a bank, the enterprise is
holding or disbursing cash on behalf of its customers.
For items with those characteristics, the net cash flow
during a period generally is sufficient to assess an
enterprise’s liquidity.

77. The Exposure Draft noted that the issue of which
cash flows should be reported gross and which can
be netted without unduly obscuring useful informa-
tion is of special significance to banks and other fi-
nancial institutions. For those enterprises as well as
for nonfinancial enterprises, the Board decided that
information about gross cash flows should generally
be presumed to be relevant. However, reporting only
net cash flows is acceptable for certain items. Ex-
amples include assets and liabilities in which the
amounts are turned over very quickly, sometimes
overnight, or in which an enterprise receives and
pays cash for the convenience of a customer (for ex-
ample, the demand deposits of a bank or the cus-
tomer accounts payable of a broker-dealer). The
Exposure Draft indicated that those items are com-
mon for financial institutions. Accordingly, the Ex-

16Presenting cash flow from operating activities by the indirect method, which this Statement permits, results in net reporting of operating cash
receipts and payments. The basis for the Board’s decision to permit continued use of the indirect method is discussed in paragraphs 106–121.
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posure Draft discussed the very limited netting of
cash flows that it permitted in the context of financial
institutions.

78. Many respondents to the Exposure Draft said
that nonfinancial enterprises also may have items for
which the turnover is quick, the maturities are short,
and the amounts are large. Short-term debt such as
revolving credit arrangements and commercial paper
obligations were frequently cited examples. Re-
spondents generally expressed the view that net re-
porting of those items also should be permitted. In
addition, as discussed in paragraph 64, financial insti-
tutions who responded to the Exposure Draft gener-
ally asked the Board to permit more reporting of net
cash flows for items such as loans, investments, and
short-term debt.

79. The Board generally agreed that nonfinancial as
well as financial enterprises may have items for
which the gross cash flows are not sufficiently rel-
evant to require reporting them. For very short-term
investments, loans, and debt, relatively insignificant
differences in the maturities of items may result in
large differences in gross cash flows between enter-
prises or between periods that are not particularly
meaningful. For example, an enterprise that issues
seven-day commercial paper and rolls it over every
week would report financing cash inflows and out-
flows four times those of an enterprise that issues
one-month paper. While all gross cash flows are po-
tentially relevant, the large reported differences in
situations such as that described may not be suffi-
ciently meaningful to require reporting of gross cash
flows. The Board therefore decided to permit cash
flows stemming from all investments, loans, and debt
with original maturities of three months or less to be
reported net.

80. Some respondents specifically asked that
cash flows stemming from credit card receivables
be reported net. The Board noted that credit card
receivables, including those with extended payment
terms, might be considered to fall within the cate-
gory of loans with original, scheduled maturities of
three months or less since they generally may, at
the customer’s option, be paid in full when first
billed without incurring interest charges. As a prac-
tical expedient, the Board decided to permit cash
flows stemming from credit card receivables to be
reported net.

Classification of Cash Receipts and Payments

81. The Board believes that a statement of cash
flows is more useful if cash flows are classified into
meaningful groups. The usefulness of classification

in financial statements is addressed by Concepts
Statement 5, paragraph 20:

Classification in financial statements
facilitates analysis by grouping items with
essentially similar characteristics and separat-
ing items with essentially different character-
istics. Analysis aimed at objectives such as
predicting amounts, timing, and uncertainty
of future cash flows requires financial infor-
mation segregated into reasonably homoge-
neous groups. For example, components of
financial statements that consist of items that
have similar characteristics in one or more re-
spects, such as continuity or recurrence, sta-
bility, risk, and reliability, are likely to have
more predictive value than if their character-
istics are dissimilar.

82. A popular classification of cash (or funds) flows
in the past has been to separate sources from uses of
cash (or funds). Many companies, especially smaller
ones and financial institutions, continue to use that
classification, which enables investors, creditors, and
others to identify the total funds (however defined)
obtained and disposed of during the period. The dis-
advantage of a sources and uses classification is that
it does not focus on categories of related cash flows.
Investors, creditors, and others consider the relation-
ships among certain components of cash flows to be
important to their analysis of financial performance.
Also, the sources and uses classification has some-
times led to a listing of changes in balance sheet
amounts that explains little about the enterprise’s
ability to meet obligations and pay dividends or
about its needs for external financing.

83. Classification of cash flows according to
whether they stem from operating, investing, or fi-
nancing activities has become more popular in recent
years. One reason the Board cited for adding this
project to its agenda was that transactions were not
being classified comparably across companies and
that clearer guidelines for classification of cash flows
were necessary.

84. The Board decided that grouping cash flows pro-
vided by or used in operating, investing, and financ-
ing activities enables significant relationships within
and among the three kinds of activities to be evalu-
ated. It links cash flows that are often perceived to be
related, such as cash proceeds from borrowing trans-
actions and cash repayments of borrowings. Thus,
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the statement reflects the cash flow effects of each of
the major activities of the enterprise. Those relation-
ships and trends in them provide information useful
to investors and creditors. Almost all of the respond-
ents to the Exposure Draft agreed that cash flows
should be classified as operating, investing, and
financing.

85. The Exposure Draft provided general guidelines
for classifying cash flows. Some respondents asked
the Board to provide more precise definitions. Others
asked that enterprises be given more flexibility to
classify their cash flows in accordance with what
they consider to be the nature of their business.

86. While there is widespread agreement that the
classification of cash flows according to whether they
stem from operating, investing, or financing activities
provides useful information, the Board notes that the
three categories are not clearly mutually exclusive.
For items at the margin, a reasonable case often may
be made for alternative classifications. Para-
graphs 88–90 and 93–96 discuss certain of those
items. The Board concluded that, in general, compa-
rability across enterprises in classifying similar items
is desirable. This Statement therefore provides some-
what more precise definitions of the three categories
of cash flows than did the Exposure Draft.

87. Notwithstanding the desirability of reasonably
clear and precise definitions of the three categories of
cash flows, the Board recognizes that the most appro-
priate classification of items will not always be clear.
In those circumstances, the appropriate classification
generally should depend on the nature of the activity
that is likely to be the predominate source of cash
flows for the item. For example, the presumption is
that the acquisition or production of productive assets
is an investing activity. However, productive assets
are sometimes acquired or produced to be a direct
source of the enterprise’s revenues, such as assets to
be rented to others for a short period and then sold. In
those circumstances, the nature of those assets may
be similar to inventory in a retailing business. Ac-
cordingly, the acquisition or production and subse-
quent sale of such assets are appropriately classified
as operating activities.

Interest Paid and Received

88. The Exposure Draft required interest paid and
interest and dividends received to be classified as
cash flows from operating activities. That classifica-
tion is consistent with the view that, in general, cash

flows from operating activities should reflect the cash
effects of transactions and other events that enter into
the determination of net income.

89. Some respondents to the Exposure Draft favored
classifying interest paid as a cash outflow for financ-
ing activities and interest and dividends received as
cash inflows from investing activities. Those re-
spondents generally said that interest paid, like divi-
dends paid, is a direct consequence of a financing de-
cision and thus should be classified as a cash outflow
for financing activities. That is, both interest and divi-
dends are returns on the capital provided by creditors
and investors, and both should be classified with re-
turns of those amounts because the distinction be-
tween returns of and returns on investment is largely
irrelevant in the context of cash flows. Respondents
made similar comments for interest and dividends
received.

90. The Board considered those views and, as men-
tioned in paragraph 86, noted that a reasonable case
can be made for alternative classifications of certain
items. However, the Board also noted that virtually
all enterprises classified interest received and paid as
operating cash flows under Opinion 19. In particular,
interest received and paid were commonly consid-
ered to be operating cash flows of banks and other fi-
nancial institutions. In addition, the Board perceived
widespread support for the notion that operating cash
flows should, insofar as possible, include items
whose effects are included in determining net income
to facilitate an understanding of the reasons for dif-
ferences between net income and net cash flow from
operating activities and net income. The Board there-
fore was not convinced that changing the prevalent
practice in classifying interest received and paid
would necessarily result in a more meaningful pre-
sentation of cash flows. This Statement does, how-
ever, require that the amount of interest paid during a
period (net of amounts capitalized) be disclosed,
which will permit users of financial statements who
wish to consider interest paid as a financing cash out-
flow to do so.

Income Taxes Paid

91. The Exposure Draft required all income taxes
paid to be classified as operating cash outflows. A
few respondents suggested allocating income taxes
paid to investing and financing transactions.

92. The Board decided that allocation of income
taxes paid to operating, investing, and financing ac-
tivities would be so complex and arbitrary that the
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benefits, if any, would not justify the costs involved.
This Statement requires that the total amount of in-
come taxes paid be disclosed for reasons discussed in
paragraph 121.

Installment Sales and Purchases

93. A somewhat difficult classification issue arises
for installment sales and purchases of inventory by
an enterprise for which cash inflows or outflows may
occur several years after the date of the transaction.
Those transactions can be viewed as having aspects
of both operating and investing activities (for a sale
by the enterprise) or operating and financing activi-
ties (for a purchase by the enterprise). The Exposure
Draft treated cash flows stemming from installment
sales and purchases in accordance with that view.
Only cash flows occurring “soon before or after” the
time of sale or purchase would have been operating
cash flows. Subsequent principal payments on the re-
lated notes would have been investing cash inflows
or financing cash outflows.

94. Some respondents to the Exposure Draft sug-
gested that the classification of a cash receipt or pay-
ment should be determined by the original purpose
for which it is received or paid. Thus, all cash flows
related to the sale or purchase of inventory would be
operating cash flows regardless of when they were
received or paid. Those respondents generally
pointed out that, under the approach in the Exposure
Draft, cumulative net cash flow from operating ac-
tivities over the life of an enterprise that finances
most of its sales under installment plans might be
negative. They considered that to be an inappropriate
and confusing result.

95. The Board agreed that all cash collected from
customers or paid to suppliers from the sale or pur-
chase of inventory should be classified as operating
cash flows. That classification is consistent with the
notion that operating cash flows generally should in-
clude items that are included in net income.

96. A related issue involves principal payments on a
seller-financed mortgage on productive assets. Some
have argued that all such principal payments should
be classified as investing cash outflows rather than fi-
nancing cash outflows. They said that they consider
that classification to be more consistent with classify-
ing all principal receipts and payments on sales and
purchases of inventory as operating cash flows. The
Board decided, however, that all principal payments
on mortgages should be classified as financing cash

outflows. The reason for that conclusion is largely
pragmatic—the Board believes that it would be un-
duly burdensome to require enterprises to keep track
of seller-financed versus third-party mortgages
throughout the generally long period of time that a
mortgage is outstanding. Some also consider all prin-
cipal payments on mortgages to be financing cash
outflows.

Maintenance and Expansion Investment
Expenditures

97. The Board considered whether to require further
classification of investment expenditures into ex-
penditures for maintenance of existing capacity and
expenditures for expansion into new capacity. That
further classification would provide information de-
signed to be used by investors, creditors, and others
in calculating an amount sometimes described as
“discretionary cash flow,” with the idea that mainte-
nance expenditures are nondiscretionary and only the
cash remaining after such expenditures is free for
discretionary purposes, such as paying dividends.

98. Most respondents said that the cash flows related
to investing activities should not be allocated be-
tween those for maintenance of capacity and those
for expansion. They said that those allocations would
necessarily be arbitrary and the costs to compile the
information would exceed the benefits provided.

99. The Board noted that substantial implementation
difficulties would result if all enterprises were re-
quired to distinguish between expenditures for main-
tenance and those for expansion and that the subjec-
tivity involved in making that distinction could result
in numbers that would be unreliable. Accordingly,
the Board decided not to require that disclosure.

Foreign Currency Cash Flows

100. The purpose of a statement of changes in finan-
cial position under Opinion 19 was to explain all im-
portant changes in financial position, regardless of
whether they directly affected cash or working capi-
tal. That purpose suggested that the effects of
changes in exchange rates on items reported in the
statement of changes in financial position should be
disclosed if material. Opinion 19 permitted a degree
of flexibility in the statement of changes in financial
position, and enterprises used alternative formats and
terminology to report the effects of exchange rate
changes.
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101. The purpose of a statement of cash flows, on
the other hand, is to report cash receipts and cash
payments during a period, classified into meaningful
categories. The effects of exchange rate changes on
assets and liabilities denominated in foreign curren-
cies, like those of other price changes, may affect the
amount of a cash receipt or payment. But exchange
rate changes do not themselves give rise to cash
flows, and their effects on items other than cash thus
have no place in a statement of cash flows. To
achieve its objective, a statement of cash flows
should reflect the reporting currency equivalent of
cash receipts and payments that occur in a foreign
currency. Because the effect of exchange rate
changes on the reporting currency equivalent of cash
held in foreign currencies affects the change in an en-
terprise’s cash balance during a period but is not a
cash receipt or payment, the Board decided that the
effect of exchange rate changes on cash should be
reported as a separate item in the reconciliation of
beginning and ending balances of cash.

102. Some respondents to the Exposure Draft ob-
jected to the requirement to report the reporting cur-
rency equivalent of foreign currency cash receipts
and payments. They generally said that they do not
obtain cash flow information from their foreign sub-
sidiaries but rather prepare the consolidated state-
ment of changes in financial position from the con-
solidated balance sheet and income statement,
perhaps supplemented by certain information about
gross increases and decreases in asset and liability ac-
counts after translation to U.S. dollars. Other re-
spondents supported the Exposure Draft’s require-
ment only for foreign subsidiaries whose functional
currency is other than the reporting currency. For for-
eign subsidiaries whose functional currency is the re-
porting currency, they generally favored some varia-
tion of a method that would include in the statement
of cash flows the effects of exchange rate changes on
all items classified as cash flows from operating, in-
vesting, and financing activities.

103. The Board noted that exchange rate changes af-
fect only the amount of a cash receipt or payment
(that is, the effects of rate changes are not themselves
cash flows) regardless of whether the asset or liability
on which an effect arises is held directly by a domes-
tic enterprise, by a foreign subsidiary whose func-
tional currency is the reporting currency, or by a for-
eign subsidiary whose functional currency is other
than the reporting currency. Accordingly, this State-
ment clarifies that the requirement to report the re-
porting currency equivalents of cash receipts and

payments denominated in foreign currencies applies
to all such cash flows.

104. The Board considered the assertions that the re-
quirements concerning reporting cash receipts and
payments that occur in a foreign currency would be
unduly burdensome because they would require en-
terprises to obtain cash flow information from their
foreign subsidiaries. Although Opinion 19 did not di-
rectly address how to report the effects of exchange
rate changes, the Board noted that Opinion 19 did re-
quire the reporting of gross funds flows, including,
for example, both outlays to acquire property, plant,
and equipment and proceeds from disposing of prop-
erty, plant, and equipment. That is, while Opinion 19
required that the effects of exchange rate changes be
included in a statement of changes in financial posi-
tion, it did not necessarily provide that those effects
should be reported in a way that results in line items
that are not funds flows but rather are net changes, or
gross increases and decreases, in translated asset and
liability accounts. The Board therefore believes that
full compliance with Opinion 19 would require ob-
taining some information about the cash flows of for-
eign subsidiaries. As exchange rates change, the
methods that some respondents advocate might re-
port, for example, an asset acquisition or disposition
in a period in which none occurred and might even
report an asset acquisition when in fact a disposition
occurred. Whether or not Opinion 19 intended that
result, it is inappropriate in a statement intended to re-
port cash receipts and payments.

105. The Board is aware that enterprises use various
approximation techniques to meet the present re-
quirements of reporting foreign-currency denomi-
nated assets, liabilities, revenues, expenses, and other
items in the income statement and the statement of
financial position. For example, appropriately
weighted average exchange rates generally are used
to translate revenues and expenses. Such methods
also are acceptable in complying with the provisions
of this Statement concerning foreign-currency-
denominated cash flows provided that it is reasonable
to expect that the results are substantially the same as
if more precise data were used.

Reporting Net Cash Flow from Operating
Activities

106. The Board considered two principal alterna-
tives for reporting net cash flow from operating ac-
tivities. The direct method shows as its principal
components operating cash receipts and payments,
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such as cash received from customers and cash paid
to suppliers and employees, the sum of which is net
cash flow from operating activities. The indirect
method starts with net income and adjusts it for rev-
enue and expense items that were not the result of op-
erating cash transactions in the current period to rec-
oncile it to net cash flow from operating activities.
The indirect method thus does not disclose operating
cash receipts and payments. Paragraph 10 of Opin-
ion 19 permitted either method, but the indirect
method prevailed in practice under that Opinion.

107. The principal advantage of the direct method is
that it shows operating cash receipts and payments.
Knowledge of the specific sources of operating cash
receipts and the purposes for which operating cash
payments were made in past periods may be useful in
estimating future operating cash flows. The relative
amounts of major classes of revenues and expenses
and their relationship to other items in the financial
statements are presumed to be more useful than in-
formation only about their arithmetic sum—net in-
come—in assessing enterprise performance. Like-
wise, amounts of major classes of operating cash re-
ceipts and payments presumably would be more use-
ful than information only about their arithmetic
sum—net cash flow from operating activities—in as-
sessing an enterprise’s ability to generate sufficient
cash from operating activities to pay its debt, to rein-
vest in its operations, and to make distributions to its
owners.

108. The principal advantage of the indirect method
is that it focuses on the differences between net in-
come and net cash flow from operating activities.
Concepts Statement 1, paragraph 43, states that:

The primary focus of financial reporting is
information about an enterprise’s perform-
ance provided by measures of earnings
[comprehensive income] and its components.
Investors, creditors, and others who are con-
cerned with assessing the prospects for enter-
prise net cash inflows are especially inter-
ested in that information. Their interest in an
enterprise’s future cash flows . . . leads prima-
rily to an interest in information about its
earnings [comprehensive income] rather than
information directly about its cash flows. Fi-
nancial statements that show only cash re-
ceipts and payments during a short period,
such as a year, cannot adequately indicate
whether or not an enterprise’s performance is
successful.

Some investors and creditors may assess future cash
flows in part by first estimating future income based
in part on reports of past income and then converting
those future income estimates to estimates of future
cash flows by allowing for leads and lags between
cash flows and income. Information about similar
leads and lags in the past are likely to be helpful in
that process. Identifying differences between income
items and related cash flows also can assist investors
and creditors who want to identify the differences be-
tween enterprises in the measurement and recogni-
tion of noncash items that affect income.

109. Many providers of financial statements have
said that it would be costly for their companies to re-
port gross operating cash receipts and payments.
They said that they do not presently collect informa-
tion in a manner that will allow them to determine
amounts such as cash received from customers or
cash paid to suppliers directly from their accounting
systems.

110. The Exposure Draft said that the Board recog-
nized the advantages of both approaches and con-
cluded that neither method provided benefits suffi-
cient to justify requiring one and prohibiting the
other. Enterprises therefore would have been permit-
ted to use either method.

111. A majority of respondents to the Exposure
Draft asked the Board to require use of the direct
method. Those respondents, most of whom were
commercial lenders, generally said that amounts of
operating cash receipts and payments are particularly
important in assessing an enterprise’s external bor-
rowing needs and its ability to repay borrowings.
They indicated that creditors are more exposed to
fluctuations in net cash flow from operating activities
than to fluctuations in net income and that informa-
tion on the amounts of operating cash receipts and
payments is important in assessing those fluctuations
in net cash flow operating activities. They also
pointed out that the direct method is more consistent
with the objective of a statement of cash flows—to
provide information about cash receipts and cash
payments—than the indirect method, which does not
report operating cash receipts and payments.

112. Both commercial lenders and equity analysts
who responded to the Exposure Draft asked that
more detail on cash flows from operating activities be
required. Some said that degree of detail is more im-
portant than manner of presentation.
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113. Most of the providers of financial statements
who addressed the issue supported allowing a choice
between the direct and indirect methods. They gener-
ally said that requiring the direct method would im-
pose excessive implementation costs and that they
believe that the indirect method provides more mean-
ingful information.

114. Because of the extensive attention in the com-
ment letters on the Exposure Draft to the manner of
reporting operating cash flows, the Board gave par-
ticular consideration to that issue in its deliberations
leading to the issuance of this Statement. As men-
tioned in paragraph 42, the FASB staff held a special
meeting with representatives of interested groups of
constituents to obtain more information about the
benefits and costs of the direct and indirect methods.
Because most enterprises said that they cannot now
obtain amounts of gross operating cash receipts and
payments directly from their accounting systems, the
Board considered means by which those amounts
might be determined indirectly. Together with other
efforts, the FASB staff commissioned an informal in-
terview survey of a limited number of enterprises
concerning the potential costs they might incur in in-
directly determining amounts of operating cash re-
ceipts and payments.

Indirectly Determining Amounts of Operating
Cash Receipts and Payments

115. Given sufficiently detailed information, major
classes of operating cash receipts and payments may
be determined indirectly by adjusting revenue and
expense amounts for the change during the period in
related asset and liability accounts. For example, cash
collected from customers may be determined indi-
rectly by adjusting sales for the change during the pe-
riod in receivables from customers for the enter-
prise’s delivery of goods or services. Likewise, cash
paid to suppliers and employees may be determined
indirectly by adjusting cost of sales and expenses (ex-
clusive of depreciation, interest, and income taxes)
for the change during the period in inventories and
payables for operating items. That procedure, of
course, requires the availability of information con-
cerning the change during the period in the appropri-
ate classes of receivables and payables.17 The more
detailed the categories of operating cash receipts and

payments to be reported, the more complex the pro-
cedure for determining them.

116. Based on information available to the Board
during its deliberations, it seems likely that amounts
of operating cash receipts and payments at the mini-
mum level of detail specified in paragraph 27 often
may be determined indirectly without incurring un-
duly burdensome costs over those involved in appro-
priately applying the indirect method. For example,
determining net cash flow from operating activities
by the indirect method requires the availability of the
total amount of operating receivables. That is, any re-
ceivables for investing or financing items must be
segregated. Within the total amount of operating re-
ceivables, information on receivables from custom-
ers for an enterprise’s delivery of goods or services
may well be available separately from those for inter-
est and dividends. Thus, it may be possible to deter-
mine indirectly cash collected from customers and
interest and dividends received using much the same
information needed to determine net cash flow from
operating activities using the indirect method.

117. The same procedure may be used to determine
cash paid to suppliers and employees. Determining
net cash flow from operating activities by the direct
method requires the availability of the total amount
of payables pertaining to operating activities. Within
that amount, payables to suppliers and employees
may well be available separately from those for inter-
est and taxes. The Board understands, however, that
determining operating cash payments in more detail
than the minimum specified in paragraph 27 might
involve significant incremental costs over those al-
ready required to apply the indirect method because
information on subcategories of payables to suppliers
and employees may not be available.

118. The Board believes that many enterprises may
well be able to determine amounts of operating cash
receipts and payments at the minimum level of detail
that this Statement encourages (paragraph 27) indi-
rectly at reasonable cost by the procedure discussed
in the foregoing paragraphs. But few, if any, compa-
nies have experimented with the procedure, and the
degree of difficulty encountered in applying it un-
doubtedly would vary depending on the nature of an
enterprise’s operations and the features of its current
accounting system.

17For the resulting operating cash receipts and payments to be accurate, the effects of all noncash entries to accounts receivable and payable,
inventory, and other balance sheets accounts used in the calculation must be eliminated. For example, the change in accounts receivable would
have to be determined exclusive of any bad debt write-offs and other noncash charges and credits to customer accounts during the period.
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Conclusion on Reporting Net Cash Flow from
Operating Activities

119. The Board believes that both the direct and the
indirect methods provide potentially important infor-
mation. The more comprehensive and presumably
more useful approach would be to use the direct
method in the statement of cash flows and to provide
a reconciliation of net income and net cash flow from
operating activities in a separate schedule—thereby
reaping the benefits of both methods while maintain-
ing the focus of the statement of cash flows on cash
receipts and payments. This Statement therefore en-
courages enterprises to follow that approach. But
most providers and users of financial statements have
little or no experience and only limited familiarity
with the direct method, while both have extensive ex-
perience with the indirect method. Not only are there
questions about the ability of enterprises to determine
gross amounts of operating cash receipts and pay-
ments, as already discussed, but also little informa-
tion is available on which specific categories of oper-
ating cash receipts and payments would be most
meaningful.

120. Major change in financial reporting often is the
result of an evolutionary process, which may involve
interactions between the voluntary efforts of provid-
ers of financial statements and the actions of stand-
ards setters. Many areas of financial reporting, and
reporting cash flows in particular, have benefited
from the voluntary efforts of enterprises to improve
their reporting practices. The Board decided that fur-
ther movement toward a more comprehensive ap-
proach to reporting operating cash flows should be
permitted to develop as both providers and users of
financial statements gain experience with informa-
tion on cash flows prepared in accordance with the
provisions of this Statement.

121. To provide information about the gross
amounts of at least those operating cash flows that
are likely to be readily available, this Statement re-
quires enterprises that use the indirect method of re-
porting net cash flow from operating activities to dis-
close amounts of interest and income taxes paid. The
Board believes that that information usually will be
readily available. This Statement also requires enter-
prises that use the indirect method to report sepa-
rately changes in inventory, receivables, and pay-
ables. With that information, users may be able to
make their own rough approximations of operating
cash receipts and payments at a minimum level of
detail using the indirect procedure discussed in para-
graphs 116 and 117.

Cash Flow per Share

122. The Board considered whether cash flow per
share should be reported. The Board concluded that
reporting cash flow per share would falsely imply
that cash flow, or some component of it, is a possible
alternative to earnings per share as a measure of per-
formance. The Board also noted other problems with
calculating cash flow per share, including differing
opinions about the appropriate numerator for the in-
dicator (for example, whether it should be net cash
flow from operating activities or an amount after de-
ducting principal repayments on debt) and the appro-
priate denominator for the indicator (for example,
whether it should be the same as the number of
shares outstanding used for the earnings per share
calculation).

123. A major problem in reporting cash flow per
share data is investor understanding. Investors over
many years have become accustomed to seeing oper-
ating data per share computed only for earnings.
Moreover, the measurement problems associated
with reporting earnings on a per share basis have
been considered and largely settled. To report other
data on a per share basis invites the danger that inves-
tors, creditors, and others may confuse those meas-
ures with the conventional accounting measure of
earnings per share.

124. Earnings per share focuses attention on earn-
ings available for common stockholders, and that
concept guides the calculation of, and adjustments to,
the numerator and denominator of the ratio. Earnings
is suitable for the numerator of the ratio because the
concepts underlying its calculation, such as capital
maintenance (the distinction between the return of
capital and return on capital), focus on return to
stockholders on their investment. Net cash flow from
operating activities is not comparable to net income
because recovery of capital is not a factor in its calcu-
lation, and net cash flow from operating activities in-
cludes both returns on and returns of investment.

125. A majority of the respondents to the Exposure
Draft who addressed the issue agreed that cash flow
per share should not be reported. A few, however,
asked whether the Board intended to preclude report-
ing of per unit amounts of cash flow distributable un-
der the terms of a partnership agreement or other
agreement between an enterprise and its owners. Re-
porting a contractually determined per unit amount is
not the same as reporting a cash flow per share
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amount intended to provide information useful to all
investors and creditors and thus is not precluded by
this Statement.

Effective Date and Transition

126. The Exposure Draft would have been effective
for fiscal years ending after June 30, 1987 and would
have required enterprises to effect the change in ac-
counting by restating financial statements for earlier
years presented for comparative purposes.

127. Some respondents to the Exposure Draft said
that restatement of prior years’ financial statements
for their companies would be difficult and expensive,
if not virtually impossible, because certain data on
gross cash flows were not collected for earlier peri-
ods. The major problem areas mentioned were for-
eign subsidiaries’ cash flows and gross cash flows
pertaining to loans and deposits of banks. Because of
the need to develop systems for gathering that infor-
mation, those respondents generally asked that the ef-
fective date of a final Statement be deferred at least a
year from that in the Exposure Draft. A few banks
asked that the effective date be deferred until years
ending after December 15, 1989. They said that they
needed additional time to get data-gathering systems
in place by the beginning of the year of adoption.

128. The Board recognizes that some enterprises
will need to develop data-gathering systems and thus
decided to make this Statement effective for fiscal
years ending after July 15, 1988 and not to require its
application in interim statements during the year of
adoption. The Board, however, decided against a fur-
ther delay of the effective date. The Board noted that
reasonable approximations are generally acceptable.

129. The Board also was persuaded by respondents
that requiring restatement of prior years’ financial

statements might be unduly burdensome for some
enterprises and thus decided to encourage but not re-
quire restatement. However, not restating prior years’
statements of changes in financial position to comply
with the provisions of this Statement may result in a
significant degree of noncomparability and may also
make for an awkward presentation. For example, an
enterprise that formerly presented its statement of
changes in financial position in a sources and uses
format and considered “funds” to be working capital
might find it difficult to present those statements on
the same page as a statement of cash flows. The
Board therefore expects that enterprises with the abil-
ity to restate generally will do so.

Appendix C

ILLUSTRATIVE EXAMPLES

130. This appendix provides illustrations for the
preparation of statements of cash flows of business
enterprises.Appendix C of FASB Statement No. 117,
Financial Statements of Not-for-Profit Organiza-
tions, provides illustrations for the preparation of
statements of cash flows for a not-for-profit organiza-
tion. Example 1 illustrates a statement of cash flows
under both the direct method and the indirect method
for a domestic manufacturing company. Example 2
illustrates a statement of cash flows under the direct
method for a manufacturing company with foreign
operations. Example 3 illustrates a statement of cash
flows under the direct method for a financial institu-
tion. These illustrations are intended as examples
only.Also, the illustrations of the reconciliation of net
income to net cash provided by operating activities
may provide detailed information in excess of that re-
quired for a meaningful presentation. Other formats
or levels of detail may be appropriate for particular
circumstances.
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Example 1

131. Presented below is a statement of cash flows for the year ended December 31, 19X1 for Company M,
a U.S. corporation engaged principally in manufacturing activities. This statement of cash flows illustrates
the direct method of presenting cash flows from operating activities, as encouraged in paragraph 27 of this
Statement.

COMPANY M
CONSOLIDATED STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 19X1
Increase (Decrease) in Cash and Cash Equivalents

Cash flows from operating activities:
Cash received from customers $ 13,850
Cash paid to suppliers and employees (12,000)
Dividend received from affiliate 20
Interest received 55
Interest paid (net of amount capitalized) (220)
Income taxes paid (325)
Insurance proceeds received 15
Cash paid to settle lawsuit for patent infringement (30)

Net cash provided by operating activities $ 1,365

Cash flows from investing activities:
Proceeds from sale of facility 600
Payment received on note for sale of plant 150
Capital expenditures (1,000)
Payment for purchase of Company S, net of cash acquired (925)

Net cash used in investing activities (1,175)

Cash flows from financing activities:
Net borrowings under line-of-credit agreement 300
Principal payments under capital lease obligation (125)
Proceeds from issuance of long-term debt 400
Proceeds from issuance of common stock 500
Dividends paid (200)

Net cash provided by financing activities 875

Net increase in cash and cash equivalents 1,065

Cash and cash equivalents at beginning of year 600

Cash and cash equivalents at end of year $ 1,665
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Reconciliation of net income to net cash provided by operating activities:

Net income $ 760
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization $ 445
Provision for losses on accounts receivable 200
Gain on sale of facility (80)
Undistributed earnings of affiliate (25)
Payment received on installment note receivable for sale
of inventory 100

Change in assets and liabilities net of effects from purchase
of Company S:
Increase in accounts receivable (215)
Decrease in inventory 205
Increase in prepaid expenses (25)
Decrease in accounts payable and accrued expenses (250)

Increase in interest and income taxes payable 50
Increase in deferred taxes 150
Increase in other liabilities 50

Total adjustments 605

Net cash provided by operating activities $1,365

Supplemental schedule of noncash investing and financing activities:

The Company purchased all of the capital stock of Company S for $950. In conjunction with the acquisition,
liabilities were assumed as follows:

Fair value of assets acquired $1,580
Cash paid for the capital stock (950)

Liabilities assumed $ 630

A capital lease obligation of $850 was incurred when the Company entered into a lease for new equipment.

Additional common stock was issued upon the conversion of $500 of long-term debt.

Disclosure of accounting policy:

For purposes of the statement of cash flows, the Company considers all highly liquid debt instruments
purchased with a maturity of three months or less to be cash equivalents.
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132. Presented below is Company M’s statement of cash flows for the year ended December 31, 19X1 pre-
pared using the indirect method, as described in paragraph 28 of this Statement.

COMPANY M
CONSOLIDATED STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 19X1
Increase (Decrease) in Cash and Cash Equivalents

Cash flows from operating activities:
Net income $ 760
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization $ 445
Provision for losses on accounts receivable 200
Gain on sale of facility (80)
Undistributed earnings of affiliate (25)
Payment received on installment note receivable for sale of inventory 100
Change in assets and liabilities net of effects from purchase of Company S:

Increase in accounts receivable (215)
Decrease in inventory 205
Increase in prepaid expenses (25)
Decrease in accounts payable and accrued expenses (250)

Increase in interest and income taxes payable 50
Increase in deferred taxes 150
Increase in other liabilities 50

Total adjustments 605

Net cash provided by operating activities 1,365

Cash flows from investing activities:
Proceeds from sale of facility 600
Payment received on note for sale of plant 150
Capital expenditures (1,000)
Payment for purchase of Company S, net of cash acquired (925)

Net cash used in investing activities (1,175)

Cash flows from financing activities:
Net borrowings under line-of-credit agreement 300
Principal payments under capital lease obligation (125)
Proceeds from issuance of long-term debt 400
Proceeds from issuance of common stock 500
Dividends paid (200)

Net cash provided by financing activities 875

Net increase in cash and cash equivalents 1,065

Cash and cash equivalents at beginning of year 600

Cash and cash equivalents at end of year $ 1,665
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Supplemental disclosures of cash flow information:

Cash paid during the year for:
Interest (net of amount capitalized) $ 220
Income taxes 325

Supplemental schedule of noncash investing and financing activities

The Company purchased all of the capital stock of Company S for $950. In conjunction with the acquisition,
liabilities were assumed as follows:

Fair value of assets acquired $1,580
Cash paid for the capital stock (950)

Liabilities assumed $ 630

A capital lease obligation of $850 was incurred when the Company entered into a lease for new equipment.

Additional common stock was issued upon the conversion of $500 of long-term debt.

Disclosure of accounting policy:

For purposes of the statement of cash flows, the Company considers all highly liquid debt instruments
purchased with a maturity of three months or less to be cash equivalents.
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133. Summarized below is financial information for the current year for Company M, which provides the ba-
sis for the statements of cash flows presented in paragraphs 131 and 132:

COMPANY M
CONSOLIDATED STATEMENT OF FINANCIAL POSITION

1/1/X1 12/31/X1 Change

Assets:
Cash and cash equivalents $ 600 $ 1,665 $1,065
Accounts receivable (net of allowance for losses
of $600 and $450) 1,770 1,940 170

Notes receivable 400 150 (250)
Inventory 1,230 1,375 145
Prepaid expenses 110 135 25
Investments 250 275 25
Property, plant, and equipment, at cost 6,460 8,460 2,000
Accumulated depreciation (2,100) (2,300) (200)

Property, plant, and equipment, net 4,360 6,160 1,800
Intangible assets 40 175 135

Total assets $ 8,760 $11,875 $3,115

Liabilities:
Accounts payable and accrued expenses $ 1,085 $ 1,090 $ 5
Interest payable 30 45 15
Income taxes payable 50 85 35
Short-term debt 450 750 300
Lease obligation — 725 725
Long-term debt 2,150 2,425 275
Deferred taxes 375 525 150
Other liabilities 225 275 50

Total liabilities 4,365 5,920 1,555

Stockholders’ equity:
Capital stock 2,000 3,000 1,000
Retained earnings 2,395 2,955 560

Total stockholders’ equity 4,395 5,955 1,560

Total liabilities and stockholders’ equity $ 8,760 $11,875 $3,115
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COMPANY M
CONSOLIDATED STATEMENT OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 19X1

Sales $ 13,965
Cost of sales (10,290)
Depreciation and amortization (445)
Selling, general, and administrative expenses (1,890)
Interest expense (235)
Equity in earnings of affiliate 45
Gain on sale of facility 80
Interest income 55
Insurance proceeds 15
Loss from patent infringement lawsuit (30)

Income before income taxes 1,270
Provision for income taxes (510)

Net income $ 760
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134. The following transactions were entered into by
Company M during 19X1 and are reflected in the
above financial statements:

a. Company M wrote off $350 of accounts receiv-
able when a customer filed for bankruptcy.Apro-
vision for losses on accounts receivable of $200
was included in Company M’s selling, general,
and administrative expenses.

b. Company M collected the third and final annual
installment payment of $100 on a note receivable
for the sale of inventory and collected the third of
four annual installment payments of $150 each
on a note receivable for the sale of a plant. Inter-
est on these notes through December 31 totaling
$55 was also collected.

c. Company M received a dividend of $20 from an
affiliate accounted for under the equity method of
accounting.

d. Company M sold a facility with a book value of
$520 and an original cost of $750 for $600 cash.

e. Company M constructed a new facility for its
own use and placed it in service. Accumulated
expenditures during the year of $1,000 included
capitalized interest of $10.

f. Company M entered into a capital lease for new
equipment with a fair value of $850. Principal
payments under the lease obligation totaled $125.

g. Company M purchased all of the capital stock of
Company S for $950 in a business combination.
The fair values of Company S’s assets and liabili-
ties at the date of acquisition are presented below:

Cash $ 25
Accounts receivable 155
Inventory 350
Property, plant, and equipment 900
Patents 80
Goodwill 70
Accounts payable and accrued expenses (255)
Long-term note payable (375)

Net assets acquired $ 950

h. Company M borrowed and repaid various
amounts under a line-of-credit agreement in
which borrowings are payable 30 days after
demand. The net increase during the year in the
amount borrowed against the line-of-credit
totaled $300.

i. Company M issued $400 of long-term debt
securities.

j. Company M’s provision for income taxes in-
cluded a deferred provision of $150.

k. Company M’s depreciation totaled $430, and
amortization of intangible assets totaled $15.

l. Company M’s selling, general, and administra-
tive expenses included an accrual for incentive
compensation of $50 that has been deferred by
executives until their retirement. The related obli-
gation was included in other liabilities.

m. Company M collected insurance proceeds of $15
from a business interruption claim that resulted
when a storm precluded shipment of inventory
for one week.

n. Company M paid $30 to settle a lawsuit for
patent infringement.

o. Company M issued $1,000 of additional com-
mon stock of which $500 was issued for cash and
$500 was issued upon conversion of long-term
debt.

p. Company M paid dividends of $200.
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135. Based on the financial data from the preceding example, the following computations illustrate a method
of indirectly determining cash received from customers and cash paid to suppliers and employees for use in a
statement of cash flows under the direct method.

Cash received from customers during the year:

Customer sales $13,965
Collection of installment payment for sale of inventory 100
Gross accounts receivable at beginning of year $ 2,370
Accounts receivable acquired in purchase of Company S 155
Accounts receivable written off (350)
Gross accounts receivable at end of year (2,390)

Excess of new accounts receivable over collections from customers (215)

Cash received from customers during the year $13,850

Cash paid to suppliers and employees during the year:

Cost of sales $10,290
General and administrative expenses $ 1,890
Expenses not requiring cash outlay (provision for uncollectible accounts
receivable) (200)

Net expenses requiring cash payments 1,690
Inventory at beginning of year (1,230)
Inventory acquired in purchase of Company S (350)
Inventory at end of year 1,375

Net decrease in inventory from Company M’s operations (205)

Adjustments for changes in related accruals:
Account balances at beginning of year

Accounts payable and accrued expenses $1,085
Other liabilities 225
Prepaid expenses (110)

Total 1,200

Accounts payable and accrued expenses acquired in purchase of
Company S 255

Account balances at end of year
Accounts payable and accrued expenses 1,090
Other liabilities 275
Prepaid expenses (135)

Total (1,230)

Additional cash payments not included in expense 225

Cash paid to suppliers and employees during the year $12,000
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Example 2

136. Presented below is a consolidating statement of cash flows for the year ended December 31, 19X1 for
Company F, a multinational U.S. corporation engaged principally in manufacturing activities, which has two
wholly owned foreign subsidiaries—SubsidiaryAand Subsidiary B. For SubsidiaryA, the local currency is the
functional currency. For Subsidiary B, which operates in a highly inflationary economy, the U.S. dollar is the
functional currency.

COMPANY F
CONSOLIDATING STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 19X1
Increase (Decrease) in Cash and Cash Equivalents

Parent
Company

Subsidiary
A

Subsidiary
B Eliminations Consolidated

Cash flows from operating activities:

Cash received from customers $ 4,610a $ 888a $ 561a $(430) $ 5,629

Cash paid to suppliers and employees (3,756)a (806)a (370)a 430 (4,502)

Interest paid (170) (86) (135) — (391)

Income taxes paid (158) (25) (21) — (204)

Interest and dividends received 57 — — (22) 35

Miscellaneous cash received (paid) — 45 (5) — 40

Net cash provided by operating activities 583 16 30 (22) 607

Cash flows from investing activities:

Proceeds from sale of equipment 150 116 14 — 280

Payments for purchase of equipment (450) (258) (15) — (723)

Net cash used in investing activities (300) (142) (1) — (443)

Cash flows from financing activities:

Proceeds from issuance of short-term debt 20 75 — — 95

Intercompany loan (15) — 15 — —

Proceeds from issuance of long-term debt — 165 — — 165

Repayment of long-term debt (200) (105) (35) — (340)

Payment of dividends (120) (22) — 22 (120)

Net cash provided by (used in) financing
activities (315) 113 (20) 22 (200)

Effect of exchange rate changes on cash — 9b (5)b — 4

Net change in cash and cash equivalents (32) (4) 4 — (32)

Cash and cash equivalents at beginning of year 255 15 5 — 275

Cash and cash equivalents at end of year $ 223 $ 11 $ 9 $ — $ 243

aThe computation of this amount is provided in paragraph 145.
bThe computation of this amount is provided in paragraph 146.
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Reconciliation of net income to net cash provided by operating activities:

Parent
Company

Subsidiary
A

Subsidiary
B Eliminations Consolidated

Net income $ 417 $ 50 $ (66) $(37) $ 364

Adjustments to reconcile net income to net
cash provided by operating activities:

Depreciation and amortization 350 85 90 — 525

(Gain) loss on sale of equipment (115) — 25 — (90)

Writedown of facility to net realizable value 50 — — — 50

Exchange gain — — (115) — (115)

Provision for deferred taxes 90 — — — 90

Increase in accounts receivable (85) (37) (9) — (131)

(Increase) decrease in inventory (80) (97) 107 15 (55)

Increase (decrease) in accounts payable and
accrued expenses (41) 16 (6) — (31)

Increase (decrease) in interest and taxes
payable (3) (1) 4 — —

Net cash provided by operating activities $ 583 $ 16 $ 30 $(22) $ 607

Disclosure of accounting policy:

Cash in excess of daily requirements is invested in marketable securities consisting of Treasury bills with
maturities of three months or less. Such investments are deemed to be cash equivalents for purposes of the
statement of cash flows.
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137. Summarized below is financial information for the current year for Company F, which provides the basis
for the statement of cash flows presented in paragraph 136.

COMPANY F
CONSOLIDATING STATEMENT OF FINANCIAL POSITION

DECEMBER 31, 19X1

Parent
Company

Subsidiary
A

Subsidiary
B Eliminations Consolidated

Assets:

Cash and cash equivalents $ 223 $ 11 $ 9 $ — $ 243

Accounts receivable 725 95 20 — 840

Intercompany loan receivable 15 — — (15) —

Inventory 630 281 96 (15) 992

Investments 730 — — (730) —

Property, plant, and equipment, net 3,305 1,441 816 — 5,562

Other assets 160 11 — — 171

Total assets $5,788 $1,839 $941 $(760) $7,808

Liabilities:

Accounts payable and accrued expenses $ 529 $ 135 $ 38 $ — $ 702

Interest payable 35 11 4 — 50

Taxes payable 45 5 2 — 52

Short-term debt 160 135 — — 295

Intercompany debt — — 15 (15) —

Long-term debt 1,100 315 40 — 1,455

Deferred taxes 342 — — — 342

Total liabilities 2,211 601 99 (15) 2,896

Stockholders’ equity:

Capital stock 550 455 275 (730) 550

Retained earnings 3,027 554 567 (15) 4,133

Cumulative translation adjustment — 229 — — 229

Total stockholders’ equity 3,577 1,238 842 (745) 4,912

Total liabilities and stockholders’ equity $5,788 $1,839 $941 $(760) $7,808
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COMPANY F
CONSOLIDATING STATEMENT OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 19X1

Parent
Company

Subsidiary
A

Subsidiary
B Eliminations Consolidated

Revenues $ 4,695 $ 925 $ 570 $(430) $ 5,760

Cost of sales (3,210) (615) (406) 415 (3,816)

Depreciation and amortization (350) (85) (90) — (525)

General and administrative expenses (425) (110) (65) — (600)

Interest expense (165) (90) (135) — (390)

Interest and dividend income 57 — — (22) 35

Gain (loss) on sale of equipment 115 — (25) — 90

Miscellaneous income (expense) (50) 45 (5) — (10)

Exchange gain — — 115 — 115

Income before income taxes 667 70 (41) (37) 659

Provision for income taxes (250) (20) (25) — (295)

Net income $ 417 $ 50 $ (66) $ (37) $ 364

138. The U.S. dollar equivalents of one unit of local currency applicable to Subsidiary A and to Subsidiary B
are as follows:

Subsidiary A Subsidiary B

1/1/X1 .40 .05
Weighted average .43 .03
12/31/X1 .45 .02

The computation of the weighted-average exchange rate for Subsidiary A excludes the effect of Subsidiary A’s
sale of inventory to the parent company at the beginning of the year discussed in paragraph 142(a).
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140. Statements of income in local currency and U.S. dollars for each of the foreign subsidiaries are presented
below.

STATEMENTS OF INCOME
FOR THE YEAR ENDED DECEMBER 31, 19X1

Subsidiary A Subsidiary B

Local
Currency

U.S.
Dollars

Local
Currency

U.S.
Dollars

Revenues LC2,179 $ 925a LC 19,000 $ 570
Cost of sales (1,458) (615)b (9,667) (406)
Depreciation and amortization (198) (85) (600) (90)
General and administrative expenses (256) (110) (2,167) (65)
Interest expense (209) (90) (4,500) (135)
Gain (loss) on sale of equipment –– — 150 (25)
Miscellaneous income (expense) 105 45 (167) (5)
Exchange gain — — — 115

Income before income taxes 163 70 2,049 (41)
Provision for income taxes (47) (20) (820) (25)

Net income LC 116 $ 50 LC1,229 $ (66)

aThis amount was computed as follows:

Sale to parent company at beginning of year LC400 @ .40 = $160

Sales to customers LC1,779 @ .43 = 765

Total sales in U.S. dollars $925
bThis amount was computed as follows:

Cost of sale to parent company at beginning of year LC400 @ .40 = $160

Cost of sales to customers LC1,058 @ .43 = 455

Total cost of sales in U.S. dollars $615
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141. The following transactions were entered into
during the year by the parent company and are re-
flected in the above financial statements:

a. The parent company invested cash in excess of
daily requirements in Treasury bills. Interest
earned on such investments totaled $35.

b. The parent company sold excess property with a
net book value of $35 for $150.

c. The parent company’s capital expenditures to-
taled $450.

d. The parent company wrote down to its estimated
net realizable value of $25 a facility with a net
book value of $75.

e. The parent company’s short-term debt consisted
of commercial paper with maturities not exceed-
ing 60 days.

f. The parent company repaid long-term notes of
$200.

g. The parent company’s depreciation totaled $340,
and amortization of intangible assets totaled $10.

h. The parent company’s provision for income taxes
included deferred taxes of $90.

i. Because of a change in product design, the parent
company purchased all of Subsidiary A’s begin-
ning inventory for its book value of $160. All of
the inventory was subsequently sold by the
parent company.

j. The parent company received a dividend of $22
from Subsidiary A. The dividend was credited to
the parent company’s income.

k. The parent company purchased from Subsid-
iary B $270 of merchandise of which $45 re-
mained in the parent company’s inventory at
year-end. Intercompany profit on the remaining
inventory totaled $15.

l. The parent company loaned $15, payable in U.S.
dollars, to Subsidiary B.

m. Company F paid dividends totaling $120 to
shareholders.

142. The following transactions were entered into
during the year by Subsidiary A and are reflected in
the above financial statements. The U.S. dollar
equivalent of the local currency amount based on the
exchange rate at the date of each transaction is in-
cluded. Except for the sale of inventory to the parent
company (transaction (a) below), Subsidiary A’s

sales and purchases and operating cash receipts and
payments occurred evenly throughout the year.

a. Because of a change in product design, Subsid-
iary A sold all of its beginning inventory to the
parent company for its book value of LC400
($160).

b. SubsidiaryAsold equipment for its book value of
LC275 ($116) and purchased new equipment at a
cost of LC600 ($258).

c. SubsidiaryAissued an additional LC175 ($75) of
30-day notes and renewed the notes at each matu-
rity date.

d. Subsidiary A issued long-term debt of LC400
($165) and repaid long-term debt of LC250
($105).

e. Subsidiary A paid a dividend to the parent com-
pany of LC50 ($22).

143. The following transactions were entered into
during the year by Subsidiary B and are reflected in
the above financial statements. The U.S. dollar
equivalent of the local currency amount based on the
exchange rate at the date of each transaction is in-
cluded. Subsidiary B’s sales and operating cash re-
ceipts and payments occurred evenly throughout the
year. For convenience, all purchases of inventory
were based on the weighted-average exchange rate
for the year. Subsidiary B uses the FIFO method of
inventory valuation.

a. Subsidiary B had sales to the parent company as
follows:

Local
Currency

U.S.
Dollars

Intercompany sales LC9,000 $ 270
Cost of sales (4,500) (180)

Gross profit LC4,500 $ 90

b. Subsidiary B sold equipment with a net book
value of LC200 ($39) for LC350 ($14). New
equipment was purchased at a cost of LC500
($15).

c. Subsidiary B borrowed $15 (LC500), payable in
U.S. dollars, from the parent company.

d. Subsidiary B repaid LC1,000 ($35) of long-term
debt.
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144. Statements of cash flows in the local currency and in U.S. dollars for Subsidiary A and Subsidiary B are
presented below.

STATEMENTS OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31, 19X1

Increase (Decrease) in Cash

Subsidiary A Subsidiary B

Local
Currency

U.S.
Dollars

Local
Currency

U.S.
Dollars

Cash flows from operating activities:
Cash received from customers LC2,094a $ 888a LC18,700a $ 561a

Cash paid to suppliers and employees (1,902)a (806)a (12,334)a (370)a

Interest paid (200) (86)b (4,500) (135)b

Income taxes paid (60) (25)b (700) (21)b

Miscellaneous receipts (payments) 105 (45)b (167) (5)b

Net cash provided by operating
activities 37 16 999 30

Cash flows from investing activities:
Proceeds from sale of equipment 275 116c 350 14c

Payments for purchase of equipment (600) (258)c (500) (15)c

Net cash used in investing activities (325) (142) (150) (1)

Cash flows from financing activities:
Net increase in short-term debt 175 75c –– —
Proceeds from intercompany loan — — 500 15c

Proceeds from issuance of long-term debt 400 165c — —
Repayment of long-term debt (250) (105)c (1,000) (35)c

Payment of dividends (50) (22)c — —

Net cash provided by (used in)
financing activities 275 113 (500) (20)

Effect of exchange rate changes on cash — 9d — (5)d

Net increase (decrease) in cash (13) (4) 349 4

Cash at beginning of year 38 15 100 5

Cash at end of year LC 25 $ 11 LC 449 $ 9

aThe computation of this amount is provided in paragraph 145.
bThis amount represents the U.S. dollar equivalent of the foreign currency cash flow based on the weighted-average exchange rate for the year.
cThis amount represents the U.S. dollar equivalent of the foreign currency cash flow based on the exchange rate in effect at the time of the cash
flow.
dThe computation of this amount is provided in paragraph 146.
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Reconciliation of net income to net cash provided by operating activities:

Subsidiary A Subsidiary B

Local
Currency

U.S.
Dollars

Local
Currency

U.S.
Dollars

Net income LC116 $ 50 LC1,229 $ (66)
Adjustments to reconcile net income to net
cash provided by operating activities:
Depreciation and amortization 198 85a 600 90b

(Gain) loss on sale of equipment — — (150) 25b

Exchange gain — — — (115)c

Increase in accounts receivable (85) (37)a (300) (9)a

Increase (decrease) in inventory (225) (97)a (300) 107d

Increase (decrease) in accounts payable
and accrued expenses 37 16a (200) (6)a

Increase (decrease) in interest and taxes
payable (4) (1)a 120 4a

Net cash provided by operating activities LC 37 $ 16 LC 999 $ 30

aThis amount represents the U.S. dollar equivalent of the foreign currency amount based on the weighted-average exchange rate for the year.
bThis amount represents the U.S. dollar equivalent of the foreign currency amount based on historical exchange rates.
cThis amount represents the exchange gain included in net income as a result of remeasuring subsidiary B’s financial statements from the local
currency to U.S. dollars.
dThis amount represents the difference between beginning and ending inventory after remeasurement into U.S. dollars based on historical
exchange rates.
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145. Presented below is the computation of cash received from customers and cash paid to suppliers and em-
ployees as reported in the consolidating statement of cash flows for Company F appearing in paragraph 136.

Subsidiary A Subsidiary B

Parent
Company

Local
Currency

U.S.
Dollars

Local
Currency

U.S.
Dollars

Cash received from customers
during the year:

Revenues $4,695 LC2,179 $925 LC19,000 $ 570
Increase in accounts receivable (85) (85) (37) (300) (9)

Cash received from customers $4,610 LC2,094 $888 LC18,700 $ 561

Cash paid to suppliers and
employees during the year:

Cost of sales $3,210 LC1,458 $615 LC 9,667 $ 406
Effect of exchange rate changes on
cost of sales — — — — (116)a

General and administrative expenses 425 256 110 2,167 65

Total operating expenses requiring
cash payments 3,635 1,714 725 11,834 355

Increase in inventory 80 225 97 300 9
(Increase) decrease in accounts
payable and accrued expenses 41 (37) (16) 200 6

Cash paid to suppliers and employees $3,756 LC1,902 $806 LC12,334 $ 370

aThis adjustment represents the difference between cost of sales remeasured at historical exchange rates ($406) and cost of sales translated based
on the weighted-average exchange rate for the year ($290). The adjustment is necessary because cash payments for inventory, which were made
evenly throughout the year, were based on the weighted-average exchange rate for the year.
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146. Presented below is the computation of the effect of exchange rate changes on cash for Subsidiary A and
Subsidiary B:

COMPUTATION OF EFFECT OF EXCHANGE RATE CHANGES ON CASH

Subsidiary A Subsidiary B

Effect on beginning cash balance:
Beginning cash balance in local currency LC 38 LC 100
Net change in exchange rate during the year × .05 × (.03)

Effect on beginning cash balance $ 2 $ (3)

Effect from operating activities during the year:
Cash provided by operating activities in local currency LC 37 LC 999
Year-end exchange rate × .45 × .02

Operating cash flows based on year-end exchange rate $ 16a $ 20
Operating cash flows reported in the statement of cash
flows 16 30

Effect from operating activities during the year 0 (10)

Effect from investing activities during the year:
Cash used in investing activities in local currency LC(325) LC(150)
Year-end exchange rate × .45 × .02

Investing cash flows based on year-end exchange rate $ (146) $ (3)
Investing cash flows reported in the statement of cash
flows (142) (1)

Effect from investing activities during the year (4) (2)

Effect from financing activities during the year:
Cash provided by (used in) financing activities in local
currency LC 275 LC(500)

Year-end exchange rate × .45 × .02

Financing cash flows based on year-end exchange rate $ 124 $ (10)
Financing cash flows reported in the statement of cash
flows 113 (20)

Effect from financing activities during the year 11 10

Effect of exchange rate changes on cash $ 9 $ (5)

aThis amount includes the effect of rounding.
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Example 3

147. Presented below is a statement of cash flows for Financial Institution, Inc., a U.S. corporation that pro-
vides a broad range of financial services. This statement of cash flows illustrates the direct method of present-
ing cash flows from operating activities, as encouraged in paragraph 27 of this Statement.

FINANCIAL INSTITUTION, INC.
STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 19X1

Cash flows from operating activities:
Interest received $ 5,350
Fees and commissions received 1,320
Proceeds from sales of trading securities 20,550
Purchase of trading securities (21,075)
Financing revenue received under leases 60
Interest paid (3,925)
Cash paid to suppliers and employees (795)
Income taxes paid (471)

Net cash provided by operating activities $ 1,014

Cash flows from investing activities:
Proceeds from sales of investment securities 2,225
Purchase of investment securities (4,000)
Net increase in credit card receivables (1,300)
Net decrease in customer loans with maturities of 3 months or less 2,250
Principal collected on longer term loans 26,550
Longer term loans made to customers (36,300)
Purchase of assets to be leased (1,500)
Principal payments received under leases 107
Capital expenditures (450)
Proceeds from sale of property, plant, and equipment 260

Net cash used in investing activities (12,158)

Cash flows from financing activities:
Net increase in demand deposits, NOW accounts, and savings accounts 3,000
Proceeds from sales of certificates of deposit 63,000
Payments for maturing certificates of deposit (61,000)
Net increase in federal funds purchased 4,500
Net increase in 90-day borrowings 50
Proceeds from issuance of nonrecourse debt 600
Principal payment on nonrecourse debt (20)
Proceeds from issuance of 6-month note 100
Proceeds from issuance of long-term debt 1,000
Repayment of long-term debt (200)
Proceeds from issuance of common stock 350
Payments to acquire treasury stock (175)
Dividends paid (240)

Net cash provided by financing activities 10,965

Net decrease in cash and cash equivalents (179)

Cash and cash equivalents at beginning of year 6,700

Cash and cash equivalents at end of year $ 6,521
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Reconciliation of net income to net cash provided by operating activities:

Net income $1,056
Adjustments to reconcile net income to net cash provided by operating activities:

Depreciation $ 100
Provision for probable credit losses 300
Provision for deferred taxes 58
Loss on sales of investment securities 75
Gain on sale of equipment (50)
Increase in trading securities (including unrealized appreciation of $25) (700)
Increase in taxes payable 175
Increase in interest receivable (150)
Increase in interest payable 75
Decrease in fees and commissions receivable 20
Increase in accrued expenses 55

Total adjustments (42)

Net cash provided by operating activities $1,014

Supplemental schedule of noncash investing and financing activities:

Conversion of long-term debt to common stock $ 500

Disclosure of accounting policy:

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from banks,
and federal funds sold. Generally, federal funds are purchased and sold for one-day periods.
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148. Summarized below is financial information for the current year for Financial Institution, Inc., which pro-
vides the basis for the statement of cash flows presented in paragraph 147:

FINANCIAL INSTITUTION, INC.
STATEMENT OF FINANCIAL POSITION

1/1/X1 12/31/X1 Change

Assets:
Cash and due from banks $ 4,400 $ 3,121 $ (1,279)
Federal funds sold 2,300 3,400 1,100

Total cash and cash equivalents 6,700 6,521 (179)

Trading securities 4,000 4,700 700
Investment securities 5,000 6,700 1,700
Credit card receivables 8,500 9,800 1,300
Loans 28,000 35,250 7,250
Allowance for credit losses (800) (850) (50)
Interest receivable 600 750 150
Fees and commissions receivable 60 40 (20)
Investment in direct financing lease — 421 421
Investment in leveraged lease — 392 392
Property, plant, and equipment, net 525 665 140

Total assets $52,585 $64,389 $11,804

Liabilities:
Deposits $38,000 $43,000 $ 5,000
Federal funds purchased 7,500 12,000 4,500
Short-term borrowings 1,200 1,350 150
Interest payable 350 425 75
Accrued expenses 275 330 55
Taxes payable 75 250 175
Dividends payable — 80 80
Long-term debt 2,000 2,300 300
Deferred taxes — 58 58

Total liabilities 49,400 59,793 10,393

Stockholders’ equity:
Common stock 1,250 2,100 850
Treasury stock — (175) (175)
Retained earnings 1,935 2,671 736

Total stockholders’ equity 3,185 4,596 1,411

Total liabilities and stockholders’ equity $52,585 $64,389 $11,804
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FINANCIAL INSTITUTION, INC.
STATEMENT OF OPERATIONS

FOR THE YEAR ENDED DECEMBER 31, 19X1

Revenues:
Interest income $5,500
Fees and commissions 1,300
Net gain on sales of trading and investment securities 75
Unrealized appreciation of trading securities 25
Lease income 60
Gain on sale of equipment 50

Total revenues $7,010
Expenses:

Interest expense 4,000
Provision for probable credit losses 300
Operating expenses 850
Depreciation 100

Total expenses 5,250

Income before income taxes 1,760

Provision for income taxes 704

Net income $1,056

149. The following transactions were entered into by
Financial Institution, Inc., during 19X1 and are re-
flected in the above financial statements:

a. Financial Institution sold trading securities with a
carrying value of $20,400 for $20,550 and pur-
chased trading securities for $21,075. Financial
Institution recorded unrealized appreciation on
trading securities of $25. Financial Institution
also sold investment securities with a book value
of $2,300 for $2,225 and purchased new invest-
ment securities for $4,000.

b. Financial Institution had a net decrease in short-
term loans receivable (those with original maturi-
ties of 3 months or less) of $2,250. Financial In-
stitution made longer term loans of $36,300 and
collected $26,550 on those loans. Financial Insti-
tution wrote off $250 of loans as uncollectible.

c. Financial Institution purchased property for $500
to be leased under a direct financing lease. The
first annual rental payment of $131 was collected.
The portion of the rental payment representing
interest income totaled $52.

d. Financial Institution purchased equipment for
$1,000 to be leased under a leveraged lease. The
cost of the leased asset was financed by an equity
investment of $400 and a long-term nonrecourse
bank loan of $600. The first annual rental pay-
ment of $90, of which $28 represented principal,
was collected and the first annual loan installment
of $74, of which $20 represented principal, was
paid. Pretax income of $8 was recorded.

e. Financial Institution purchased new property,
plant, and equipment for $450 and sold property,
plant, and equipment with a book value of $210
for $260.
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f. Customer deposits with Financial Institution consisted of the following:

1/1/X1 12/31/X1 Increase

Demand deposits $ 8,000 $ 8,600 $ 600
NOW accounts and savings accounts 15,200 17,600 2,400
Certificates of deposit 14,800 16,800 2,000

Total deposits $38,000 $43,000 $5,000

Sales of certificates of deposit during the year to-
taled $63,000; certificates of deposit with princi-
pal amounts totaling $61,000 matured. For pre-
sentation in the statement of cash flows, Financial
Institution chose to report gross cash receipts and
payments for both certificates of deposit with ma-
turities of three months or less and those with ma-
turities of more than three months.

g. Short-term borrowing activity for Financial Insti-
tution consisted of repayment of a $200 90-day
note and issuance of a 90-day note for $250 and a
6-month note for $100.

h. Financial Institution repaid $200 of long-term
debt and issued 5-year notes for $600 and
10-year notes for $400.

i. Financial Institution issued $850 of common
stock, $500 of which was issued upon conversion
of long-term debt and $350 of which was issued
for cash.

j. Financial Institution acquired $175 of treasury
stock.

k. Financial Institution declared dividends of $320.
The fourth quarter dividend of $80 was payable
the following January.

l. Financial Institution’s provision for income taxes
included a deferred provision of $58.

m. In accordance with paragraph 7, footnote 1, of
this Statement, interest aid includes amounts
credited directly to demand deposit, NOW, and
savings accounts.

Appendix D

AMENDMENTS TO EXISTING
PRONOUNCEMENTS

150. This Statement supersedes Opinion 19 and
the three AICPA Accounting Interpretations of
Opinion 19.

151. This Statement amends the following pro-
nouncements as follows:

a. APB Opinion No. 28, Interim Financial Report-
ing. In paragraph 33, the two references to the
phrase funds flow data are replaced by the phrase
cash flow data.

b. FASB Statement No. 7, Accounting and Report-
ing by Development Stage Enterprises. In para-
graph 11(c), the phrase A statement of changes in
financial position, showing the sources and uses
of financial resources is replaced by the phrase
A statement of cash flows, showing the cash in-
flows and cash outflows. Footnote 8 is deleted.

152. Many pronouncements issued by the Account-
ing Principles Board (APB) and the FASB contain
references to the phrase (a) a complete set of financial
statements that present financial position, results of
operations, and changes in financial position,
(b) statement of changes in financial position, or
(c) changes in financial position. All such references
appearing in paragraphs that establish standards or
the scope of a pronouncement are hereby replaced by
references to the phrase (a) a complete set of financial
statements that present financial position, results of
operations, and cash flows, (b) statement of cash
flows, or (c) cash flows, respectively. That conclusion
requires amendments to the following existing
pronouncements:

a. APB Opinion No. 20, Accounting Changes,
paragraph 3.

b. APB Opinion No. 22, Disclosure of Accounting
Policies, paragraphs 6, 7, 8, and 12.

c. Opinion 28, paragraph 2.
d. Statement 7, paragraph 10.
e. FASB Statement No. 14, Financial Reporting for

Segments of a Business Enterprise, paragraphs 3
and 7 (as amended by FASB Statement No. 24,
Reporting Segment Information in Financial
Statements That Are Presented in Another Enter-
prise’s Financial Report).
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f. Statement 24, paragraphs 1 and 5 and footnote 2.
g. FASB Statement No. 69, Disclosures about Oil

and Gas Producing Activities, footnote 3.
h. FASB Technical Bulletin No. 82-1, Disclosure of

the Sale or Purchase of Tax Benefits through Tax
Leases, paragraph 4.

153. Some pronouncements issued by the APB or
FASB contain references to the phrase (a) a complete
set of financial statements, (b) a full set of financial
statements, or (c) a complete set of annual financial
statements without a specific reference to the phrase
changes in financial position. Because this Statement
redefines what constitutes a complete or full set of
financial statements, this Statement effectively

amends the intent of those pronouncements even
though the terminology in those pronouncements
was not changed. The affected pronouncements are
as follows:

a. Statement 7, footnote 6.
b. FASB Statement No. 21, Suspension of the Re-

porting of Earnings per Share and Segment In-
formation by Nonpublic Enterprises, footnote 4.

c. FASB Statement No. 36, Disclosure of Pension
Information, paragraph 8.

d. FASB Statement No. 57, Related Party Disclo-
sures, footnote 2.

e. Statement 69, paragraphs 7, 8, and 41.
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