Introduction

chapter 7

|nternal Control and Cash

Counting Out the Money

On any given evening at the Granite Brewery and Ginger's Tavern, you can find students and the after-
work crowd enjoying pub snacks and quality ale brewed by owner Kevin Keefe.

The brewery and pub have become a Halifax institution since the brewery first opened in 1987. In fact, it
was so popular that, in 1991, the Keefes opened a location in Toronto. In 2001, they added another in
Halifax to house the brewing operations and a second restaurant, but have since disposed of the
restaurant to focus on brewing and serving fine beer.

The Halifax brewery and pub take in approximately $300,000 in annual sales, all of which flows through
the hands of the wait staff and bartenders. General manager Denise Avery has a detailed system to track
itall.

“There are two cash registers,” explains Ms. Avery, “and up to three people might use each one on any
given shift. Each server has a private code number that they punch into the register when they ring up a
sale, and it tracks their totals separately.” Each bartender is given afloat of $200. They are responsible
for turning in that amount plus their total cash receipts at the end of the day.

What if there's a discrepancy between the cash register's total and the amount in the till? “ The machine
prints two tapes—one we can use as recei pts and one that staysinside,” says Ms. Avery, “so we can look
for the error.”

The Brewery also hasinternal controlsin place at its two bars, where four bartenders work each day on
two separate shifts. “When they come in to work in the morning, the first thing they do is count the
inventory in the fridge and read the meters on each ale,” explains Ms. Avery. “At the end of the shift,
they do another count with the next bartender, who in turn rings off at closing.” Everything must
correspond to the cash register tape. For example, if three beers are missing from the fridge, three beers
should have been rung in. If they weren't, the bartender is responsible.

http://edugen.wiley.com/edugen/courses/crs1562/pc/cO7/content/kimmel 6792c07_7_1.xform?course=crs1562& id=ref (1 of 3)29/02/2008 10:50:16 AM



Introduction

“With a good system, discrepancies just don’'t happen often,” she continues. “If ever thereisone, it's
usually pretty easy to find the problem by looking at the cash tapes.”

Cash control is crucial to abusiness like the Granite Brewery. But, with a carefully thought-out system
and the help of modern automation, cash can be controlled reliably and fairly easily.

Granite Brewery: www.granitebrewery.ca

The Navigator
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Study Objectives and Preview

Study Objectives

After studying this chapter, you should be able to:

1. Identify the principles of internal control.

2. Apply internal control to cash receipts and disbursements.
3. Prepare abank reconciliation.

4. Explain the reporting of cash.

5. ldentify ways to manage and monitor cash.

Preview of Chapter 7

Cashisthelifeblood of any company. Large and small companies alike must guard it carefully. Even companies
that are successful in every other way can go bankrupt if they fail to manage their cash well. Managers must know
both how to use cash efficiently and how to control it, as described in the feature story. In this chapter, we explain
the essential features of an internal control system and describe how these controls apply to cash receipts and
disbursements. We then explain how cash is reported in the financial statements, and describe ways to manage and
monitor cash.

The chapter is organized as follows:

INTERNAL CONTROL AND CASH

Managing and

Internal Control Reporting Cash Monitoring Cash
* Principles of * Internal control over * Basic principles of
internal control cash receipts and cash management
* Limitations of disbursements * Cash budgeting
internal control * Use of a bank
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Internal Control

| nternal Control

A 2004 report by the Association of Certified Fraud Examiners estimated that $4 billion islost annually dueto
fraudulent activities committed within Canadian companies by their own employees. The Association also found
that one-quarter of Canadian employees have either committed or witnessed fraudulent activity. Findings like these
emphasize the need for agood system of internal control.

Y ou were first introduced to the need for internal control in Chapter 6. As mentioned in that chapter, inter nal
control consists of all the related methods and measures adopted within a business to:

optimize the use of resour ces to reduce inefficiencies and waste
prevent and detect errorsand irregularitiesin the accounting process
safeguar d assets from theft, robbery, and unauthorized use

A w DN

maintain reliable control systems to enhance the accuracy and reliability of accounting records

The importance of internal control to the efficient and effective operation of a company cannot be overestimated.
All federally incorporated companies are required, under the Canada Business Corporations Act, to maintain an
adequate system of internal control. In addition, the Canadian Securities Administrators (CSA) have recently
proposed that large publicly traded Canadian companies evaluate and report on the effectiveness of their internal
control over financial reporting. The CSA believes that this proposal will help improve the quality and reliability
of financia reporting, which had lost some of its credibility after many widely publicized corporate scandals.

Accounting Matters! Ethics Perspective

Canadian securities regulators have been in aregulatory frenzy in the aftermath of corporate scandals such as those
of Bre-X Minerals, Livent, Nortel Networks, and others. New requirements, including internal control reports,
CEOI/CFO certifications, independent audit committees, and other proposals, are coming fast and furious as
regulators work to protect investors and rebuild confidence in Canada's capital markets. In addition, because many
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Canadian companiesrely on U.S. capital, Canadian regulators have found that they simply have no choice but to
keep pace with increasingly strict U.S. regulatory requirements, such as the Sarbanes-Oxley Act of 2002.

Principles of Internal Control

Study Objective 1

Identify the principles of
internal control.

To optimize resources, prevent and detect errors and irregularities, safeguard assets, and maintain reliable systems,
acompany follows internal control principles. The specific control measures that are used vary with the size and
nature of the business and with management's control philosophy. However, the six principleslisted in lllustration
7-1 apply to most companies.

Establishment
of

responsibility

Physical
controls

Segregation Independent
of duties weritication

Bocumentation
Droce dures

llustration 7-1 &

Principles of internal control

These principles are explained in the following sections.

Establishment of Responsibility
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An essential characteristic of internal control is the assignment of responsibility to specific individuals. Control is
most effective when only one person isresponsible for a specific task. To illustrate, assume that the cash on
hand at the end of the day is $10 short of the cash rung up on the cash register. If only one person has operated the
register, responsibility for the shortage can be attributed quickly. If two or more individual s have worked the same
register, it may be impossible to determine who is responsible for the error unless each person is given a separate
cash drawer or code number, asis done at the Granite Brewery described in the feature story.

Responsibility must also be assigned for the authorization and approval of transactions. For example, the vice-
president of sales should have the authority to establish policies for making credit sales. The policies that are
established also typically require written credit department approval of credit sales.

Segregation of Duties

Segregation of dutiesis essential in a system of internal control. The work of one employee should, without a
duplication of effort, provide areliable basisfor evaluating the work of another employee. There are two
common applications of segregation of duties:

1. Theresponsibility for related activities should be assigned to different individuals.

2. Theresponsibility for accounting for an asset should be separate from the responsibility for physical custody of
that asset.

Related Activities. When oneindividual isresponsiblefor all of the related activities, the potential for
errorsand irregularitiesisincreased. Consider related purchasing activities, for example, which include
ordering merchandise, receiving goods, and paying (or authorizing payment) for merchandise. In purchasing,
orders could be placed with friends or with suppliers who give kickbacks. In addition, payment might be
authorized without a careful review of the invoice or, even worse, fictitious invoices might be approved for
payment. When the responsibilities for ordering, receiving, and paying are assigned to different individuals, the
risk of such abusesis much lower.

Related sales activities, such as making a sale, shipping (or delivering) the goods to the customer, and billing the
customer, should also be assigned to different individuals. When one person is responsible for these related sales
transactions, a salesperson could make sales at unauthorized prices to increase sales commissions, a shipping clerk
could ship goods to himself or herself, or a billing clerk could understate the amount billed for sales made to
friends and relatives. These abuses are less likely to occur when the sales tasks are divided: salespersons make the
sale, shipping department employees ship the goods based on the sales order, and billing department employees
prepare the sales invoice after comparing the sales order with the report of goods shipped.

Custody of Assets. To make the accountability for an asset in an accounting system valid, the accountant (as
record keeper) should not have physical custody of the asset or accessto it. Similarly, the custodian of the asset
should not maintain or have access to the accounting records. The custodian of an asset isnot likely to convert
the asset to personal use if another employee maintainstherecord which statesthat the asset should be on
hand. The separation of accounting responsibility from the custody of assetsis especially important for cash and
inventories, because these assets are attractive for unauthorized use or theft.

Documentation Procedures
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Internal Control

Documents provide evidence that transactions and events have occurred. At the Granite Brewery in the feature
story, the cash register tape is documentation for a sale and the amount of cash received. Similarly, a shipping
document indicates that goods have been shipped, and a sales invoice indicates that the customer has been billed
for the goods. By adding a signature (or initials) to a document, the individual responsible for the transaction or
event can be identified.

Procedures should be established for documents. Fir st, whenever possible, documents should be prenumbered
and all documents should be accounted for. Prenumbering helps to prevent a transaction from being recorded
more than once or, conversely, from not being recorded at al. Second, documents that are source documents (the
original receipts) for accounting entries should be promptly forwarded to the accounting department to help ensure
timely recording of the transaction. This control measure contributes directly to the accuracy and reliability of the
accounting records.

Physical Controls

Physical controlsinclude mechanical and electronic controls to safeguard assets and enhance the accuracy and
reliability of the accounting records. Examples of these controls are shown in Illustration 7-2.

Safes, vaults, and safety deposit Locked warehouses and storage cabi-  Computer facilities with password
boxes for cash and business papers nets for inventories and records or biometric access
=
/ e
Alarms to prevent break-ins Television monitors and garment Time clocks for recording
sensors to deter theft time worked

llustration 7-2 &

Physical controls

| ndependent Verification

Most systems of internal control provide for independent internal and external verification. This principle involves
the review, comparison, and reconciliation of data prepared by employees. Three measures are recommended to
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benefit fully from independent verification:

1. The verification should be done periodically or on a surprise basis.

2. The verification should be done by an employee who isindependent of the personnel responsible for the
information.

3. Discrepancies and exceptions should be reported to a management level that can take appropriate corrective
action.

Internal Verification. Independent internal verification is especially useful in comparing accounting records
with existing assets. The inventory count by the two bartendersin the feature story about the Granite Brewery is an
example. Another common example is the reconciliation by an independent person of the cash balance per books
with the cash balance per bank. We will learn more about bank reconciliations later in this chapter.

In large companies, independent internal verification is often assigned to internal auditors. Internal auditorsare
employees of the company who evaluate the effectiveness of the company's system of internal control. They
periodically review the activities of departments and individuals to determine whether prescribed internal controls
are being followed. The importance of thisfunction isillustrated by the fact that most fraud is discovered by
companies through internal mechanisms, such as existing internal controls and internal audits.

External Verification. Itisuseful to contrast independent internal verification with independent external
verification. External auditors, in contrast to internal auditors, are independent of the company. They are
professional accountants hired by a company to report on whether or not the company's financial statements fairly
present its financial position and results of operations. As part of the evaluation, they also examine and report on
internal control.

Other Controls

Other control measures can include the following:

1. Bonding of employees who handle cash. Bonding means having insurance protection against the
misappropriation of assets by dishonest employees. This measure contributes to the safeguarding of cash in two
ways. First, the insurance company carefully screens all individuals before adding them to the policy and may
reject risky applicants. Second, bonded employees know that the insurance company will vigorously prosecute
all offenders.

2. Rotating employees duties and requiring employeesto take vacations. These measures are designed to
deter employees from attempting any thefts, since they will not be able to permanently conceal their improper
actions. Many embezzlements, for example, have been discovered when the perpetrator was on vacation or
assigned to a new position.

L imitations of | nternal Control

A company's system of internal control is generally designed to provide r easonable assur ance that assets are
properly safeguarded and that the accounting records are reliable—in other words, that areliable control systemis
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maintained. The concept of reasonable assurance rests on the idea that the costs of establishing control procedures
should not be more than their expected benefit.

Toillustrate, consider shoplifting lossesin retail stores. Such losses could be completely eliminated by having a
security guard stop and search customers as they |eave the store. Store managers have concluded, however, that the
negative effects of this procedure cannot be justified. Instead, stores have attempted to “control” shoplifting losses
by using less costly procedures such as (1) posting signs saying, “We reserve the right to inspect all packages’ and
“All shoplifters will be prosecuted,” (2) using hidden TV cameras and store detectives to monitor customer
activity, and (3) using sensor equipment at exits.

The human element is an important factor in every system of internal control. A good system can become
ineffective as aresult of employee fatigue, carelessness, or indifference. For example, areceiving clerk may not
bother to count goods received or may just “fudge”’ the counts. Occasionally, two or more individuals may work
together to get around prescribed controls. Such collusion can significantly lessen the effectiveness of a system
because it eliminates the protection expected from segregating the employees duties. If a supervisor and a cashier
collaborate to understate cash receipts, the system of internal control may be defeated (at least in the short run).

The size of the business may impose limitations on internal control. In asmall company, for example, it may be
difficult to apply the principles of segregation of duties and independent internal verification because of the small
number of employees. In situations such asthis, it is often necessary for management to assume responsibility for,
or to oversee, incompatible functions. For example, at asmall gas station, it is not unusual for a cashier to receive
the cash and also prepare and make the night deposit at the bank. If the cash register tape islocked so that the
cashier cannot accessiit, internal control is strengthened when the manager |ater reconciles the bank deposit to the
cash register tape.

Decision Toolkit

How to
Decision Info Needed for Tools to Use for Evaluate
Checkpoints Decision Decision Results
. | A
(8 Lz 8T,

Are the company's
financial statements
supported by
adequate internal
controls?

Auditor's report,
statement of
management
responsibility,
management
discussion and
analysis, articles in
the financial press

The required
measures of internal
control are to (1)
establish
responsibility, (2)
segregate duties,
(3) document
procedures,(4)
employ physical
controls, and (5)
use independent
verification.

If there is any
indication that
these or other
controls are
lacking, the
financial
statements
should be used
with caution.
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Before Y ou Go On #1

Before You Go On ...

- Review It

1. What isinternal control?
2. |dentify and describe the principles of internal control.

3. What are the limitations of internal control?

p Do It

|dentify the appropriate internal control principle and state whether it has been supported or violated in
each of the following situations:

(@) The purchasing department orders, receives, and pays for merchandise.

(b) All cheques are prenumbered and accounted for.

(c) Theinternal auditor performs surprise cash counts.

(d) Extracashiskept locked in asafe that can only be accessed by the head cashier.
(e) Each cashier hastheir own cash drawer.

Action Plan

+ Understand the principles of internal control: establishment of responsibility, segregation of duties,
documentation procedures, physical controls, and independent verification.

Solution

(a) Violation of segregation of duties

(b) Support of documentation procedures

(c) Support of independent verification

(d) Support of physical controls

(e) Support of establishment of responsibility
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Cash Controls

Cash Controls

study objective 2

Apply internal control to
cash receipts and
disbursements.

Just as cash is the beginning of a company's operating cycle, it isusually the starting point for a company's system
of internal control. Cash is easily concealed and transported, lacks owner identification, and is highly desired.
Because of these characteristics, cash is highly susceptible to theft or misuse. In fact, the Association of Certified
Fraud Examiners reports that cash is the asset targeted for theft 90 percent of the time. In addition, because of the
large volume of cash transactions, errors may easily occur in executing and recording these transactions. To
safeguard cash and to ensure the accuracy of the accounting records, effective internal control is essential.

Before we apply the internal control principles we learned in the last section to cash, let's ook first at what cash is,
and is not. Cash consists of coins, currency (paper money), cheques, money orders, and money on hand or on
deposit in abank or similar depository. The general ruleisthat if the bank will accept it for deposit, it is cash.

Debit card transactions and bank credit card receipts, such as VISA and MasterCard, are considered as cash but
non-bank credit card receipts, such as Diner's Club, are not. In fact, debit and credit cards are used far more
frequently than cash today. (We will learn more about accounting for debit and credit card transactions in Chapter
8)

Cash does not include postdated (payable in the future) cheques, staledated (more than six months old) cheques, or
returned cheques (due to insufficient funds). Nor are postage stamps or |OUs from employees cash, because these
items are not the current medium of exchange or acceptable at face value on deposit.

Internal Control Over Cash Receipts and Disbursements

Cash receipts come from avariety of sources: cash sales; collections on account from customers; the receipt of
interest, rents, and dividends; investments by shareholders; bank loans; and proceeds from the sale of assets.
Generaly, internal control over cash receiptsis more effective when cash receipts ar e deposited intact into the
bank account on a daily basis. Bank deposits should be made by an authorized employee, such as the head
cashier or general manager.

Theinternal control principles explained earlier apply to cash receipt transactions as shown in Illustration 7-3. As
might be expected, companies vary considerably in how they apply these principles.
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Cash Controls

Internal Control over Cash Receipts

Establishment of Segregation of Documentation Independent
Responsibility Duties Procedures Verification

Only designated Different Use remittance Store cash in safes SUpervisors count Bond personnel
personnel ane individuals recense advice (mail and bank vaults; cash receipts daily; who handle cash;
authaorized to cash, record cash receipts), cash limit access to an accountant require vacations;
handle cash receipts, and register tapes, and storage areas, use compares total deposit all cash in
receipts. deposit or hald deposit slips. cash registers. receipts to bank a bank daily.

the cash. depasits daily.

llustration 7-3 &

Application of internal control principles to cash receipts

Cashisdisbursed for avariety of reasons, such asto pay expenses and liabilities or to purchase assets. Generally,
internal control over cash disbursements is more effective when payments are made by cheque rather than in
cash. Other control procedures (not discussed here) are put in place for the few payments that cannot be made by
cheque (e.g., for postage).

Internal control over cheques includes the signing of cheques by an authorized person or persons (cheques often
require two signatures). The cheque signer(s) should carefully review the supporting documentation for the
payment before signing the cheque. There should be a clear segregation of duties between the cheque-signing
function and the accounts payabl e function. Cheques should be prenumbered and all cheque numbers must be
accounted for in the payment and recording process. Cheques should never be pre-signed and blank cheques
should be safeguarded.

The principles of internal control apply to cash disbursements as shown in Illustration 7-4.
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Cash Controls

Establishment of

Documentation

Internal Control over Cash Disbursements

Independent

Responsibility Duties Procedures Physical Contrals Verification Other Contrals
Only designated Different Use prenumbered Store blank Compare cheques Stamp invoices
personnel are individuals cheques and cheques in saffies to invoices; PAID,
authorized to sign approve and account for them with limited reconcile the
cheques. make payments; in sequence; each access; print bank statement

cheque signers cheque must cheque amounts monthhy.
do not record have an approved electronically.
disbursements, invoice,

llustration 7-4 &

Application of internal control principles to cash disbursements

Copyright © 2008 John Wiley & Sons Canada, Ltd. All rights reserved.
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Use of aBank

Use of a Bank

study objective 3

Prepare a bank
reconciliation.

The use of a bank contributes significantly to good internal control over cash. A company can safeguard its
cash by using abank as a depository and clearing house for its cash and cheques received and cheques written. The
use of a bank minimizes the amount of currency that must be kept on hand. And, if all receipts are deposited intact
into the bank account and al payments are made by cheque, internal control is strengthened because a double
record is maintained of all bank transactions—one by the company and the other by the bank. It should be possible
to reconcile these accounts—make them agree—at any time.

Each month, the bank sends the company a bank statement showing the company's bank transactions and balances.
For example, in Illustration 7-5, the statement for Laird Ltd. shows the following: (1) cheques paid and other
debits that reduce the balance in the depositor's account, (2) deposits and other credits that increase the balance in
the depositor's account, and (3) the account balance after each day's transactions.

Bank of Montreal m Banque de Montreal

505 King Straet

Transit LVate Acoount Title Actourt Type Acoount Mo

Fredencton, NE Mode dom | D0 M YA Dié=igratnn ge compta Type da carmpte Ma de corrpie Fage

£S5 1E/7 3 30 04 06 Coerating Account FEOA 1050-800 i
TRANSACTIIN CODES® Laird Ltd.
CORES F TRANGASTDNE®
s 'H__...- 500 Queen Street
(8 e iy Fredencton, NB  E3B hC2 Date

3 BALANCE FORWARD n -

" B SOLDE REPORTE  L0231] 1325690 ]
;... CODE[ Descripton/Massage justificanf Debits/Débits | Credits/Credits | Mo P[?Jr Balanca/Solde
™ cK NO. 435 64,95 0401 | 126119
I CD 4,276,685 04 {1 16,868.80

e oD 2,137 50 0404 19,026.30
T CK NO. 438 776.65 04 04 18,249 65
DM Hatiercs L CK NO. 437 1,185,789 0405 17,063.56
s CK NO. 435 3,260.00 0405 13,803.86
. CD 1,.350.47 04 0 19,154.33
= Ch 582,46 04 07 16,136.79
il v, CK N, 440 1,487.90 04 7 14,648.8%
= CK NO. 439 1,781.70 0d (8 12 867.19
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Lk ML 440 [ g iy |4 bay.
- CK NO. 438 1,781.70 04 08 12 867.19
’ ' CK M. 442 2.420.00 04 08 10,447.19
) CD 235628 | 0411 | 12,80247
. CK NO. 441 1,585.60 0411 11,216.87
. CD 272000 | 0412 | 1393687
) CK WO, 443 1,226.00 0412 12,710.87
: cD 75741 | 0414 | 1346828
g co 1,218.56 0415 14, 68654
e co 115.42 0415 15,402.26
NS o . RC 475 60 04 18 14,976.66
) ' CK MO, 444 3477.11 0422 11,453.55
' cD 157850 | 0425 | 1307845
. M 1,350.65 | 0427 | 1442900
- DM 30.00 04 28 14,359.00
N cD 212860 | 0429 | 1652780
. cK NO. 447 659,91 0429 | 1586769
. IN 976 | 0429 | 1590745
)
o W
Plt-_'ﬂ.-_;lr.l.-_ll:l- Il.-_l.-ll -:|;L':I-It- Frompt neaficaton of any chanoe of sddress would be appreciated [ Pridee de aignaler & B Bangue foul changement dadressa

llustration 7-5 &

Bank statement (reproduced with permission of the Bank of Montreal)

Helpful Hint

Bank Company
Credit Debit
Debit Credit

At first glance, it may appear that the debits and credits reported on the bank statement are backward. How can a
cheque be a debit? And how can a deposit be a credit? Debits and credits are not really backwards because the
asset account Cash maintained by the company (depositor) is the opposite of the bank's liability account for each
depositor. To the company, Cash is an asset account. Assets are increased by debits (e.g., for cash receipts) and
decreased by credits (e.g., for cash payments). To the bank, on the other hand, the cash in your bank account is a
liability account—an amount it must repay to you upon request. Liabilities are increased by credits and decreased
by debits. When you deposit money in your bank account, the bank's liability to you increases. That is why the
bank shows deposits as credits. When you write a cheque on your account, the bank pays out this amount and
decreases (debits) its liability to you.
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Cheques Paid and other Debits

A chequeisawritten order signed by the depositor that instructs the bank to pay a specific sum of money to a
designated recipient. Personal cheques are now being used much less than they used to be. In fact, many retailers—
including Loblaw, Sobeys, Wal-Mart, Sears, The Bay, and Zellers—no longer accept personal cheques. Although
personal chequing is on the decline, cheques for businesses are still the reality. It is difficult to pay most corporate
creditors any other way.

Other disbursements may appear on the bank statement, such as payments using electronic funds transfers. For
example, many companies pay their employees' salaries using a direct deposit option. When this occurs, the cash is
instantly transferred from the company's bank account to each employee's bank account. No cheques are issued. In
addition, pre-authorized payments, for things like loans and interest paid on arecurring basis, are often made
electronically.

All paid cheques are listed in chronological order on the bank statement along with the date the cheque was paid
and its amount. Upon paying a cheque, the bank stamps the cheque “Paid”; a paid cheque is sometimes referred to
as acancelled cheque. Electronic payments, or funds transfers, are normally indicated directly on the bank
statement without any supporting documentation.

The bank also includes memoranda with the bank statement that explain other debits made by the bank to the
depositor's account. Debit memoranda (DM) are issued for service charges and fees assessed by the bank and
other amounts that are deducted from the depositor's account.

A debit memorandum is also used by the bank when a previously deposited customer's cheque bounces because of
insufficient funds. In such a case, the cheque is marked NSF (not sufficient funds) by the customer's bank, or RC
(returned cheque), asin the case of the Bank of Montreal, and is returned to the depositor's bank. The bank then
debits (decreases) the depositor's account, as shown by the symbol RC on the bank statement in Illustration 7-5,
and returns the NSF cheque and debit memorandum to the depositor as notification of the charge.

The company (depositor) advises the customer who wrote the NSF cheque that the payment was ineffective and
that payment is still owed on the account. The company also usually passes the bank charges on to the customer by
adding them to the customer's account balance. In summary, the overall effect of an NSF cheque to the depositor is
to create an account receivable and to reduce the cash in the depositor's bank account.

An account receivable is recorded on the assumption that the customer will honour the account due by replacing
the bounced cheque with avalid cheque, or with cash. This happensin most cases. In the next chapter, we will
discuss how to account for uncollectible accounts receivable when customers are unable to pay their accounts.

Deposits and other Credits

Deposits to a company's bank account can be made by an authorized employee, and documented by a deposit slip.
Deposits can also be made by direct deposit, through an automated banking machine, or through an electronic
funds transfer. In these cases, the notification is on the bank statement.

The bank also includes memoranda with the bank statement that explain other credits made by the bank to the
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depositor's account. Credit memoranda (CM) identify interest earned on the bank account and other amounts
added to the depositor's account. For example, some retailers allow electronic payments for merchandise sold on
account. Funds are electronically transferred from the customer's account to the retailer's account in payment of the
bill.

In summary, debit memoranda result in debits on the bank's books and credits on the company's books.
Credit memoranda result in credits on the bank's books and debits on the company's books.

Reconciling the Bank Account

Because the bank and the company keep independent records of the company's chequing account, you might
assume that the balances in both records will always agree. In fact, the two balances are seldom the same at any
specific time. It is therefore necessary to make the balance per books agree with the balance per bank—a process
called reconciling the bank account.

The lack of agreement between the balances has two causes:

1. Timelagsthat prevent one of the parties from recording the transaction in the same period as the other party
2. Errorsby either party in recording transactions

Except in electronic banking transactions, time lags occur often. For example, several dayswill normally pass
between the time a company mails a supplier a cheque and the date the supplier presents the cheque to the bank for
payment. Chegues recorded by a company that have not yet cleared (been paid by) the bank are called outstanding
cheques.

Similarly, when a company uses the bank's night depository to make its deposits, there will be a difference of one
day (or more, if holidays intervene) between the time the receipts are recorded by the company and the time they
are recorded by the bank. Deposits recorded by the company that have not yet been recorded by the bank are called
depositsin transit. A time lag also occurs whenever the bank mails a debit or credit memorandum to the company.

Errors can also occur. How often errors occur depends on the effectiveness of the internal controls maintained by
the company and the bank. Bank errors are infrequent. However, either party could accidentally record a $450
cheque as $45 or $540. In addition, the bank might mistakenly charge a chegue to the wrong account if the code is
missing or if the cheque cannot be scanned.

- Accounting Matters! Management Per spective
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Bank errors may be infrequent, but they can involve a story more suitable for Ripley's Believe It or Not
than an accounting textbook. Scotiabank's discount brokerage arm accidentally put $17.1 million of
somebody else's money into a Toronto doctor's Scotiabank account. It took four months to find and
correct the error. Stories about banks misplacing customers' funds are a dime a dozen. But they usually
involve misplaced debits, and rarely amounts as high as this.

Source: John Partridge, “Bank Error in Your Favour: Collect $17 Million,” Globe and Mail, April 11, 2000,
Al.

Reconciliation Procedure. To get the most benefit from a bank reconciliation, the reconciliation should be
prepared by an employee who has no other responsibilities related to cash. When the internal control principle of
segregation of dutiesis not followed in preparing the reconciliation, cash embezzlements may go unnoticed. For
example, a cashier who prepares the reconciliation can steal cash and hide the theft by misstating the
reconciliation. Thus, the bank accounts would reconcile and the theft would not be detected.

In reconciling the bank account, it is customary to reconcile the balance per bank (found on the bank statement
provided by the bank) and the balance per books (found in the cash account in the general ledger) to their adjusted
(correct) cash balances. Both the books and the bank balance will likely change as aresult of the reconciliation
process. The reconciliation is usually divided into two sections—one per the bank statement and one per the books
—as shown in lllustration 7-6 on the following page.
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Per Bank Statement

\j

Adjustments to the bank balance

Bank errors (/)
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Cash Balances

Adjusted Cash Balance
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Per Books

\

Adjustments to the book balance

Interest revenue and
other credit memos (+)

—

=
Pay 1o the onder of
'___——;‘T‘

—

i

MSF (returned) cheques, service
charges, and other debit memos [ —)

“Error”

Book errors (+/—)

—

[llustration 7-6 &

Bank reconciliation procedures

The starting point in preparing the reconciliation is to enter the balance per bank statement and balance per books.
The following steps should reveal all the reconciling items that cause the difference between the two balances:
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1. Reconciling Items per Bank. On the bank side of the reconciliation, the items to reconcile are depositsin
transit (amounts added) and outstanding cheques (amounts deducted).

« Depositsin transit. Compare the individual deposits on the bank statement with (1) the depositsin transit
from the preceding bank reconciliation and (2) the deposits recorded in the books. Depositsin transit are
aready recorded on the company's books but the bank does not know about them yet. Therefore, they must
be added to the balance per bank in the reconciliation process.

Before determining the depositsin transit for the current period, you must check whether all depositsin
transit that are outstanding from a prior period have cleared. For example, assumethat Laird Ltd. used a
night deposit slot to deposit $2,201.40 on April 28. Because April 30 falls on a Sunday in 2006, the bank
will not receive or record this deposit until Monday, May 1. This amount would be treated as a deposit in
transit at the end of April and would be added to the balance per bank in the reconciliation process.
However, this outstanding deposit will clear the bank in May and will therefore no longer be a deposit in
transit at the end of May. As at the end of May, this amount will have been recorded by both the company
and the bank.

+ Outstanding cheques. Compare the paid cheques shown on the bank statement or returned with the bank
statement with (a) cheques outstanding from the preceding bank reconciliation and (b) cheques issued by
the company. Outstanding cheques are already recorded on the company's books but the bank does not
know about them yet. Therefore, they must be deducted from the balance per bank in the reconciliation
process.

Note that an outstanding cheque from a prior period means that the cheque was deducted from the
books in the prior period, but not paid by the bank. If the cheque was paid by the bank in the current
month, both sides (book and bank) are now reconciled, the cheque is no longer outstanding, and no further
reconciling item is required. If the cheque has still not been presented to the bank for payment, it will
continue to be outstanding.

+ Errors. Note any errors made by the depositor that have been discovered in the previous steps. For
example, if apaid chegue written by the company for $1,226 was mistakenly recorded by the company as
$1,262, the error of $36 ($1,262 — $1,226) is added to the balance per books.

Note that errors can be made by either party—the company or the bank—and can be in any direction
(increases or decreases). Make sure that you only include errors made by the bank as reconciling itemsin
determining the adjusted cash balance per bank. Errors made by the company should be included as
reconciling items per books, as we will discussin the next section.

2. Reconciling Items per Books. Reconciling items on the book side include adjustments from credit memoranda
(amounts added) and debit memoranda (amounts deducted).

« Bank memoranda. Any unrecorded debit or credit memoranda should be recorded in the book section of
the reconciliation. For example, a $25 debit memorandum for bank service chargesis deducted from the
balance per books, and a $3 credit memorandum for interest earned is added to the balance per books.

« Errors. Note any errors made by the bank that have been discovered in the previous steps. Note, as above,
that errors can be made by either party—the company or the bank—and can be in any direction (increases
or decreases). Make sure that you only include errors made by the company as reconciling itemsin
determining the adjusted cash balance per books.
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Bank Reconciliation lllustrated. The bank statement for Laird Ltd. was shown in Illustration 7-5. It shows a
bal ance per the bank of $15,907.45 on April 30, 2006. On this date the cash balance per booksis $11,234.14. From

the foregoing steps, the following reconciling items are determined:

1. Depositsin transit: After comparing the deposits recorded in the books with the deposits listed
in the bank statement, it was determined that the April 28 deposit of $2,201.40 was not recorded

by the bank until May 1.

2. Outstanding cheques. After comparing the cheques recorded in the books with the cheques
listed in the bank statement, it was determined that three cheques were outstanding: No. 445,

$3,000.00; No. 446, $1,401.30; and No. 448, $1,502.70.

3. Error: Chegque No. 443 was correctly written by Laird for $1,226.00 and was correctly paid by

the bank. However, it was recorded as $1,262.00 on Laird's books.
4. Bank memoranda:
(a) Credit—Electronic payment by customer on account
(b) Credit—Interest earned
(c) Debit—Returned or NSF chegque
(d) Debit—Bank service charge re NSF cheque

The bank reconciliation follows:

LAIRD LTD.

Bank Reconciliation
April 30, 2006

$2,201.40

5,904.00

36.00

1,350.55
39.76
425.60
30.00

Cash balance per bank statement
Add: Deposits in transit

Less: Outstanding cheques
MNo. 445
No. 446
No. 448
Adjusted cash balance per bank

Cash balance per books

Add: Electronic payment by customer on account
Error in recording cheque No. 443
Interest earned

Less: Returned (NSF) cheque
Bank service charge
Adjusted cash balance per books

$3,000.00
1,401.30
1,502.70

$1,350.55
36.00
39.76

5 425.60
30.00

$15,907 45
2,201.40
18,108.85

2,904.00
51220485

—

$11,234.14
1,426.31
12,660.45

455,60
$12.204.85
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Entries for Bank Reconciliation. Each reconciling item which arises from determining the adjusted cash

bal ance per books should be recorded by the depositor. If these items are not journalized and posted, the Cash
account will not show the correct balance. The adjusting entries for Laird Ltd.'s bank reconciliation on April 30 are
asfollows:

Electronic Payment on Account. A payment of an account by a customer is recorded in the same way, whether the
cash isreceived through the mail or electronically. The entry is:

Apr. 3
Accounts Receivable
(To record electronic collection of account)

Cash ‘ 1,350.55

Book Error. An examination of the general journal shows that incorrectly recorded cheque No. 443 was a payment
on account to a supplier. The correcting entry is:

Apr. 30
4 Tl 0l + T

Accounts Payable
{ To correct error in recol q;:il'.'_,'_k|'|_'-:|.|q Mo, d3)

Cash 36,00 ‘

I nterest Earned. The entry to record the credit memorandum for the interest earned on the bank account for the
month of April is:

Apr. 30
Interest Revenue 39.76

[T record interest earned)

Cash ‘ 39.76

NSF Cheque. Asindicated earlier, an NSF (RC) cheque becomes an account receivable to the depositor. The entry

A L 1 . ) I—_—
Apr. 30 | Accounts keceivable 425,600
+l 1% 50 r - =
| a7 o
0 L ash Ll
boo | (To record returned chegue)
Cash Sow (1]

Bank Service Charges. Bank service charges are normally debited to the expense account Bank Charges. Some
companies use the account Interest Expense; others use Miscellaneous Expense if charges are nominal in amount.
However, because the bank service charge in this instance relates to processing the NSF cheque, this charge will be
passed on to the customer and added to its account balance. The entry is:

o 3000 By e e
1010} Cash

Apr. 30 | Accounts Receivable 30,00
) |
oo (To record bank service charge for processing WSF cheqgue)
£ nch Bow <3000 E £
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All of the entries above could also be combined into one compound entry. Our presentation assumes that all
adjustments are made at the end of the month. In practice, a company may also make journal entries during the

month as it receives information from the bank regarding its account, or as the company checks its bank account
balances on-line.

After the entries are posted, the Cash account will appear asin the T account which follows. The adjusted cash

balance in the ledger should agree with the adjusted cash balance per books in the bank reconciliation shown on
page 321.

Cash

Apr. 30 Bal. 11,234.14 | Apr. 30 425.60
30 1,350.55 30 30.00
30 36.00
30 39.76

Apr. 30 Bal. 12,204.85

What entries does the bank make? The bank cannot correct your errorson its books and you cannot correct
the bank's errorson your books. If any bank errors are discovered in preparing the reconciliation, the bank
should be notified so it can make the necessary corrections on its records. The bank does not make any entries for
depositsin transit or outstanding cheques. Only when these items reach the bank will it record them.
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Before You Go On #3

Before You Go On ...

- Review It

1. How does a bank reconciliation strengthen internal control?

2. How are depositsin transit and outstanding cheques treated in the reconciling process from the
current period? From a prior period?

p Do It

The Cash account of Zhizhi Corporation showed a balance of $16,333 on December 31. The bank
statement as of that date showed a balance of $18,084. After comparing the bank statement with the
company records, the following information was determined:

1. The bank returned an NSF cheque in the amount of $239 that Zhizhi had deposited on December
20. The cheque was a payment on a customer's account.

2. Electronic receipts received from customers on the last day of the month in payment of their
accounts totalled $2,300. These receipts have not yet been recorded by the company.

3. Thebank issued a credit memo for $9 for interest earned on Zhizhi's account.

4. The bank issued a debit memo for bank service charges of $37. Of this amount, $25 was for
processing the NSF cheque (see No. 1 above) and $12 was for the rental of a safety deposit box.

5. The company made an error in recording a customer's deposit. The company recorded the payment
on account as $209, when it should have been $290. The bank correctly recorded the deposit as
$290.

6. Depositsin transit as at December 31 amounted to $3,643.

7. Outstanding cheques for the month of December amounted to $3,000. Cheques still outstanding
from the month of November totalled $280.

Prepare a bank reconciliation and any required journal entries for Zhizhi at December 31.

Action Plan

+ Prepare the bank reconciliation in two sections: one for the company and one for the bank.

+ Determine which reconciling items each side knows about and adjust the other side accordingly.
+ Be careful when you determine the direction of an error correction.

+ Prepare journal entries only for the book side; not the bank side.
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+ The adjusted cash balances must agree with each other when complete, and with the general ledger
account after the journal entries are posted.

Solution
ZHIZHI CORPORATION
Bank Reconciliation
December 31
Cash balance per bank statement $18,084
Add: Depositsin transit 3,643
21,727
Less: Outstanding cheques ($3,000 1 $280) 3,280
Adjusted cash balance per bank $18,447
Cash balance per books $16,333
Add: Electronic receipts from customers on account $2,300
Interest earned 9
Deposit error correction ($290 2 $209) 81 2,390
18,723
Less: NSF cheque $239
Bank service charges ($25 1 $12) 37 276
Adjusted cash balance per books $18,447
Dec. 31 | Cash 2,300
Accounts Receivable 2,300
(To record electronic receipts on account)
31 | Cash 9
Interest Revenue 9
(To record interest earned on bank account)
31 | Cash 81
Accounts Receivable ($290 2 $209) 81
(To correct deposit error)
31 | Accounts Receivable ($239 1 $25) 264
Cash 264
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(To re-establish accounts receivable for NSF cheque)
31 | Bank Charges Expense 12
Cash 12

(To record bank service charges)

Check:

Cash
16,333
2,300 | 264

81
18,447
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Reporting Cash

study objective 4

Explain the reporting of
cash.

Cash isreported in two different financial statements:. the balance sheet and the cash flow statement. The balance
sheet reports the amount of cash available at a specific point in time. The cash flow statement shows the sources
and uses of cash during a period of time. The cash flow statement was introduced in Chapters 1 and 2 and will be
discussed in detail in Chapter 13.

Because it isthe most liquid asset owned by a company, cash islisted first in the current assets section of the

bal ance sheet. Many companies combine cash with cash equivalents. Y ou will recall from Chapter 1 that cash
equivalents are short-term, highly liquid (easily sold) investments. These investments include short-term deposits,
short-term investments such as treasury bills and money-market funds, and short-term notes that normally have
maturities of three months or less when purchased. All are typically purchased with cash that is not currently
needed. More than 75 percent of Canadian public companies combine cash and cash equivalents for reporting
purposes. As shown in Appendix A at the end of this textbook, Loblaw combines its cash with cash equivalents on
its balance sheet.

Some companies may be in a cash deficit or overdraft position at year end. Bank overdrafts occur when a cheque
iswritten for more than the amount in the bank account. This, in effect, is a short-term loan from the bank. Most
companies have overdraft protection up to a certain amount with their banks. In an overdraft situation, the cash
account will show acredit balance in the general ledger and is reported as a current liability called bank
indebtedness.

A company may have cash that is not available for general use because it isrestricted for a specia purpose. For
example, landfill companies are often required to maintain afund of restricted cash to ensure that they will have
adequate resources to cover closing and cleanup costs at the end of alandfill site's useful life. Cash that has a
restricted use should be reported separately on the balance sheet asrestricted cash. If the restricted cash is
expected to be used within the next year, the amount should be reported as a current asset. When thisis not the
case, the restricted funds should be reported as a noncurrent asset.

In making loans to depositors, banks commonly require borrowers to maintain minimum cash balances. These
minimum balances, called compensating balances, provide the bank with support for the loans. They are aform
of restriction on the use of cash. Similar to other restricted cash, compensating balances are reported as a
noncurrent asset.

The following presentation in Illustration 7-7 by Help the Aged Canada, a not-for-profit corporation, shows the
reporting of both cash and cash equivalents (called short-term investments by Help the Aged Canada) and
restricted cash.
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HELP THE AGED CANADA
Statement of Financial Position (partial)
March 31, 2004
EAMABL oy o vrims o S
Current assets
Cash and short-term investments $165,982
Accounts receivable 88,530
Prepaid expenses 21,641
276,153
Restricted cash and short-term investments 140,445

llustration 7-7 &

Presentation of cash

Decision Info Needed for Tools to Use How to Evaluate
Checkpoints Decision for Decision Results

&l 2z €2 €

Is all of the Balance sheet Does the A restriction on the
company's cash and notes to company report use of cash limits
available for general financial any cash as management's ability
use? statements being restricted? to use those resources
for general obligations.
This might be
considered when
assessing liquidity.

Copyright © 2008 John Wiley & Sons Canada, Ltd. All rights reserved.
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Before You Go On ...

- Review It

1. Why isit that cash can sometimes be reported as a current asset, sometimes as a noncurrent
asset, and sometimes as a current liability?

2. What was Loblaw's balance in cash and cash equivalents as at January 3, 2004? How did
Loblaw define cash equivalents (see Note 1)? The answers to these questions are provided at the
end of this chapter.

Show Answer

Ly S s satween restricted-cash-and-compensating:bal X

Loblaw reported $618 million of cash and cash equivalents as at January 3, 2004.
- LOblaw's cash equivalents are defined in note 1 as “highly liquid investments with a
maturity of 90 daysor less.”
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Managing and Monitoring Cash

study objective 5

Identify ways to manage
and monitor cash.

Corporate management must perform a difficult balancing act to properly manage cash. On one hand, it is critical
to ensure that enough cash is available to pay bills as they come due, to buy goods, and to take advantage of
opportunities as they present themselves. On the other hand, cash itself is an unproductive asset unlessit is
invested in other assets (e.g., investments, inventory, and property, plant, and equipment). Too much cash on hand
may indicate that management is not maximizing its return on assets.

In the next sections, we will look at the basic principles of cash management and budgeting.

Basic Principles of Cash Management

Many companies struggle, not because they cannot generate sales, but because they cannot manage their cash. A
real-life example of thisis a clothing manufacturing company owned by Sharon McCollick. McCollick gave up a
stable, high-paying marketing job with Intel Corporation to start her own company. Soon she had more clothing
orders than she could fill. Y et she found herself on the brink of financial disaster, owing three mortgage payments
on her house and $2,000 in income tax. Her company could generate sales, but it was not collecting cash fast
enough to support its operations. The bottom line is that a business must have cash.

To understand cash management, consider the operating cycle of Sharon McCollick's clothing manufacturing
company. First, it purchases cloth. Let's assume that it purchases the cloth on credit provided by the supplier, so
the company owes its supplier money. Next, employees make the cloth into clothing. Now the company also owes
its employees money. Then, it sellsthe clothing to retailers, on credit. McCollick's company will have no money to
repay suppliers or employees until its customers pay. In a manufacturing operation, there may be a significant lag
between the original purchase of raw materials and the ultimate receipt of cash from customers.

Managing the often precarious balance created by the ebb and flow of cash during the operating cycle is one of a
company's greatest challenges. Any company can improve its chances of having adequate cash by following five
basic principles of cash management:

1. Increasethe speed of collection on receivables. Money owed to Sharon McCollick by her customers is money
that she cannot use. The faster customers pay her, the faster she can use those funds. Thus, rather than have an
average collection period of 30 days, she may want an average collection period of 20 days. However, any
attempt to force her customersto pay earlier must be carefully weighed against the possibility that she may
anger or alienate customers. Perhaps her competitors are willing to provide a 30-day grace period. Asnoted in
Chapter 5, acommon way to encourage customers to pay more quickly isto offer cash discounts for early
payments under such terms as 2/10, n/30.
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2. Keep inventory levelslow. Maintaining alarge inventory of cloth and finished clothing is costly. It ties up
large amounts of cash, as well as warehouse space. Increasingly, companies are using technigues to reduce the
inventory on hand, thus conserving their cash. Of course, if Sharon McCollick has inadequate inventory, she
will lose sales. The proper level of inventory isan important decision.

3. Delay payment of liabilities. By keeping track of when her bills are due, Sharon McCollick's company can
avoid paying billstoo early. Let's say her supplier allows 30 days for payment. If she paysin 10 days, she has
lost the use of cash for 20 days. Therefore, she should use the full payment period, but she should not “ stretch”
payment past the point that could damage her credit rating (and future borrowing ability).

4. Plan thetiming of major expenditures. To maintain operations or to grow, all companies must make major
expenditures which normally require some form of outside financing. In order to increase the likelihood of
obtaining outside financing, McCollick should carefully consider the timing of major expendituresin light of
her company's operating cycle. If at all possible, the expenditure should be made when the firm normally has
excess cash—usually during the off-season.

5. Invest idle cash. Cash on hand earns nothing. Excess cash should be invested, evenif it isonly overnight.
Many businesses, such as Sharon McCaollick's clothing company, are seasonal. During her slow season, when
she has excess cash, she should invest it. To avoid a cash crisis, however, it is very important that these
investments be liquid and risk-free. A liquid investment is one with a market in which someone is always
willing to buy or sell the investment. A risk-free investment means there is no concern that the party will
default on its promise to pay its principal and interest.

For example, using excess cash to purchase sharesin a small company because you heard that it was probably
going to increase in value in the near term isinappropriate. First, the shares of small companies are often illiquid.
Second, if the shares suddenly decrease in value, you might be forced to sell them at alossin order to pay your
bills as they come due. A common liquid, risk-free investment is treasury bills or money-market funds.

The five principles of cash management are summarized in lllustration 7-8 on the following page.
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Managing and Monitoring Cash

1. Increase collection of receivables 4. Plan timing of major expenditures

5. Invest idle cash

llustration 7-8 &

Five principles of cash management

Cash Budgeting

Because cash is so vital to a company, planning the company's cash needs is akey business activity. It enables the
company to plan ahead to cover possible cash shortfalls and to invest idle funds. The cash budget shows
anticipated cash flows, usually over a one- to two-year period. In this section, we introduce the basics of cash
budgeting. More advanced discussions of cash budgets and budgets in general are found in managerial accounting

texts.

As shown below, the cash budget contains three sections—cash receipts, cash disbursements, and financing—and
the beginning and ending cash balances.
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Managing and Monitoring Cash

ANY COMPANY LTD.

Cash Budget

Beginning cash balance

Add: Cash receipts (itemized)

Total available cash

Less: Cash disbursements (itemized)

Excess (deficiency) of available cash over cash disbursements
Financing needed

Ending cash balance

[ 106 ¢ |5 5 |

The cash receipts section includes expected receipts from the company's main sources of revenue, such as cash
sales and collections from customers on credit sales. This section also shows anticipated receipts of interest and
dividends, and proceeds from planned sales of investments, property, plant, and equipment, and the company's
share capital.

The cash disbur sements section shows expected payments for purchases of merchandise, and operating expenses.
This section aso includes projected payments for income taxes, dividends, investments, and property, plant, and
equipment.

The financing section shows expected borrowings and the repayment of the borrowed funds plus interest. Thisis
needed when there is a cash deficiency or when the cash balance is less than management's minimum required
balance.

Datain the cash budget must be prepared in sequence because the ending cash balance of one period becomes the
beginning cash balance for the next period. Datafor preparing the cash budget are obtained from other budgets and
from information provided by management. In practice, cash budgets are often prepared for the year, detailing cash
receipts and disbursements by month or by quarter.

In the following example, we will assume that Hayes L td. prepares a quarterly cash budget. Preparing a cash
budget requires making some assumptions about things like the collection of accounts receivable, sales of
investments, payments for merchandise and salaries, and purchases of property, plant, and equipment. The
accuracy of the cash budget depends on the accuracy of these assumptions.

The cash budget for Hayes Ltd. is shown in Illustration 7-9. The budget indicates that $33,000 of financing will be
needed in the second quarter to maintain a minimum cash balance of $5,000. Since there is an excess of available
cash over disbursements of $47,700 at the end of the third quarter, the borrowing isrepaid in this quarter.
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Managing and Monitoring Cash

HAYES LTD.
Cash Budget
Year Ended December 31, 2006
Juarter
1 2 3 4

Beginning cash balance $ 18000 $ 5500 % 5000 % 14.700
Add: Receipts

Collections from customers 168,000 198,000 263,200 258,000

Sale of investments 2,000 0 0 0

Total receipts 170,000 198,000 263,200 258,000

Total available cash 188,000 203,500 268,200 272,700
Less: Disbursements

Purchases of merchandise 23,200 27,200 31,200 35,200

Salaries 62,000 72,000 82,000 92,000

Other operating expenses 94 300 99,300 104,300 109,300

Purchase of truck 0 30,000 0 0

Income tax expense 3,000 3,000 3,000 3,000

Total disbursements 182,500 231,500 220,500 239,500

Excess (deficiency) of available cash over

disbursements 5,500 (28,000) 47,700 33,200
Financing

Borrowings 0 33,000 0 0

Repayments 0 0 33,000 0
Ending cash balance $ 5500 $ 5000 F 14700 33,200

llustration 7-9 &

Cash budget

A cash budget contributesto mor e effective cash management. For example, it can show when additional
financing will be necessary well before the actual need arises. Conversely, it can indicate when excess cash will be
available for the repayment of debts, for investments, or for other purposes. Consequently, creditors find a cash
budget to be a critical tool for assessing a company's ability to repay its debts.

" Accounting Matters! Investor Perspective
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Over the last five years, Intrawest Corporation, North America's largest ski resort developer, appeared
to be in good financial health, as it reported more than $900 million in earnings before interest, tax, and
amortization. Yet, during the same period, the company has been cash flow negative, outspending its
revenue by $604 million.

The company addressed the cash budget problem with a plan to offload the cost of future resort
development to third-party financiers. Intrawest said this arrangement was expected to free up $250
million in cash in fiscal 2004 and reduce overall debt by $300 million. Investors responded positively to
this plan and the company's share price climbed faster than a quad chairlift to trade at a P-E ratio of 25
times earnings.

Source: Mark Anderson, “Subject: Intrawest Corp., Case Study” National Post Business Magazine,
January 1, 2004, 22.

Decision Info Needed for Tools to Use How to Evaluate

Checkpoints Decision for Decision Results

) (2. 2. <P
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Will the company be Cash budget The cash Two issues: (1) Are

able to meet its (typically available budget shows management's

projected cash only to management) projected projections

needs? sources and reasonable? (2) If
uses of cash. outside sources are
If cash uses needed, are they
exceed available?

internal cash
sources, then
the company
must look for
outside

sources.

Copyright © 2008 John Wiley & Sons Canada, Ltd. All rights reserved.
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Before You Go On #5

Before You Go On ...

- Review It

1. What are the five basic elements of cash management?
2. What are the three sections of the cash budget?

- Do It

The management of Staudinger Ltd. wants to maintain a minimum monthly cash balance of $5,000. At
the beginning of March, the cash balance is $13,500; expected cash receipts for March are $210,000;
and cash disbursements are expected to be $220,000. How much cash, if any, must be borrowed to
keep the desired minimum monthly balance?

Action Plan

+ Insert the dollar data into the basic form of the cash budget.

+ Recall that there are three sections in the cash budget: cash receipts, cash disbursements, and
financing.

Solution
Beginning cash balance $ 13,500
Add: Cash receipts 210,000
Total available cash 223,500
L ess: Cash disbursements 220,000
Excess of available cash over cash disbursements 3,500
Financing 1,500
Ending cash balance $5,000

To maintain the desired minimum cash balance of $5,000, Staudinger needs to borrow $1,500.
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Using the Decision Toolkit

Sparks Basketball (SB) is a not-for-profit organization whose main purpose is to promote healthy
living through sport. Its members are basketball associations throughout the province, and they
benefit from avariety of services. These services include insurance coverage, the organization of
provincial tournaments, and discounts from sponsor organizations. It is a volunteer organization with
only one paid position—that of executive director. While the executive director was on parental
leave, this position wasfilled by the vice-president of finance, John Stevens.

Unfortunately, some financial irregularities occurred while Mr. Stevens was acting as executive
director. The board of directors learned about the irregularities at an unofficial board meeting. Asthe
acting executive director, Mr. Stevens was responsible for paying invoices, making deposits, signing
cheques, completing the bank reconciliation, and preparing financial statements for the annual
general meeting.

Oneirregularity was that several cheques with the president's signature on them were actually
forged. It was aso discovered that Mr. Stevens handled all deposits and cash disbursements by
himself for a national basketball tournament hosted by SB. He had promised to have an independent
treasurer for the tournament but did not get one. He also coached a basketball team in a near by city,
and had full access to the team's bank account. During this time, to save on bank fees, Mr. Stevens
had also stopped having the bank return SB's cancelled cheques.

A forensic accountant was brought in to investigate further. He discovered many problems. The
financial records were a mess, and there was almost no “ paper trail” for the many expenditures that
were made. There were instances of “double dipping”’—where one individual was reimbursed
several times for the same expense claim. There were also severa cheques made out to the team
coached by Mr. Stevens. There was even a cheque where the payee's name had been scratched out
and Mrs. Stevens name was inserted.

| nstructions

(@) Identify the main weakness in internal control at Sparks Basketball.
(b) Discusswhat steps should be taken to ensure that this situation does not happen again.

(c) Discussthe trade-off between implementing an extensive internal control system and the cost of
having such a system for a volunteer organization that has limited funds.
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Solution

(@

(b)

(©)

The main weakness in internal control at Sparks Basketball (SB) was the lack of segregation of
duties. While the executive director was on parental leave, one person was responsible for all
financial matters. There was also no review of Mr. Stevens work, so he could make fraudul ent
transactions without anyone knowing about them.

SB should require proper segregation of duties. Although it is often difficult to have proper
segregation of dutiesin anot-for-profit organization such as this, at |east two people should be
involved in all financial transactions. SB should require monthly bank reconciliations to be
prepared by someone other than the bookkeeper. The cancelled cheques should be returned each
month so that they can be reviewed as well. In addition, independent verification could be done
by having the board of directors review transactions and financial statements regularly.

Implementation of extensive control systemsis very expensive. Not-for-profit organizations
must carefully choose what control measures are most important for their specific needs.
However, the value of some internal controls, such as segregation of duties, often offsets the
cost, as we saw in the situation above. In addition, the organization should use as many free
controls asit can. Examples include proper screening of possible volunteers and employees,
written policies for how transactions should be processed, and requiring employees and
volunteers to sign aformal statement of ethical guidelines.
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Summary of Study Objectives

1. Identify the principles of internal control. The principles of internal control are establishment of
responsibility; segregation of duties; documentation procedures; physical controls; independent
verification; and other controls.

2. Apply internal control to cash receipts and disbursements. Internal controls over cash receipts
include (a) designating only personnel such as cashiers to handle cash; (b) assigning the duties of
receiving cash, recording cash, and having custody of cash to different individuals; (c) obtaining
remittance advices for mail receipts, cash register tapes for over-the-counter receipts, and deposit
dlips for bank deposits; (d) using company safes and bank vaults to store cash, with access limited to
authorized personnel, and using cash registers in executing over-the-counter receipts; () depositing
al cash intact daily in the bank account; (f) making independent daily counts of register receipts and
daily comparisons of total receipts with total deposits; and (g) bonding personnel who handle cash
and requiring them to take vacations.

Internal controls over cash disbursementsinclude (a) making all payments by cheque; (b) having
only specified individuals authorized to sign cheques; (c¢) assigning to different individuals the duties
of approving items for payment, paying the items, and recording the payments; (d) using
prenumbered cheques and accounting for all cheques; (e) storing each cheque in a safe or vault with
access restricted to authorized personnel, and using el ectronic methods to print amounts on cheques,
(f) comparing each cheque with the approved invoice before issuing the cheque, and making monthly
reconciliations of bank and book balances; and (g) after payment, stamping each approved invoice
“Paid.”

3. Prepare a bank reconciliation. In reconciling the bank account, it is customary to reconcile the
balance per books and the balance per bank to their adjusted balances. Reconciling items may include
depositsin transit, outstanding cheques, errors by the depositor or the bank, and unrecorded bank
memoranda. Adjusting entries must be made for any errors by the depositor and unrecorded bank
memoranda.

4. Explain the reporting of cash. Cash islisted first in the current assets section of the balance sheet.
Cash is often reported together with cash equivalents. Cash restricted for a special purpose is reported
separately as a current asset or as a noncurrent asset, depending on when the cash is expected to be
used. Compensating balances are aform of restriction on the use of cash and are reported as a
noncurrent asset.

5. Identify ways to manage and monitor cash. The five basic principles of cash management are to (a)
increase collection of receivables, (b) keep inventory levels low, (c) delay payment of liabilities, (d)
plan timing of major expenditures, and (e) invest idle cash. A cash budget aso helps a company
manage its cash.
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Decision Toolkit—A Summary

Decision
Checkpoints

Are the
company's
financial
statements
supported by
adequate
internal controls?

Is all of the
company's cash
available for
general use?

Info Needed for
Decision

Auditor's report,
statement of
management
responsibility,
management
discussion and
analysis, articles
in the financial
press

Balance sheet
and notes to
financial
statements

Tools to Use
for Decision

The required
measures of
internal control
are to (1)
establish
responsibility,
(2) segregate
duties, (3)
document
procedures, (4)
employ physical
controls, and (5)
use independent
verification.

Does the
company report
any cash as
being restricted?

How to Evaluate
Results

Y,

Rl

If there is any
indication that
these or other
controls are
lacking, the
financial
statements
should be used
with caution.

A restriction on
the use of cash
limits
management's
ability to use
those resources
for general
obligations. This
might be
considered when
assessing liquidity.
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Decision ToolkitA Summary

Will the Cash budget The cash Two issues: (1)

company be (typically budget shows Are

able to meet its available only to projected management’s

projected cash management) sources and projections

needs? uses of cash. If reasonable? (2) If
cash uses outside sources
exceed internal are needed, are
cash sources, they available?
then the

company must
look for outside

sources.
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Demonstration Problem

Demonstration Problem

Trillo Corporation reports the following condensed information from its general ledger Cash account and bank
statement at June 30, 2006:

Cash

JunelBal. 18,290
June deposits 17,000 | Cheques written 20,510
June30Bal. 14,780

TRILLO CORPORATION

Bank Statement
June 30, 2006

Cheques and Deposits and

Other Debits Other Credits Balance
Balance, June 1 17,690
Deposits 15,248 32,938
Cheques cleared 18,100 14,838
EFT insurance payment 500 14,338
MNSF cheque ($150 + $25) 175 14,163
Service charge 12 14,151
Interest earned 35 14,186

Additional information:

1. Therewas adeposit in transit of $600 at May 30, the preceding month, that cleared the bank in June. There
were no outstanding cheques at the end of May.

2. The EFT payment for insurance is a pre-authorized monthly payment.

3. The NSF cheque was for $150, from Massif Corp., a customer, in payment of its account. The bank added a
$25 processing fee.

| nstructions

(a) Prepare abank reconciliation at June 30.
(b) Journalize the entries required by the reconciliation.

http://edugen.wiley.com/edugen/courses/crs1562/pc/c07/content/kimmel 6792c07_7_16.xform?course=crs1562&id=ref (1 of 3)29/02/2008 11:16:22 AM



Demonstration Problem

Action Plan
+ Compare the deposits on the bank statement with the deposits recorded in the books to determine
the deposits in transit.

+ Compare the cheques that cleared the bank statement with the cheques recorded in the books to
determine the outstanding cheques.

+ [dentify any items recorded on one side that are unrecorded on the other and adjust accordingly.
+ All the journal entries should be based on the reconciling items per books.

+ Make sure the Cash ledger account balance, after posting the reconciling items, agrees with the
adjusted cash balance per books.

Solution to Demonstration Problem

(@
TRILLO CORPORATION
Bank Reconciliation
June 30, 2006

Cash balance per bank statement $14,186
Add: Deposits in transit [$17,000 — ($15,248 — $600)] 2,352
16,538
Less: Outstanding cheques ($20,510 — $18,100) 2,410
Adjusted cash balance per bank $14,128
Cash balance per books $14,780
Add: Interest earned 35
14,815

Less: EFT insurance payment $500

NSF cheque ($150 + $25) 175
Bank service charge 12 637
Adjusted cash balance per books $14,128
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(b) June 30 | Cash
Interest Revenue
(To record bank interest earned)
30 | Insurance Expense
Cash
(To record monthly insurance payment)
30 | Accounts Receivable
Cash

(To re-establish accounts receivable for Massif Corp. for NSF cheque and
related service charge)

30 | Bank Charges Expense
Cash
(To record bank service charges)

Check:
Cash
June 30 Bal. 14,780 | June 30 500
35 175

12

June30 Bal. 14,128
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