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Intended Use

This module introduces issues surrounding control of cash and accounting for cash funds in a business. Reconciliation of bank statements is introduced. SAP is used to show examples of cash procedures.

Module Learning Objectives
After completing this module, students should be able to:
1.
Define and explain the purpose of internal control.

2.
Identify principles of internal control.

3,
Define cash and explain how it is reported.

4.
Apply internal controls to cash.

5.
Explain and record petty cash transactions.

6.
Explain and identify banking activities and the control features they provide.

7.
Prepare a bank reconciliation and journalize any adjustments.

8.
Compute the acid-test ratio and explain its use as an indicator of a company’s liquidity.

9.
Explain the purpose and importance of cash flow information.

10.
Distinguish among operating, investing, and financing activities.

11.
Identify and disclose non-cash investing and financing activities.

12.
Describe the format of the cash flow statement.

13.
Prepare a cash flow statement.

14.
Calculate cash flows from operating activities using the direct method.

15.
Determine cash flows from both investing and financing activities.

16.
Calculate cash flows from operating activities using the indirect method.

Instructor Outline
Internal Control

An internal control system is all policies and procedures managers use to:

· Protect assets.

· Ensure reliable accounting.

· Promote efficient operations.

· Encourage adherence to company policies.

As a sole proprietorship or partnership grows, the owner or owners lose personal contact with daily operations. The need to rely on internal control procedures rather than personal contact increases.

Principles of Internal Control

1.
Ensure transactions and activities are authorized.

2.
Maintain records.

3.
Insure assets.

4.
Separate recordkeeping from custody of assets.

5.
Establish a separation of duties.

6.
Apply technological controls.

7.
Perform internal and external audits.

Internal controls are more than just deterrents to fraud and theft.

Technology and Internal Control

Technology provides rapid access to large quantities of information. Following are examples of the impact of technology on internal control:

· Reduction in processing errors

· More extensive testing of records

· Limited evidence of processing

· Crucial separation of duties

Limitations of internal Control

Limitations of internal control include human error and human fraud.

The Cost-Benefit Principle

The cost of internal controls must not exceed their benefits.

Control of Cash

Cash includes currency and coins, deposits in bank and chequing accounts, some savings accounts, and items that are acceptable for deposit in these accounts.

Cash equivalents are short-term, highly liquid investment assets.

Liquidity refers to the ease with which an asset can be converted into another asset or be used to pay for services or obligations. Cash is the most liquid asset and is most likely to be the object of fraud or theft.

Basic Guidelines for Control of Cash

1.
Separate handling of cash from recordkeeping of cash.

2.
Deposit cash receipts in a bank daily.

3.
Make cash disbursements by cheque, with the exception of petty cash disbursements.

Over-the-counter cash receipts should be recorded on a cash register. Apply internal control principles and record cash shortages and overages.

Cash receipts that arrive by mail should be verified by two people.

Control of Cash Disbursements

All expenditures should be made by cheques signed by an authorized person who does not have access to the accounting records.

An exception is for small payments made from the petty cash fund. The petty cashier keeps a record of payments, but this record is not a journal. When the cash in the fund is nearly exhausted, the fund is reimbursed.

Using the petty cash fund involves the following procedures:

1.
Debit to Petty Cash only when the fund is established or increased.

2.
Assign a petty cashier (custodian) to account for the amounts expended and keep receipts.

3.
Reimburse the fund as necessary:

· Debit the expenses or other items paid for with petty cash.

· Credit Cash for the amount reimbursed to the petty cash fund.

The Petty Cash account in the General Ledger is affected only when the fund is established and when the estimated fund amount is increased or decreased.

If the total of receipts and cash on hand does not equal the petty cash fund amount, the difference is recorded as Cash Over or Short.

Banking Activities as Controls

Basic Banking Services

1.
Bank accounts permit depositing money for safeguarding and writing cheques.

2.
Bank deposit slips list components of a deposit. Copies are retained by the depositor and the bank.

3.
A bank cheque is a document instructing the bank to pay a certain amount to a certain party.

4.
Electronic funds transfer (EFT) uses electronic communication to transfer cash from one party to another.

5.
Credit card transactions occur when companies allow customers to charge purchases. The seller pays a fee for this feature.

6.
Bank credit cards allow a retailer to receive immediately upon the deposit of the credit card sales receipt at the bank.

7.
Debit card transactions are widely used. The amount of a purchase is electronically transferred from the customer’s bank account to the retailer’s account.

Bank statements show account activities over a period of time (usually a month).

A bank reconciliation explains the difference between the balance of a chequing account according to the depositor’s records and the balance reported on the bank statement. The purpose of a bank reconciliation is to prove the accuracy of both the depositor’s records and those of the bank.

The following factors may cause the bank statement balance to differ from the depositor’s book balance:

· Unrecorded deposits

· Outstanding cheques

· Additions for collections and interest

· Deductions for uncollectible items and services

· Errors

Bank Reconciliation

Reasons for discrepancies 
between bank statement balance 
and chequebook balance             
Handle as follows.


Unrecorded deposits
Add to bank balance.

Outstanding cheques
Deduct from bank balance.

Bank service charges
Deduct from book balance.

Debit memos
Deduct from book balance.

Credit memos
Add to book balance.

NSF cheques
Deduct from book balance.

Interest
Add to book balance.

Errors
Must analyze individually. (Bank errors affect bank balance, and book errors affect book balance.)

Steps in Preparing the Bank Reconciliation

1.
Compare deposits on the bank statement with deposits in the accounting records.

2.
Compare cancelled cheques on the bank statement with actual cheques returned with the statement.

3.
Compare cancelled cheques on the bank statement with cheques recorded in the books.

4.
Identify any outstanding cheques listed on the previous month’s reconciliation that are not included in the cancelled cheques on this month’s statement.

5.
Inspect all additions on the bank statement and determine whether each is recorded in the books.

6.
Inspect all deductions on the bank statement and determine whether each is recorded in the books.

7.
Identify the bank balance of the cash account.

8.
Identify and list any unrecorded deposits and bank errors.

9.
Identify and list any outstanding cheques and bank errors.

10.
Compute the adjusted bank balance.

11.
Identify the company’s balance of the cash account.

12.
Identify and list any unrecorded credit memoranda from the bank, such as interest earned or errors.

13.
Identify and list unrecorded debit memoranda from the bank for service charges, NSF cheques, periodic payments arranged in advance by the depositor, and errors overstating the bank balance. Deduct them from the bank balance.


Each memorandum gets its name from the action of the originator.

14.
Compute the adjusted book balance, also called the corrected or reconciled balance.

15.
Verify that the two adjusted balances from steps 10 and 14 are equal. If they are, they are reconciled. If not, check for mathematical accuracy and missing data.

Recording Adjusting Entries from Bank Reconciliation

· All reconciling additions to book balances are debits to Cash. Credits depend on the reason for the addition; for example credit Interest Income for interest on balance and Notes Receivable when the bank collected a note.

· All reconciling subtractions from book balances are credits to Cash. Debits depend on the reason for the addition; for example, debit Miscellaneous Expense for bank service charges and Accounts Receivable/Customer for NSF cheques.

Basics of Cash Flow Reporting

The purpose of the cash flow statement is to report detailed information about the major cash receipts and cash payments during a period. This report identifies cash flows from operating, investing, and financial activities. It answers important questions such as the following:

· How does a company obtain its cash?

· Where does a company spend its cash?

· What is the change in the cash balance?

Information about cash flows, and their sources and uses, can influence decision makers in important ways.

Measuring Cash Flows

Cash flows are defined to include both cash and cash equivalents in the cash flow statement. A cash equivalent is an investment that must satisfy two criteria:

· It must be readily convertible to a known amount of cash.

· It must be sufficiently close to its maturity date so its market value is unaffected by interest rate changes.

Classifying Cash Flows

Cash receipts and payments are classified and reported as one of three categories.

1.
Operating Activities

These generally include the cash effects of transactions and events that determine net income (with some exceptions such as unusual gains and losses). 

· Cash inflows from cash sales, collections on credit sales, receipts of dividends and interest, sale of trading securities, settlements of lawsuits

· Cash outflows for payments to suppliers for goods and services, to employees for wages, to lenders for interest, to governments for taxes, to charities, and to purchase trading securities

2.
Investing Activities

· The purchase and sale of capital assets

· The purchase and sale of temporary investments and long-term investments, other than cash equivalents

· Lending and collecting on loans (receivables)

3.
Financing Activities

· Obtaining cash from issuing debt and repaying the amounts borrowed

· Obtaining cash from or distributing cash to owners

Non-Cash Investing and Financing Activities

Some activities do not affect cash receipts or payments, but because of their importance and the full disclosure principle, they are disclosed at the bottom of the cash flow statement or in a note to the statement.

Format of the Cash Flow Statement

1.
Lists cash flows by categories (operating, financing, and investing) and identifies the net cash inflow or outflow in any category.

2.
Combines the net cash flow in each of the three categories and identifies the net change in cash for the period.

3.
Combines the net change in cash with the beginning cash to prove to the ending cash.

4.
Contains a separate schedule or notes at the bottom to report the non-cash investing and financing activities.

Steps in Preparing the Cash Flow Statement 

1.
Calculate the net increase or decrease in cash and cash equivalents.

2.
Calculate and report net cash inflows (outflows) from operating activities, using either the direct or indirect method.

3.
Calculate and report net cash inflows (outflows) from investing activities.

4.
Calculate and report net cash inflows (outflows) from financing activities.

5.
Calculate net cash flow by combining net cash inflows (outflows) from operating, investing, and financing activities and then prove it by adding it to the beginning cash balance to show it equals the ending cash balance.

Non-cash investing and financing activities are disclosed in either a note or a separate schedule to the statement.

Direct Method: Cash Flows from Operating Activities

1.
Operating cash receipts include cash received from customers (cash sales or payments on account). Other types of receipts could be for rent, interest, and dividends.

2.
Operating cash payments include payments made for merchandise purchases. Other cash paid could be for wages and operating expenses, excluding amortization. Cash payments could also include interest and income tax payments made.

3.
Gains or losses due to sale of assets or retirement of bonds would never be included on a cash flow statement using the direct method. Amortization expense is another non-cash expense that would never be included in expenses on a direct method cash flow statement. 

Direct Method: Cash Flows from Investing Activities

1.
Identify changes in investing-related accounts (capital assets, investments).

2.
Explain these changes using reconstruction analysis.

3.
Report cash flow effects.

Direct Method: Cash Flows from Financing Activities

1.
Identify changes in financing-related accounts (bonds, common shares dividends).

2.
Explain these changes using reconstruction analysis.

3.
Report cash flow effects.

Proving Cash Balances

The final step is to report the beginning and ending cash balance and prove the net change in cash is explained by operating, investing, and financing net cash flows.

Indirect Method: Cash Flows from Operating Activities

Direct and indirect methods always yield the same net cash inflows (outflows) from operating activities. The indirect method adjusts net income from three types of adjustments:

1. Adjustments for changes in non-cash current assets. (Decreases in non-cash assets are added to net income; increases are subtracted from net income.)
2. Adjustments for changes in current liabilities. (Increases in current liabilities are added to net income; decreases are subtracted from net income.)

3. Adjustments for operating items not providing or using cash. (Expenses with no cash outflows are added back to net income; revenues with no cash inflows are subtracted from net income.)

4. Adjustments for non-operating items. (Non-operating losses are added back to net income; non-operating gains are subtracted from new income.)

Classifying Activities in the Cash Flow Statement

Operating Activities

Cash inflows from
Cash outflows to
•
Sale of goods or services
•
Suppliers of goods and services

•
Rent, interest, dividends
•
Salaries and wages

•
Other operating receipts
•
Government for taxes



•
Lenders for interest



•
Purchase of trading securities



•
Others for expenses

Investing Activities

Cash inflows from
Cash outflows to
•
Sale of property, plant, and
•
Purchase of property, plant, and
equipment

equipment

•
Sale of debt or equity 
•
Purchase of debt or equity
securities or other entities

securities or other entities

•
Collection of principal on
•
Make loans to another entity
loans to other entities

•
Selling (discounting) of loans

Financing Activities

Cash inflows from
Cash outflows to
•
Sale of share capital
•
Shareholders as dividends 
(or owner investment)

(or owner’s withdrawal)

•
Issuance of debt (bonds
•
Repayment of debts
and notes

•
Issuance of short-term
•
Purchase of treasury shares
liabilities

Non-Cash Investing and Financing Activities

· Retirement of debt by issuing shares

· Conversion of preferred shares to common shares

· Purchase of a long-term asset by issuing a note payable

· Leasing of assets classified as a capital lease

Steps to Determine Information for the Cash Flow Statement

1.
Find change in Cash – this is the target number.

2.
Find Cash Flow from Operating, using the direct or indirect method.

3.
Find Cash Flow from 


A.
Financing


B.
Investing

Determine the changes in non-current accounts and notes from comparative balance sheets. Use the relevant data that comes from the ledgers and the journals to systematically analyze the data and/or reconstruct journal entries.

4.
Combine cash flows from all three activities (steps 2 and 3) to find net cash flow and prove with change in Cash (target number determined in step 1).

Once the above information has been gathered, the statement can be prepared following the required format. If the direct method was used, GAAP require a reconciliation of net income to cash inflows from operations.

Determining Cash Flows from Operating Activities: Direct Method

(Need Income Statement and Balance Sheet data)

1.
Cash
=
Sales
+ 
Decrease in 


Receipts


   
Accounts


from Customers
  


Receivable





   
or





–  
Increase





   
Accounts





   
Receivable

2.
Cash
=
Cost of
+ 
Increase in
+ 
Decrease in


Payments

Goods Sold
   
inventory
   
Accounts


to Suppliers

   
or
   
Payable





– 
Decrease in
– 
Increase in





  
inventory
  
Accounts









Payable

3.
Cash
=
Operating
+ 
Increase in
+ 
Decrease in
– 
Amortization


Payments

Expenses


Prepaid

Accrued

and Other


for




Expenses

Liabilities

Non–cash


Operating



or

or

Expenses


Expenses


– 
Decrease in
– 
Increase in







Prepaid

Accrued







Expenses

Liabilities

4.
Cash
=
Income
+
Decrease in


Payments

Taxes


Income


for

Expense


Taxes


Income




Payable


Taxes




or





– 
Increase in







Income







Taxes







Payable

5.
Cash
=
Interest
+
Decreases in


Payments

Expense


Interest Payable


for


– 
Increase in


Interest




Interest Payable
  

Start with Net Income or Net Loss

Add

Subtract
1.
Write-offs or non-cash expenses
1.
Gains

2.
Losses
2.
Increases in current assets

3.
Decreases in current assets
3.
Decreases in current liabilities

4.
Increases in current liabilities

Result: Cash Flows from Operating Activities

Example Problem 1
The Sample Company wants to prepare a bank reconciliation for the month of June. When the bank statement for June arrives from the bank, the following steps are performed:

1.
The deposits to the bank account, as recorded on the bank statement, are compared to the deposit slips retained by the company. It is noted that the last deposit, of $400, occurred after banking hours on the day of the bank statement and therefore has not been recorded by the bank on this bank statement.

2.
Cheques returned with the bank statement are compared to the cheques written and listed in the chequebook. This comparison shows that there are cheques outstanding amounting to $1,456.

3.
The ending balances on the statement and in the company’s books are determined. The ending bank statement balance is exactly $10,129, whereas the books show $9,000.

4.
Other information contained on the bank statement and not previously known to the company is determined. This includes the following:

a.
A note from a customer for $200 has been collected by the bank and credited to the Sample Company’s account.

b.
A cheque from Jim Jones for $120 previously deposited by the company has been returned for lack of sufficient funds.

c.
The bank has charged $25 for its services, which includes a $10 fee for the NSF cheque.

5.
A bank reconciliation is prepared. It does not balance! The difference is $18, so a transposition error is looked for. (Whenever the difference is a multiple of 9, there is a very good chance that there has been an inadvertent exchange of two digits, for example, writing 29 when it should have been 92.) 

6.  An error is found. Cheque number 141 was written for $235 and cleared the bank for $235, but was recorded in the company records as $253.

Prepare a bank reconciliation for the Sample Company at June 30, 2005.

Solution to Example Problem 1
Sample Company
Bank Reconciliation
June 30, 2005

Depositor’s Books

Book balance of cash


$ 9,000

Add:
Proceeds of customer note collected by bank


200



Error in recording cheque 141


      18





$9,218
Deduct:
NSF cheque from Jim Jones

$  120



Bank service charges

      25
    145

Reconciled balance


$ 9,073

Bank Statement

Bank statement balance


$ 10,129

Add:
Deposit of June 30


       400






$10,529

Deduct:
Outstanding cheques


1,456
Reconciled balance


$ 9,073

Example Problem 2

The Sample Company’s 2004 and 2005 balance sheets included the following items:

	
	December 31

	Debits
	2005
	2004

	Cash


	$10,500
	$  4,000

	Accounts receivable

	8,000
	9,000

	Merchandise inventory

	21,000
	18,000

	Equipment

	  18,000
	  15,000

	

Totals

	$57,500
	$46,000

	
	
	

	Credits
	
	

	Accumulated amortization, equipment

	$  4,000
	$  3,000

	Accounts payable

	7,000
	5,000

	Taxes payable

	1,000
	2,000

	Dividends payable

	1,500
	0

	Common shares, no-par value

	33,000
	30,000

	Retained earnings

	  11,000
	   6,000

	

Totals

	$57,500
	$46,000

	
	
	

	
	
	


The Sample Company’s income statement was as follows:

Sample Company
Income Statement
For the Year Ended December 31, 2005

	
	
	

	Sales


	
	$61,000

	Cost of goods sold

	$40,000
	

	Wages and other operating expenses

	6,300
	

	Income taxes expense

	4,200
	

	Amortization expense

	    1,500
	   52,000

	Net income

	
	$  9,000


Prepare the cash flow statement under both the direct method and the indirect method for the year ended December 31, 2005. Additional information includes the following:

a. Equipment costing $3,500 was purchased during the year.

b. Fully amortized equipment that cost $500 was discarded and its cost and accumulated amortization were removed from the accounts.

c. Two hundred common shares were sold and issued at $15 per share.

d. The company declared $4,000 of cash dividends and paid $2,500.

Solution to Example Problem 2

Direct Method

Sample Company
Cash Flow Statement
For Year Ended December 31, 2005

	Cash flows from operating activities:
	
	
	

	
Cash received from customers

	
$ 62,000
	
	

	
Cash paid for merchandise

	(41,000)
	)
	

	
Cash paid for wages and other operating 


expenses

	
(  6,300)
	
)
	

	
Cash paid for taxes

	 (  5,200)
	)
	

	
Net cash inflows by operating activities

	
	
	$   9,500 

	Cash flows from investing activities:
	
	
	

	
Cash paid for purchase of equipment

	$(  3,500)
	)
	

	
Net cash used by investing activities

	
	
	(  3,500)

	Cash flows from financing activities:
	
	
	

	
Cash received from issuing shares

	$   3,000 
	
	

	
Cash paid for dividends

	   (  2,500)
	)
	

	
Net cash inflows by financing activities

	
	
	       500 

	Net increase in cash

	
	
	$   6,500 

	Cash balance at beginning of 2005

	
	
	    4,000 

	Cash balance at end of 2005

	
	
	$ 10,500


Indirect Method

Sample Company
Cash Flow Statement
For Year Ended December 31, 2005

	Cash flows from operating activities:
	
	
	

	
Net income

	$    9,000
	
	

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

	)
	

	
Decrease in accounts receivable
	1,000
	
	

	
Increase in merchandise inventory
	(3,000)
	
	

	
Increase in accounts payable
	2,000
	
	

	
Decrease in taxes payable
	(1,000)
	
	

	
Amortization expense
	1,500
	
	

	
Net cash inflows by operating activities
	
	
	$  9,500

	Cash flows from investing activities:
	
	
	

	
Cash paid for purchase of equipment
	(3,500)
	
	

	
Net cash used by investing activities
	
	
	(3,500)

	Cash flows from financing activities:
	
	
	

	
Cash received from issuing shares
	3,000
	
	

	
Cash paid for dividends
	(2,500)
	
	

	
Net cash inflows by financing activities
	
	
	     500

	Net increase in cash
	
	
	6,500

	Cash balance at beginning of 2005
	
	
	    4,000

	Cash balance at end of 2005
	
	$
	$10,500
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