
Journal of Forensic and Investigative Accounting 

Volume 12: Issue 3, Special Issue 2020 

 

452 

*The authors are, respectively, Peter S Knox III Distinguished Chair of Accounting at Augusta University and C&BA Endowed 

Professor and PwC Fellow at University of Alabama. 

 

 

The Indirect Method—A Valuable Fraud Detection Tool 

Michael Dugan 

Gary Taylor* 

 

Introduction 

Several cash flow ratios can be indicative of fraud; however, understanding the indirect method of preparing the 

operating activities section of the statement of cash flows is required to understand why these ratios can be indicative of 

fraudulent activity. One such ratio is net income to operating cash flows. Lee, Ingram, and Howard (1999) suggest that a 

positive relationship exists between the difference in a firm’s net income and operating cash flow amounts, including the 

likelihood of financial statement fraud. Lee et al. (1999) provide evidence that although a difference between operating cash 

flows and earnings can be expected because operating cash flows and earnings do not necessarily converge even over long 

windows (Ingram and Lee 1997), firms committing fraud are more likely to experience extreme differences between 

operating cash flows and earnings. This extreme difference arises from the overstatement of income. 

Teaching the indirect method approach to the statement of cash flows can be a challenge. Students at the 

introductory and intermediate levels often resort to memorizing the direction of the reconciliation adjustments, as opposed 

to possessing a conceptual understanding of the underlying constructs requiring the adjustments. However, this conceptual 

understanding is an essential analytical tool for auditors in determining the sources of differences between net income and 

operating cash flow, which may be indicators of potential fraud. This article’s two objectives are to: (1) explore more 

carefully and completely the indirect method of the statement of cash flows and (2) provide a framework for teaching a 

conceptual understanding of the adjustments underlying the method, which will aid auditors and forensic accountants in 

identifying fraud. 

Current editions of leading intermediate textbooks, such as by Kieso, Weygandt, and Warfield  (2019), do not 

include a complete description of the indirect method as a reconciliation process. Students should have a written version of 

the complete reconciliation prior to class discussion to provide the basis for them to understand the conceptual nature of the 

adjustment process. Fundamentally, the objective of a reconciliation is to explain the sources of differences between two 

amounts. The first example of a reconciliation to which accounting students are often exposed is bank reconciliations. The 

simplest bank reconciliation starts with either the bank or book balance of cash. The reconciling items are then identified to 

match the other balance (either the bank or book balance of cash). This form of bank reconciliation provides, through a 

series of adjustments, an explanation of the sources of difference between two amounts—the firm’s cash balance per the 

bank statement and its cash balance per its ledger account. 

Similarly, the objective of the indirect method is to explain the sources of difference between accrual-basis net 

income and operating cash flow. Similar to the bank reconciliation, the indirect method of the statement of cash flows 

provides, through a series of adjustments to net income, an explanation of the sources of differences between two amounts—

accrual net income (starting point) and cash flow from operating activities. For a reconciling adjustment to be required, the 

item must currently affect either net income or operating cash flows, but not the other. Stated another way, an adjustment is 

required under the indirect method when the item either, 

(1) affects current period net income but not current period operating cash flow, or 

(2) affects current period operating cash flow but not current period net income. 

In contrast to this reconciliation explanation, Kieso et al. (2019) state the following: 

“The indirect method (or reconciliation method) starts with net income and converts it to net cash flow from operating 

activities. In other words, the indirect method adjusts net income for items that affected reported net income but did not 
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affect cash. To compute net cash flow from operating activities, a company adds back noncash charges in the income 

statement to net income and deducts noncash credits.” 

Kieso et al. (2019) focus their discussion on the first type of adjustment. However, understanding both types of 

scenarios is critical to the development of a conceptual understanding of the adjustment process. We found that students 

find this second type of reconciliation adjustment to be the more difficult to understand conceptually. An example of the 

second type of adjustment occurs when unearned revenue increases during the current period. An adjustment is required 

because the increase represents a current period operating cash inflow that does not affect current period net income. 

Accordingly, in the reconciliation process, the operating cash inflow that has not been earned (an increase in an unearned 

cash flow item) must be added to the firm’s current period net income.  

Kieso et al. (2019) discuss the importance of understanding the reconciliation items in their “What Do the Numbers 

Mean” section. In this section, Kieso et al. provide an example where the increase in operating cash flows associated with 

a decrease in accounts receivable is attributable to the factoring of receivables. Memorizing that decreases in current assets 

are an addition to net income tends to result in students not questioning the source of the change in the accounts receivable 

and whether the source of the change was reasonable or not. 

Lee et al. (1999) note that the earnings to cash flow ratio may be a useful indicator of fraud. For example, 64 percent 

of the fraud firms in their sample had at least one year prior to the fraud discovery in which the firm’s earnings to cash flow 

ratio was in the 90th percentile of the earnings to cash flow ratio for non-fraud firms. Evaluating a cross-sectional time-

series analysis of a firm’s earnings to operating cash flow ratio during analytical procedures may raise questions that need 

to be addressed. A firm with an increasing ratio or whose ratio is consistently in the upper percentile when compared to 

other firms may suggest that the auditor and forensic accountant need to perform additional fraud-related procedures. 

HealthSouth may have recorded up to $4.6 billion of fraudulent activities between 1992 and 2002 (Freudenheim 

2004). In the case of HealthSouth, one reason management was able to commit the fraud for so long is that many members 

of the executive team were former members of EY. Their experience as auditors allowed management to craft fraudulent 

transactions that had a low probability of being investigated by EY. For example, many of the transactions were kept below 

EY’s materiality threshold of $5,000 (Hamilton 2020). Although these individual transactions were below the threshold, an 

analysis of companywide trends such as the income to cash flow ratio may have provided additional warning signs regarding 

the fraudulent financial statements. 

The cash flow margin ratio (operating cash flow to sales) may provide insights into fraudulent behavior. Because 

one would expect sales and cash flows to move in the same direction, significant year-over-year differences in this ratio 

may require further investigation by an external or internal auditor. For example, firms may create fraudulent sales and 

related accounts receivables to claim they have the necessary working capital to obtain necessary debt capital. While 

described in more detail below, as the accounts receivable age, they would be written off, and the firm would not receive 

cash from the fictitious sale. Analyzing a cross-sectional time-series of the cash flow margin ratio can lead auditors or 

accountants to inquire as to the nature of these trends, which may uncover the fraud. 

These ratios also can aid with detecting theft, especially in smaller companies. Because many of these types of 

companies are small private firms, they may not be required to and therefore do not prepare a statement of cash flows. 

Auditors or forensic accountants could find it worthwhile to create this statement to understand the relationships between 

earnings, sales, and cash flows. Above, we provided brief examples of how ratios can be used to identify situations when 

management is committing fraud; however, these ratios also may be useful in identifying employee theft even when 

management is not “cooking the books.” For example, auditors or accountants may identify theft of cash by analyzing these 

and similar types of ratios. To reconcile the statement of cash flows to the beginning and ending cash, bookkeepers are 

required to create fraudulent transactions to reduce cash. Auditors can identify this type of activity through a time-series 

analysis of sales to operating cash flows. An inquiry by auditors or forensic accountants to identify the reasons for an unusual 

decline in this ratio is thus justified. 

The remainder of this research proceeds as follows: A teaching methodology immediately follows the introduction. 

The teaching methodology can be used by both academics and practitioners in the classroom and firm training sessions. 

This section’s purpose is to identify a way to better understand the reconciliation process to ask appropriate questions when 

ratio analysis suggests something may be amiss. Following the teaching methodology section, we present examples 

highlighting how pertinent operating cash flow ratios may be used to indicate whether or not fraud or theft has occurred. 
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Teaching Methodology 

The timeline for the following example is presented in Figure 1. We calculate operating cash flows for Period 2 and 

identify six reconciling items for Period 2’s net income to arrive at Period 2’s operating cash flows. To perform the 

reconciliation, we begin with the accrual-based net income for Period 2. The first reconciling item is those noncash expenses 

(noncash expenses) that do not have a related effect on operating cash. The two most common noncash expenses are 

depreciation and amortization expenses. The journal entry to record depreciation expense is a debit to depreciation expense 

and a credit to accumulated depreciation. Although this journal entry reduces net income—via depreciation expense—there 

is no related effect on operating cash flow. Thus, the first reconciling item is an addition to net income for the noncash 

expenses that have been recorded in Period 2’s net income. The expenses reduced net income, so, to eliminate their effect 

on operating cash flows, they must be added back to Period 2’s net income. [See Figure 1, pg. 460] 

The following example (detailed in Table 1) provides insights into this reconciling item. Assume the company does 

not have any credit sales—all sales are cash. Total sales for Period 2 are $100. The company has no expenses or cash 

disbursements except for the depreciation expense. Period 2’s depreciation expense is $25. Period 2’s accrual-based net 

income is $75 ($100–$25). However, the cash from operating activities in Period 2 is the $100 of cash receipts generated 

from the period’s cash sales. The reconciling item of depreciation expense is added to net income to arrive at the period’s 

operating cash flows. [See Table 1, pg. 465] 

The second reconciling item is the subtraction of gains and the addition of losses related to the sale of long-term 

assets to net income (see Table 2). It is important to note that these gains and losses are directly attributable to accounting 

depreciation expenses being a process of cost allocation and not market valuation. These gains (losses) do not represent a 

situation where the asset is sold for more (less) than the asset’s market value. For depreciable long-term assets, the 

depreciation expense increases accumulated depreciation. The difference between the cost and accumulated depreciation is 

the net book value. Economic depreciation determines the market value of the long-term asset. The difference between the 

net book value and the market value (what the asset was sold for) represents the gain or loss. But this gain or loss only 

represents the difference between the accountant’s estimate of accumulated depreciation and the reduction of the economic 

value over the life of the asset. In other words, the gain (loss) represents the situation where the accountant had not 

depreciated enough (depreciated too much) relative to economic value over the life of the asset. 

Disposing of a long-term asset when operating cash flow is not received in the disposal results in a loss. The loss 

reduces net income. However, operating cash flow was not received during the disposal process. Therefore, there was a 

reduction in net income with no corresponding change to operating cash flow. The reconciling item is then an addition to 

cash.1 

The following discussion provides a clear example of why a loss is a noncash transaction. As an example, assume 

the company only has cash sales ($100) during Period 2. During Period 2, the company purchased (for $40) and disposed 

of a long-term asset (for example, a truck). Cash was not received in the disposal. The company recorded $10 of accounting 

depreciation in Period 2 related to this long-term asset, but the economic depreciation was $40. The asset had a net book 

value of $30 per the company’s books but had no economic value. Period 2 net income is the difference between cash sales 

of $100, depreciation expenses of $10, and a $30 loss on disposal, for a total of $60. In this example, the cash flow from 

operating activities for Period 2 is still $100. The two reconciling items—depreciation and loss on disposal—must be added 

back to net income to arrive at operating cash flows. This example also shows that the loss recorded on the income statement 

is only the difference between the accounting and economic depreciation expense. Finally, it is important to note that any 

cash received from the disposal is included as an inflow in the investing section of the statement of cash flows because 

companies are not in the business of selling their long-term assets. [See Table 2, pg. 465] 

The final four reconciling items represent an analysis of current assets and current liabilities. In the following 

discussion, we calculate the operating cash flow in Period 2. We identify reconciling items three and four from an analysis 

of current assets. Accrued revenues and deferred expenses are examples of current assets that may contain timing differences 

when the revenue/expense is recorded for accrual accounting purposes and when cash is received/disbursed when 

calculating operating cash flows. Accrued revenues occur when the revenue is recorded in the current period, but the 

 
1 The cash associated from the sale of the long-term asset is included in the investing activities section of the statement of 

cash flows. 
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operating cash flow is received in a future period. Accounts receivable is an example of this type of asset. In Figure 1, a sale 

recognized in Period 1, for which the cash is not received until Period 2, results in an accounts receivable at Year End (YE) 

1. This sale does not affect net income in Period 2, yet the operating cash flows are increased from the collection of the 

accounts receivable. In other words, collecting cash from a prior period sale results in a reconciling item that increases the 

current period’s net income. Current period sales that are not collected by the end of the period result in another reconciling 

item. Recording an uncollected sale in Period 2 increases Period 2 net income but does not have an operating cash flow 

effect. Therefore, current period sales represent a reconciling item that decreases net income to arrive at current period 

operating cash flows. The increase/decrease in accounts receivable represents the combination of these two effects—

collecting prior period sales decreases accounts receivable but is a positive reconciling item, and uncollected current period 

sales increase accounts receivable but are a negative reconciling item. 

Figure 2 and Table 3 provide a detailed example. Assume that there were $15 of credit sales in Period 1 collected 

in Period 2. There were $45 of credit sales in Period 2 that will not be collected until Period 3. Finally, there were $100 of 

cash sales in Period 2. For the purpose of this example, assume there were no other expenses or cash disbursements. Period 

2 net income ($145) represents the sum of $100 of Period 2 cash sales and $45 of credit sales. Period 2 cash flow from 

operating activities ($115) is the sum of the Period 2 cash sales ($100) and Period 1 credit sales collected in Period 2 ($15). 

The increase in accounts receivable from the end of Period 1 to the end of Period 2 is $30. The traditional approach to the 

teaching of the indirect method of the statement of cash flows is to require a subtraction from net income for the increase in 

accounts receivables. However, this approach obscures the fact that the difference in accounts receivable represents the sum 

of two effects. The first is the receipt of Period 1 credit sales collected in Period 2 ($15 recorded in accounts receivable at 

the end of Period 1), and the second is the increase in Period 2 net income from Period 2 credit sales not collected in Period 

3 (representing the $45 in accounts receivable at the end of Period 2). [See Figure 2, pg. 461] [See Table 3, pg. 466] 

The fourth reconciling item deals with deferred expenses. Prepaid expenses (i.e., prepaid rent, prepaid insurance) 

are examples of deferred expenses that occur when the cash is paid in the current period, but the expense will not be incurred 

for accrual accounting purposes until a future period. Prepaid expenses increase when cash is disbursed and decrease when 

the expense is incurred. Cash disbursements in Period 1 do not affect Period 2 cash flows but reduce Period 2 net income 

by the amount of that period’s incurred expense. Cash disbursements in Period 2 decrease Period 2 operating cash flows but 

affect only Period 2’s net income for the portion of the prepaid asset that is incurred as an expense in Period 2. The 

increase/decrease in prepaid expenses represents the combination of these two effects—the Period 2 expenses from Period 

1 cash disbursements would be a positive reconciling item to net income. This result is attributable to increasing Period 2’s 

net income for the Period 2 expense (reducing net income) associated with the Period 1 cash disbursement. The second 

effect is the Period 2 cash disbursement for which the expense will not be incurred until a future period. This cash effect 

would be subtracted from net income. The increase/decrease in prepaid expenses is a combination of these two effects. 

 The following detailed example is presented in Figure 3 and Table 4. Assume that Period 2 had only $100 of cash 

sales. The only expenses and cash disbursements are related to the purchase and expensing of rental space. On November 1 

of Period 1, the company paid $12 for an annual rental agreement where the company leases warehouse space from another 

company. On November 1 of Period 1, the company paid $18 for an annual rental agreement where the company leases 

warehouse space from another company. The ending (beginning) Period 1 balance in prepaid rent is $10 ($0). On November 

1 of Period 2, the company paid $24 for a one-year rental policy. The ending (beginning) Period 2 balance in prepaid rent 

is $20 ($10). Period 2 net income ($86) is the difference between Period 2 cash sales ($100) and Period 2 rent expense 

($14). The traditional way of teaching the indirect method would be to subtract the $10 increase in prepaid rent from net 

income to arrive at a cash flow from operating activities of $76. The reconciliation teaching approach details the addition 

of the Period 2 rent expense ($10) that did not involve cash. This $10 is added back to Period 2 net income to eliminate 

Period 2’s noncash portion of rent expense. The second part of the reconciliation is to subtract the Period 2 payment of 

Period 3 rent that was not expensed in Period 2.2 Under this methodology, the cash flow from operating expenses is net 

income ($86) plus Period 2 rent expense paid for in Period 1($10) less Period 3 rent expense paid for in Period 2 ($20) to 

arrive at a cash flow from operating activities of $76. [See Figure 3, pg. 462] [See Table 4, pg. 467] 

 
2 The Period 2 November ($2) and December ($2) rent expenses do not need to be added back to net income because they are 

part of the $24 cash disbursement. The $4 of Period 2 rent expense plus the Period 2 rent expense not yet expensed ($20) equals 

Period 2 cash disbursement for rent. 
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The fifth and sixth reconciling items consist of an analysis of current liabilities—except for the current portion of 

long-term debt account. The current portion of long-term liabilities is a part of financing activities. 

The fifth reconciling item is the analysis of payable accounts. Examples include the wages and utilities payable 

accounts. For these types of accounts, the expense is incurred in the current period, and the cash is disbursed in a future 

period. Referring to Figure 1, the two reconciling items related to payables occur when the cash is disbursed in Period 1 and 

then expensed in Period 2, including when the cash is disbursed in Period 2 and then expensed in Period 3. The first results 

in the portion of the Period 1 disbursement expensed in Period 2 being added back to net income because the Period 2 

expense reduces net income but does not affect operating cash flow. By adding this amount back, the expense effect is 

eliminated from net income. The second component represents cash disbursed in Period 2 that is not expensed in Period 2. 

The cash disbursement not expensed in Period 2 must then be subtracted from Period 2’s net income. The corresponding 

increase/decrease in payables is the sum of the recognition of expenses in Period 2 for which the cash was disbursed in 

Period 1 and cash disbursed in subsequent periods. 

The following accounts payable example is detailed in Figure 4 and Table 5. Assume Period 2 cash sales total $100. 

Wage expense is the only expense. In Period 1, the employees earned $10 in wages, of which $3 will be paid in Period 2. 

In Period 2, employees earned $12 in wages, of which $1 will be paid in Period 3. Net income ($88) for Period 2 is the 

difference between Period 2 cash sales ($100) and wage expense ($12). The Period 2 beginning (ending) balance in wages 

payable is $3 ($1). The traditional approach teaches the subtraction of the decrease in wages payable ($2) to net income 

($88) to arrive at cash flow from operating activities of $86. However, this method of teaching obscures the fact that there 

are two operating cash flow reconciling items related to this decrease. The first reconciling item requires subtracting from 

net income the Period 1 wage expense that was paid in Period 2 ($3). The second involves adding back the wage expense 

incurred in Period 2 that will not be paid until Period 3 ($1). The reason for adding back the Period 2 wage expense not paid 

till Period 3 is that the $1 expense reduced net income but did not affect cash flow from operating activities. [See Figure 4, 

pg. 463] [See Table 5, pg. 468] 

The sixth and final reconciling item is the analysis of deferred revenues, such as unearned rent revenue. For this 

type of income, the cash is received in one period, and the revenue is earned in a future period. Referring to Figure 1, the 

two reconciling items occur in the following steps. First, in Period 1, the cash is received, and a portion of the related revenue 

is earned in Period 2. In other words, the Period 2 income is increased for which cash is not received in Period 2. For this 

item, the portion of revenue earned in Period 2 must be subtracted from Period 2 net income. The second item relates to 

cash received in Period 2, for which at least some portion of the cash will be recognized as revenue in Period 3. The portion 

of cash received in Period 2, for which revenue is not recorded until a future period, must be added back to Period 2 net 

income. The increase/decrease of unearned revenue represents the aggregation of these two effects. 

The following detailed example is presented in Figure 5 and Table 6. Cash sales for Period 2 are $100. On December 

1 Period 1, the company received $12 of rent revenue from a client. The lease period is from December 1, Period 1 through 

November 30, Period 2. On September 1, Period 2 the company received $24 for a one-year lease starting on September 1, 

Period 2 and ending August 31, Period 3. Period 2 net income ($119) is the sum of Period 2 cash sales ($100), Period 2 rent 

revenue from contracts one ($11) and two ($8). The balance in unearned revenue at the end of Period 1 (2) is $11 ($16). 

The traditional approach calculates operating cash flow ($124) as net income ($119) plus the increase in unearned revenue 

($5). This approach does not itemize the two reconciling items to net income. The first reconciling item is the subtraction 

of cash received in Period 1 ($11) for which revenue was earned in Period 2. The second reconciling item is the addition of 

Period 2 cash received for which the rent revenue is earned in Period 3 ($16). 

Understanding the conceptual logic underlying the indirect method reconciliation process rather than resorting to 

memorization of the direction of the required adjustments provides the student with critical analytical awareness about why 

net income and operating cash flow most likely differ. Furthermore, its effectiveness as an analytical tool in potentially 

detecting financial statement fraud is enhanced, as described in the following section. [See Figure 5, pg. 464] [See Table 6, 

pg. 469] 

The Indirect Method as a Potential Fraud Detection Tool 

 The most basic example of fraud creating differences between net income and operating cash flows involves the 

sales and accounts receivable accounts. Fraudulently increasing credit sales is accompanied by a corresponding increase in 

accounts receivable. Another example would be the recording of revenues prior to the earning of the revenue. While 
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performing analytical procedures, an increase in accounts receivable might appear reasonable based on the increase in credit 

sales. However, net income (through the increase in sales) will be fraudulently higher, but cash is never received from the 

fraudulent sales. Thus, an analysis of the indirect method over multiple periods should reveal an increasing gap between net 

income and operating cash flows, which might serve as a red flag for further investigation. 

 Another example that would result in the divergence between net income and operating cash flows would be the 

manipulation of inventory. For example, the company records fraudulent inventory purchases to decrease the period’s cost 

of goods sold. Decreasing cost of goods sold increases net income, but there is no corresponding increase in operating cash 

flows. Again, this type of manipulation could be potentially detected through a longitudinal analysis of the change in 

inventory account reconciliation adjustment under the indirect method. 

 Another example would be the capitalization of expenses. The capitalization spreads the expense over several 

periods (through depreciation expense). This activity increases net income through expense reduction, but the cash flow 

effect would be recorded as an investing activity rather than an operating activity. The corresponding increase in net income 

would increase the difference between net income operating cash flows, which again may be flagged in a longitudinal 

analysis of the depreciation reconciliation adjustment under the indirect method. 

 The HealthSouth fraud of the late 1990s is one example where the gap between operating cash flows and net income 

may have caused auditors to question management. HealthSouth’s initially reported revenue, net income, and operating 

cash flows from 1994 through 2001 are presented in Table 7. Over this period, HealthSouth was accused of $4.6 billion in 

fraud from 1992 through 2001 (Freudenheim 2004). The fraud included the creation of fraudulent accounting entries ($2.5 

billion), intentionally misreporting accounting goodwill and other items related to acquisitions during this period ($500 

million), and aggressive accounting procedures ($800 million to $1.6 billion). 

 During this time, there was a small variation in the cash flow margin ratio. Because of the minor increases in the 

cash flow margin ratio and the small year-over-year variation during this period, one may not suspect a material error in 

sales. The potential red flags occur in the longitudinal analysis of the net income to operating cash flow ratio. 

 Freudenheim (2004) contends that the aggressive accounting began in 1992 and the fraudulent accounting entries 

in 1996. In 1994, the net income to operating cash flow ratio was 40.31 percent and increased to 79.50 percent in 1997. Lee 

et al. (1999) provide evidence that the 99th percentile of earnings to cash flow for the non-fraud firms in their sample was 

44.79 percent (see Table 7 in Lee et al. 1997). Although the analysis is not industry-specific, the data provided in Lee et al. 

(1997) suggest that HealthSouth’s net income to operating cash flow was extremely high. An accountant needs to realize 

that extreme ratios or extreme fluctuations are not, by themselves, proof of fraud but suggest areas of investigation. 

 A review of the reconciliations recorded on HealthSouth’s statement of cash flows provides additional questions 

that an auditor may have wanted to investigate. For example, in HealthSouth’s 1999 annual report, revenues increased from 

$4.006 billion to $4.072 billion from 1998 to 1999. The reconciliation of the increase in accounts receivables was $0.333 

billion. The auditor or forensic accountant may want to enquire as to why such a small increase in revenue would be 

associated with what appears to be a sizeable increase in accounts receivable. In 2001, the auditors may have inquired about 

the significant increase in inventories, prepaid expenses, and other current assets. The statement of cash flows for the 2001 

fiscal year end shows that these assets increased by $0.2 billion. Given the nature of this business, one might wonder whether 

HealthSouth was shifting expenses into prepaid expenses (or similar accounts). 

 The cash flow margin ratio provides insights into the recording of fraudulent sales. This type of fraud may occur, 

for example, when firms are attempting to obtain debt financing. Fraudulently increasing sales and accounts receivable 

increases the firm’s current ratio, implying a “better” credit risk to the lender. Before the audit, the firm would then write 

off the fraudulent accounts receivable as uncollectible. Although the accounts receivable are no longer on the balance sheet, 

the income statement still contains the fraudulent sales. The fraudulent sales do not increase operating cash flows, and the 

operating cash flows would probably either be stagnant or decrease. The fraudulent sales and the behavior of the operating 

cash flows would result in a year-over-year increase in the cash flow margin. A preliminary question by the auditor or 

forensic accountant may be as simple as why the cash generated from the increase in sales is not flowing into the operating 

cash flows. Although this may happen naturally (i.e., sales increase is due to selling products at break-even), in general, 

sales and operating cash flow should trend in the same direction, and their relationship should be similar from one year to 

the next. The auditor or forensic accountant wants to inquire as to the year-over-year differences in the cash flow margin 

ratio. [See Table 7, pg. 470] 
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 Up to this point, we have discussed using the cash flow margin ratio and net income to operating cash flow ratio to 

indicate the use of fraud to increase sales or net income, but these ratios also may be used to indicate theft. The statement 

of cash flow must reconcile with the beginning and ending cash balances. This requirement can enable auditors or fraud 

auditor to identify the theft of cash. Trying to hide the theft through operating accounts results in a decrease in cash flows 

from operating activities. If this were being done, then there would be an increase in both the cash flow margin ratio and 

net income to operating cash flows from one year to the next. A thorough investigation into the cause of these increases 

could lead the auditor or forensic investigator to the theft of cash. 

Conclusion 

 The objectives of this article is to present an alternative approach to teaching the indirect method for the preparation 

of the operating activities section of a statement of cash flows and present examples of how the use of operating cash flow 

ratios can be used to indicate the potential for fraud. This approach emphasizes the inherent nature of the indirect method 

as a reconciliation process and focuses on a substantive conceptual understanding of the required reconciliation adjustments. 

We provide teaching material to both academics and practitioners to increase the conceptual understanding of the operating 

section of the Statement of Cash Flows.  

Provided also are examples of how the indirect method could potentially be employed as an analytical fraud 

detection procedure based on the reconciliation approach presented. We began with a presentation of the annual cash flow 

ratios for HealthSouth during its accounting scandal. We highlight the significant increases and variance of the net income 

to operating cash flows that might have been used by the auditor or fraud auditor to identify fraudulent activity. We then 

discuss how the cash flow margin ratio could be used to indicate the recording of fraudulent sales. We conclude this with a 

discussion of the use of the cash flow margin ratio and net income to operating cash flow ratio to indicate the potential theft 

of cash. The power of these ratios is limited only by the auditor’s analytical, critical thinking, and creative skills. 
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Figure 1 
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Figure 2: Examples of a Change in Accounts Receivable 
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Figure 3: Examples of a Change in Prepaid Rent 
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Figure 4: Examples of a Change in Wages Payable 
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Figure 5: Examples of a Change in Unearned Revenue 
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Table 1: Example of Noncash Reconciling Item 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 1 – Depreciation Expense 

Company 

For Period 2 

Net Income* $75 

Add: Depreciation Expense for Period 2 $25 

Cash Flow from Operating Activities** $100 

 

*Period 2 net income represents the difference between Period 2 sales ($100) and expenses. In this example, the only 

expense is the depreciation expense of $25. 

** In this example, cash receipts equals sales. There were no cash disbursements. 

 

 

Table 2: Examples of Gains/Losses Reconciling Item 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 2 – Loss on Disposal 

Company 

For Period 2 

Net Income* $60 

Add: Depreciation Expense for Period 2** $10 

Loss on Depreciation*** $30 

Cash Flow from Operating Activities**** $100 

 

*Period 2 net income represents the difference between Period 2 sales ($100), expenses, and losses. In this example, the 

only expenses are the depreciation expense of $25. The loss on disposal is $30. 

**Discussed in the earlier example. 

***Accounting net book value of $30. No cash was received in the disposal, resulting in a $30 loss on disposal. 

****In this example, cash receipts equals sales. There were no cash disbursements. 
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Table 3: Examples of a Change in Accounts Receivable 

 

Panel A: Traditional Approach 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 3 – Increase in A/R*** 

Company 

For Period 2 

Net Income** $145 

Subtract Increase in A/R*** ($30) 

Cash Flow from Operating Activities $115 

 

*In this example, there were no accrual expenses or cash disbursements. 

**Period 2 net income represents the sum of Period 2 cash ($100) and credit ($45) sales. 

***Represents the difference in Period 2 ($45) and Period 1 ($15) ending accounts receivable (A/R). 

 

Panel B: Detailed Reconciliation 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 3 – Increase in A/R* 

Company 

For Period 2 

Net Income** $145 

Add: Cash Collected from Period 1 Credit Sales $15 

Less: Period 2 Credit Sales Collected in Period 3 ($45) 

Cash Flow from Operating Activities $115 

 

*In this example, there were no accrual expenses or cash disbursements. 

**Period 2 net income represents the sum of Period 2 cash ($100) and credit ($45) sales. 
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Table 4: Examples of a Change in Accounts Receivable 

 

Panel A: Traditional Approach 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 3 – Increase in A/R 

Company 

For Period 2 

Net Income* $86 

Subtract Increase in Prepaid Rent** ($10) 

Cash Flow from Operating Activities $76 

 

*Period 2 net income represents the sum of Period 2 cash ($100) and credit ($45) sales. 

**Represents the difference in Period 2 ($45) and Period 1 ($15) ending accounts receivable (A/R). 

 

Panel B: Detailed Reconciliation 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 4 – Increase in Prepaid Rent 

Company 

For Period 2 

Net Income* $86 

Add: Period 2 Rent Expense Paid in Period 1** $10 

Less: Period 2 Rent Disbursement Expensed in Period 3 ($20) 

Cash Flow from Operating Activities $76 

 

*Period 2 net income represents the sum of Period 2 cash sales ($100) less Period 2 rent expense ($14). Period 2 rent 

expense is calculated as the sum of Period 1 rent disbursements expensed in Period 2 ($10) and Period 2 rent 

disbursements expensed in Period 2 ($4). 

**Period 2 rent expense from Period 1 cash disbursement covers the months January through October of Period 2. 

***Period 2 rent disbursement ($24) expensed in Period 3 covers Period 3 month of January through October ($20). 

Period 2 rent expense associated with the Period disbursement ($4) covers months November and December. 
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Table 5: Examples of a Change in Wages Payable 

 

Panel A: Traditional Approach 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 3 – Decrease in Wages Payable 

Company 

For Period 2 

Net Income* $88 

Subtract Decrease in Wages Payable** ($2) 

Cash Flow from Operating Activities $86 

 

*Period 2 net income represents the sum of Period 2 cash ($100) and wage expense of $12. 

**Represents the difference in Period 2 ($3) and Period 1 ($1) ending wages payable. 

 

Panel B: Detailed Reconciliation 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 5 – Decrease in Wages Payable 

Company 

For Period 2 

Net Income* $88 

Less: Period 1 Wage Expense Paid in Period 2 ($3) 

Add: Period 2 Wage Expense Paid in Period 3 $1 

Cash Flow from Operating Activities $86 

 

*Period 2 net income represents the sum of Period 2 cash ($100) and wage expense of $12. 
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Table 6: Examples of a Change in Unearned Revenue 

 

Panel A: Traditional Approach 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 3 – Decrease in Unearned Revenue 

Company 

For Period 2 

Net Income* $119 

Add Increase in Unearned Revenue** $5 

Cash Flow from Operating Activities $124 

 

*Period 2 net income represents the sum of Period 2 cash ($100) and rent revenue of $19. 

**Represents the difference in Period 2 ($16) and Period 1 ($11) ending unearned revenue. 

 

Panel B: Detailed Reconciliation 

 

Indirect Method – Operating Cash Flows 

Reconciling Item 6 – Decrease in Unearned Revenue 

Company 

For Period 2 

Net Income* $119 

Less: Period 1 Unearned Revenue Earned in Period 2 ($11) 

Add: Cash Received in Period 2 for which Revenue Is Earned 

in Period 3 

 

$16 

Cash Flow from Operating Activities $124 

 

*Period 2 net income represents the sum of Period 2 cash ($100) and rent revenue of $19. 
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Table 7: HealthSouth Selected Financial Information 

 

 1994 1995 1996 1997 1998 1999 2000 2001 

Sales $1,127,441 $1,556,687 $2,436,537 $3,017,269 $4,006,074 $4,072,107 $4,195,115 $4,380,477 

Net Income $53,225 $78,949 $220,818 $330,608 $46,558 $76,517 $278,465 $202,387 

Operating Cash Flows (OCF) $132,050 $217,282 $367,656 $415,848 $636,132 $704,511 $796,764 $670,394 

OCF/Sales 11.71% 13.96% 15.09% 13.78% 15.88% 17.30% 18.99% 15.30% 

NI/OCF 40.31% 36.33% 60.06% 79.50% 7.32% 10.86% 34.95% 30.19% 

 

We obtained the financial information from 1996 through 2001 from each year’s annual reports. These numbers (in thousands) do not reflect the 

restated numbers from subsequent purchases treated as pooling of interest. These numbers do not reflect the restated numbers following the 

restated financials subsequent to the fraud. The financial information was downloaded from the following locations: 

 

1994 https://sec.report/Document/0000890613-95-000051/ 

1995 http://getfilings.com/o0001005150-96-000062.html 

1996 http://d1lge852tjjqow.cloudfront.net/CIK-0000785161/ba518aca-1127-4846-87f2-94377b9145b7.rtf 

1997 http://getfilings.com/o0001005150-98-000290.html 

1998 http://getfilings.com/o0001005150-99-000266.html 

1999 http://getfilings.com/o0001005150-00-000430.html 

2000 http://www.getfilings.com/o0001005150-01-000286.html 

2001 http://getfilings.com/o0001005150-02-000448.html 

https://sec.report/Document/0000890613-95-000051/
http://getfilings.com/o0001005150-96-000062.html
http://d1lge852tjjqow.cloudfront.net/CIK-0000785161/ba518aca-1127-4846-87f2-94377b9145b7.rtf
http://getfilings.com/o0001005150-98-000290.html
http://getfilings.com/o0001005150-99-000266.html
http://getfilings.com/o0001005150-00-000430.html
http://www.getfilings.com/o0001005150-01-000286.html
http://getfilings.com/o0001005150-02-000448.html

