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Introduction

The presentation of the statement of cash flows is a fundamental component of financial reporting,
providing insights into a company's liquidity, solvency, and overall financial health. When preparing
this statement, companies can choose between two primary methods: the direct method and the
indirect method. The indirect method is more commonly used due to its simplicity and the ease of
reconciling net income to cash flows from operating activities. A common point of confusion among
students and professionals is understanding how non-cash expenses, particularly depreciation, are
treated within this framework. This article explores the role of depreciation in the indirect method,
clarifying whether the statement is true or false regarding depreciation's treatment.

Understanding the Statement of Cash Flows

The Purpose of the Statement

The statement of cash flows aims to provide detailed information about cash inflows and outflows
over a specific period. It is divided into three sections:

e Operating Activities
e Investing Activities

e Financing Activities

The focus here is on operational cash flows, which are crucial for assessing ongoing business
performance.

Methods of Presentation

There are two methods for presenting cash flows from operating activities:

1. Direct Method: Lists actual cash receipts and payments during the period.



2. Indirect Method: Starts with net income and adjusts for non-cash transactions and changes in
working capital.

While both methods arrive at the same net cash provided by operating activities, the indirect method
is more prevalent due to its efficiency and reliance on existing financial statement data.

Depreciation: An Overview

What is Depreciation?

Depreciation is a systematic allocation of the cost of a tangible fixed asset over its useful life. It
reflects the consumption of the asset's economic benefits over time and is recorded as an expense on
the income statement.

Why is Depreciation a Non-Cash Expense?

Depreciation does not involve any cash outflow during the period it is recognized. Instead, it is an
accounting entry that reduces the book value of an asset on the balance sheet and appears as an
expense on the income statement.

Implications for Cash Flow Statements

Since depreciation does not directly affect cash, it must be adjusted for when reconciling net income
to net cash flows from operating activities, especially in the indirect method.

Depreciation in the Indirect Method

Role of Depreciation in Cash Flow Reconciliation

In the indirect method, the starting point is net income, which already includes depreciation as an
expense. Because depreciation is a non-cash charge, it needs to be added back to net income to
arrive at net cash provided by operating activities.

Step-by-Step Adjustment Process

The typical process involves:
e Starting with net income from the income statement.

e Adding back depreciation and amortization expenses.



e Adjusting for changes in working capital components such as accounts receivable, inventories,
and accounts payable.

Sample lllustration

Suppose a company reports:

- Net income: $100,000

- Depreciation expense: $20,000

- Increase in accounts receivable: $5,000
- Decrease in inventories: $3,000

- Increase in accounts payable: $2,000

The operating cash flow calculation would be:
- Start with net income: $100,000

- Add depreciation: +$20,000

- Adjust for working capital changes:

- Accounts receivable increase: -$5,000

- Inventories decrease: +$3,000

- Accounts payable increase: +$2,000

Net cash from operating activities = $100,000 + $20,000 - $5,000 + $3,000 + $2,000 = $120,000

Is the Statement True or False?

True Statement

The statement "When A Company Uses The Indirect Method To Present The Statement Of Cash Flows,
Depreciation" is generally considered true because:

- Depreciation is a non-cash expense that appears on the income statement.

- When preparing the cash flows statement via the indirect method, depreciation is added back to net
income.

- This adjustment ensures that the cash flow statement reflects actual cash movements, isolating non-
cash expenses.

Clarification of the Statement

To clarify, the full statement might be:

"When a company uses the indirect method to present the statement of cash flows, depreciation is
added back to net income."

This is true because depreciation reduces net income but does not involve cash outflow, so it must be
adjusted for in the reconciliation.



Why is Depreciation Treated This Way?

The Rationale Behind Adding Back Depreciation

Since depreciation expense reduces net income but does not affect cash, failing to add it back would
underestimate the company's cash flows from operating activities. It is a non-cash charge, and the
purpose of the cash flow statement is to show actual cash generated or used by operating activities.

Impact on Financial Analysis

Proper adjustment for depreciation ensures:

- Accurate assessment of cash-generating ability.

- Better comparison across periods and companies.
- Clearer understanding of operational efficiency.

Common Misconceptions and Clarifications

Misconception 1: Depreciation Should Be Deducted From Cash
Flows

- False: Since depreciation is non-cash, it is added back, not deducted, in the indirect method.

Misconception 2: Depreciation Affects Cash Directly

- False: Depreciation affects net income but has no direct impact on cash flows during the period.

Misconception 3: Depreciation Is Only Adjusted for in the
Operating Section

- While primarily adjusted in the operating section, depreciation can also influence investing activities
if it pertains to asset disposals or impairments.

Conclusion

In summary, the statement "When A Company Uses The Indirect Method To Present The Statement Of
Cash Flows, Depreciation" is true in the context that depreciation, as a non-cash expense, is added
back to net income during the reconciliation process. This adjustment ensures that the cash flow
statement accurately reflects the company's cash-generating activities, excluding non-cash
accounting entries. Recognizing this treatment is fundamental for accurate financial analysis,
understanding cash flow dynamics, and making informed business decisions.



Properly accounting for depreciation in the indirect method underscores the importance of
understanding non-cash expenses and their impact on financial statements. It also highlights the
necessity for users of financial reports to interpret net income with adjustments that reflect real cash
movements, enabling a more comprehensive view of a company's liquidity position.

Frequently Asked Questions

True or False: When a company uses the indirect method for
the statement of cash flows, depreciation expense is added
back to net income.

True. Depreciation is a non-cash expense and is added back to net income in the indirect method to
reconcile net income to cash flows from operating activities.

True or False: Under the indirect method, depreciation
decreases the cash flows from operating activities.

False. Depreciation does not directly affect cash flows; it is added back to net income because it is a
non-cash expense.

True or False: The indirect method adjusts net income for
non-cash items like depreciation to calculate cash flows from
operating activities.

True. Adjustments for non-cash expenses such as depreciation are essential in the indirect method.

True or False: Using the indirect method, depreciation
expense has no impact on the calculation of cash flows from
investing activities.

True. Depreciation is an operating expense; it affects operating cash flows but does not directly
impact investing activities.

True or False: When using the indirect method, the
depreciation expense is deducted from net income to arrive at
cash flows from operating activities.

False. Depreciation expense is added back to net income, not deducted, in the indirect method.



Additional Resources

True/False. When A Company Uses The Indirect Method To Present The Statement Of Cash Flows,
Depreciation is a topic that often confuses accounting students and professionals alike.
Understanding how depreciation impacts the statement of cash flows, especially when the indirect
method is employed, is crucial for accurate financial analysis and reporting. This article aims to
dissect this subject comprehensively, offering clarity on the mechanics, implications, and nuances
involved in presenting depreciation within the indirect method of cash flow statements.

Introduction to the Statement of Cash Flows and the
Indirect Method

The statement of cash flows is a fundamental financial report that provides insights into a company's
liquidity, solvency, and overall financial health. It categorizes cash activities into three sections:
operating, investing, and financing activities. The indirect method is one of the two primary ways to
prepare the operating activities section, with the other being the direct method.

The indirect method starts with net income and adjusts it for non-cash items and changes in working
capital. These adjustments include depreciation, amortization, gains or losses on sales of assets, and
changes in receivables, payables, inventories, among others. This approach is favored primarily
because it links net income to net cash provided by operating activities, providing a reconciliation that
many find helpful for analysis.

Understanding Depreciation and Its Role in Financial
Reporting

Depreciation is a non-cash expense that allocates the cost of tangible fixed assets over their useful
life. It reflects the consumption of an asset's economic benefits over time. In financial statements,
depreciation reduces reported net income but does not involve an actual cash outflow during the
period it is recorded.

Key features of depreciation include:

- Non-cash expense: It affects net income but does not impact cash flows directly.

- Tax implications: Depreciation can reduce taxable income, thus reducing tax liabilities.

- Asset valuation: It helps reflect the asset's declining value over time and provides a more accurate
picture of asset worth.



Depreciation in the Context of the Indirect Method

When preparing the statement of cash flows using the indirect method, depreciation plays a pivotal
role. Since it is a non-cash expense, it must be added back to net income to arrive at cash flows from
operating activities. This adjustment ensures that the cash flow statement accurately reflects actual
cash movements, avoiding distortions caused by accounting entries that do not involve cash.

How depreciation is handled in the indirect method:

- Start with net income, which already deducts depreciation.

- Add back depreciation expense to net income.

- Adjust for any related tax effects if necessary (though typically, tax effects are incorporated
elsewhere).

Implication:
- The addition of depreciation increases the operating cash flow figure, portraying a higher cash inflow
from operations than net income alone would suggest.

True or False: The Impact of Depreciation When Using
the Indirect Method

Statement: When a company uses the indirect method to prepare its statement of cash flows,
depreciation is added back to net income because it is a non-cash expense.

Evaluation:

- True. This statement is accurate. Under the indirect method, depreciation is added back because it
reduces net income but does not involve an actual cash outflow during the period. Adding it back
restores the cash flow figure to reflect the cash generated from operations.

However, some misconceptions exist:

- Depreciation is not a source of cash, so it should not be considered when calculating cash inflows or
outflows directly.

- The adjustment ensures that the cash flow statement reflects actual cash movements, not
accounting entries.

Advantages of Using the Indirect Method with
Depreciation

Utilizing the indirect method for presenting the statement of cash flows offers several benefits,
especially concerning depreciation:



- Ease of Preparation: Since net income already includes depreciation, it simplifies the process—just
add back depreciation to net income.

- Link to Net Income: Provides a clear reconciliation between net income and cash flows from
operating activities, helping analysts understand the differences caused by non-cash expenses.

- Consistency: Many companies prefer this method as it aligns with accrual accounting and is easier to
prepare using existing financial statements.

Features and benefits:

- Highlights non-cash expenses like depreciation, amortization, and impairments.

- Facilitates comparisons across periods by adjusting net income.

- Requires less detailed data than the direct method, which involves listing all cash receipts and
payments.

Limitations and Drawbacks

While the indirect method has its advantages, it also presents limitations concerning depreciation:

- Less Transparency: The indirect method does not directly show cash flows from specific operating
activities, which can obscure understanding of cash-generating efficiency.

- Potential for Misinterpretation: Relying solely on adjustments like depreciation can sometimes mask
underlying operational issues.

- Complex Adjustments for Asset Sales: When assets are sold, gains or losses impact net income but
do not directly appear in cash flows, requiring careful reconciliation.

Specific to depreciation:

- Since depreciation is a non-cash expense, its addition back does not provide insights into actual
cash outflows related to asset replacement or maintenance.

- Overreliance on depreciation adjustments might lead to misjudging a company's cash position if
other factors are not considered.

Practical Examples and Scenarios

Example 1: Basic Depreciation Adjustment
Suppose a company reports:

- Net income: $100,000

- Depreciation expense: $20,000

Operating cash flows calculation:

Starting with net income:
- $100,000



Add back depreciation:
- +$20,000

Adjustments for changes in working capital (not detailed here):

Result:
- Operating cash flows = $120,000

This straightforward example illustrates how depreciation is added back to net income to arrive at
cash flows from operating activities when using the indirect method.

Special Cases and Considerations

1. Accelerated Depreciation Methods:

Companies employing accelerated depreciation (like MACRS or double declining balance) will have
higher depreciation expenses in the early years of an asset’s life. This impacts cash flow calculations
by increasing the amount added back in the indirect method, potentially inflating cash flow figures
temporarily.

2. Asset Disposal and Depreciation:

When an asset is sold, depreciation accumulated over its useful life affects the book value and gains
or losses on sale. These gains or losses are adjusted separately in the cash flow statement, but
depreciation still influences net income and thus the indirect method adjustments.

3. Impairments and Write-downs:
Non-cash impairments or asset write-downs also affect net income and need to be adjusted similarly
to depreciation when preparing cash flows using the indirect method.

Conclusion

In summary, True/False. When A Company Uses The Indirect Method To Present The Statement Of
Cash Flows, Depreciation is unequivocally true. Depreciation is a non-cash expense that must be
added back to net income under the indirect method to accurately reflect cash flows from operating
activities. This adjustment ensures that the cash flow statement aligns with actual cash movements,
providing a clearer picture of a company's liquidity position.

Key takeaways include:

- Depreciation is essential in reconciling net income with cash flows.

- The indirect method simplifies cash flow reporting by starting with net income and adjusting for non-
cash expenses like depreciation.

- While advantageous in ease and linkage to net income, it can obscure detailed cash flow insights
from specific operating activities.



Understanding the role of depreciation within this context is vital for analysts, auditors, and financial
managers. It ensures accurate interpretation of financial health and operational efficiency, aiding in
better decision-making and stakeholder communication.

Final thoughts:

Choosing between the indirect and direct methods depends on the company's reporting preferences,
regulatory requirements, and the need for transparency. However, regardless of the method,
recognizing the impact of non-cash expenses such as depreciation remains critical for truthful and
meaningful financial analysis.
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