Audit of Cash Balances

Chapter 23
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Learning Objective 1

Show the relationship of cash in the
bank to the various transaction cycles.
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Relationships of Cash in the
Bank and Transaction Cycles

Capital Acquisition and Repayment Cycle” Acquisition and Payment Cycle

Capital stock—common Dividends payable Accounts payable
‘(‘ )- Redemption | Issue of Payment Payment
of stock stock of
dividends
Paid-in capital
in excess
of par—common
‘(l)» Redemption | Issue of
of stock stock
(1) Decrease cash
Sales and Collection Cycle \ Payroll and Personnel Cycle
Accrued wages,
Cash salaries, bonuses,
Gross sales in bank and commissions
Cash - = Beginning {l Payment
sales Cas balance | ———
discounts\\——" -~
Accounts receivable taken _\__{:' \
Cash Ending withheld income taxes
receipts - O \ and other deductions
Payment

Accrued payroll
tax expense

Payment
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Cash in the Bank and
Transaction Cycles

Misstatements which may not be discovered
as a part of the audit of the bank reconciliation

> Failure to bill a customer

> An embezzlement of cash
receipts from customers

©2012 Prentice Hall Business Publishing, Auditing 14/e, Arens/Elder/Beasley 23-4



Cash in the Bank and
Transaction Cycles

‘Misstatements (continued): ‘

Duplicate payments

Improper payments of personal expenses
Payment for raw materials not received
Payment to employee for hours not worked
Payment of excessive interest to related

party
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Cash in the Bank and
Transaction Cycles

Misstatements which are normally discovered
as a part of the tests of a bank reconciliation:

» Failure to include a check on the outstanding
check list

» Cash received by the client recorded in the
wrong period
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Cash in the Bank and
Transaction Cycles

Misstatements which are normally discovered
as a part of the tests of a bank reconciliation:

» Deposits recorded near year end,
deposited in the bank in the same month,
and included in the bank reconciliation
as a deposit in transit

» Payments on notes payable debited directly

to the bank balance but not entered in the
client’s records
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Learning Objective 2

Identify the major types of cash accounts
maintained by business entities.
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Types of Cash Accounts

> General cash account
» Imprest accounts
> Branch bank account

» Imprest petty cash fund

» Cash equivalents
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Relationship of General Cash to
Other Cash Accounts

Branch bank Imprest payroll
account account

General
cash
Imprest
Cash petty cash
equivalents fund

i
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Learning Objective 3

Design and perform audit tests of the
general cash account.
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Methodology for Designing Tests
of Balances for Cash in the Bank

Identify client business
risks affecting cash Phase I
in bank

Set tolerable misstatement
and assess inherent Phase 1
risk for cash in bank

Assess control

risk for Phase I
several cycles
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Methodology for Designing Tests
of Balances for Cash in the Bank

Design and perform
tests of controls and
substantive tests of
transactions for
several cycles

Phase 11
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Methodology for Designing Tests
of Balances for Cash in the Bank

Design and perform
analytical procedures
for cash in bank

Phase III

Design tests of
details of cash in
bank to satisfy
balance-related
audit objectives

Audit procedures

Sample size

[tems to select

Timing

Phase III
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Audit Schedule for a Bank
Reconciliation
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Clavwson Industries Schedule
Bank Reconciliation Prepared by >
23800 Approved by
Acct. 101 — General account, First National Bank
Balance per Bank 1097135
Add:
Deposits in transit
12/30 TOOY7
1273 11300 - 21117
Deduct
Outstanding checks
- 7993 12/16 3068 X
8007 1276 S763 o
sS012 223 11916 0
8013 1223 149717 o<
8029 228 -7 37998
s8038 12/30 7. > 10000 X =87462>

Other reconcifing items: Bank error
Deposit for another bank customer credited

o General account by bank, in error < 15200> -7z
Balance per bank, adjusted 28168 T
VA
Balance per books before adjustments 32584 -z
Adjustments:
Unrecorded bank service charge 216 -3
Nonsufficient funds check
returned by bank, not collectible
from customer <200 3316 Lo g
Balance per books, adjusted 28168 -
WA
X Trcced ceed cpread o bk cosedinemslices
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Balance-related Audit Objectives

Cash

Balance-related ¥
' Audit

Objectives

Completeness @

©2012 Prentice Hall Business Publishing, Auditing 14/e, Arens/Elder/Beasley 23-16



Procedures

Bank Bank
Confirmation Reconciliatio
Cutoff |
Bank
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Types of Audit Tests Used for
General Cash in Bank

Cash in bank

Beginning balance
Cash receipts

Audited by
TOC-T, STOT, and AP

Cash disbursements

Audited by
TOC-T, STOT, and AP

Ending balance

Audited by
TOC-B, AP, and TDB

Tests of controls
in transaction
cycles®
(TOC-T)

Tests of controls
over bank
reconciliation
process
(TOC-B)

Substantive
tests of
transactions”®
(STOT)

Analytical
procedures”®
(AP)

Tests of

details of

balances
(TDB)

Sufficient
appropriate
evidence

*Tests of controls in transaction cycles, substantive tests of transactions, and analytical procedures are
done for the four transaction cycles included in Figure 23-1 (p. 733). The primary tests of the ending cash
balance are tests of details of balances.
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Learning Objective 4

Recognize when to extend audit tests of the
general cash account to test further for
material fraud.
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Fraud-oriented Procedures

(The auditor must extend the procedures
in the audit of year-end cash to determine
the possibility of a material fraud.
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Extended Tests of the Bank
Reconciliation

When the auditor believes that the
yvear-end bank reconciliation may be
intentionally misstated, it is
appropriate to perform extended
tests of the year-end bank
reconciliation.
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Proof of Cash

f> All recorded cash receipts were deposited

> All deposits in the bank were recorded in
the accounting records

> All recorded cash disbursements were
paid by the bank

> All amounts that were paid by the bank

were recorded
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Proof of Cash Schedule
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Clawson Industries Schedule -5 Date
Interim Proof of Cash Prepared by 727G 7/25/7 7
6/30/11 Approved by 20 7t TS
Acct. 101 — General account, First National Bank
s5/31/11 Receipts Disbursements 6/30/11
Balance per Bank @ 121782.12 627895.20 631111.96 118565.36
Deposits in transit
5/31 (5] 21720.00 <21720.00>
6/30 () 16592.36 16592.36
Outstanding checks
S/31 L)) <36396.50> <36396.50>
6/30 (5] 14800.10 <14800.10>
NSF checks @ <4560.00> <4560.00>
To allow for effect of a cash disburse-
ment recorded as a credit item
in cash receipts journal <8500.00> <8500.00>
Balance per bank, adjusted 107105.62 609707.56 596455.56 120357.62
Balance per books, unadjusted 107105.62 609707.56 597957.04 118856.14
Bank debit memos &) 120.00 <120.00>
Payroll checks erroneously entered
in General Disbursements Journal <1621.48> 1621.48
Balance per books, adjusted 107105.62 609707.56 596455.56 120357.62

@D Por 6/30/7 7 bomb slatomend.

@ Deladed lisliveg filed bolows trcced lo suwbsoGucd bamds slclomasdds.
D Ouetstomdiong-chiock list filad belows: oxamisned cancelled clecks.

@ Deolaided lisdiveg /urd bolowy cll NEGF idemi weose n\ic'o:aufm on ;«nc cved foad all clecred ci a{ &/30/r 7.
@ Sofoly deposid senials; bhraced lo socording wic josrwad esnirey.

B Facced to gouecrcd endriy corsteclirg orron.

Copyright ©201 2 Pearson Education, publishing as Prentice Hall

©2012 Prentice Hall Business Publishing, Auditing 14/e, Arens/Elder/Beasley

23-23



Proof of Cash

Includes the following reconciliation tasks: ‘

1. The balance on the bank statement with
the general ledger balance at the
beginning of the proof-of-cash period

2. Cash receipts deposited per the bank with
the cash receipts journal for a given period
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Proof of Cash

Includes the following reconciliation tasks: ‘

3. Cancelled checks clearing the bank with
those recorded in the cash disbursements

journal for a given period
4. The balance on the bank statement with the
general ledger balance at the end of the

proof-of-cash period
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Interbank Transfer Schedule
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Disbursements Receipts
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Interbank Transfers

rThe accuracy of the information on the
interbank transfer schedule should be verified.

(The interbank transfers must be recorded in
both the receiving and disbursing banks.

-
The date of the recording of the disbursements

and receipts for each transfer must be in

the same fiscal year.
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Interbank Transfers

/Disbursements on the interbank transfer
schedule should be correctly included in or
excluded from year-end bank reconciliation

\as outstanding checks.

/Receipts on the interbank transfer schedule

should be correctly included in or excluded

from year-end bank reconciliations as

\deposits in transit. .,

AN
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Learning Objective 5

Design and perform audit tests of the
imprest payroll bank account.

©2012 Prentice Hall Business Publishing, Auditing 14/e, Arens/Elder/Beasley 23-29



Audit of the Imprest Payroll
Bank Account

(
Typically, the only reconciling
items are outstanding checks.
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Learning Objective 6

Design and perform audit tests of imprest
petty cash.
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Petty Cash

(Petty cash is a unique account because
it is often immaterial in amount, yet it is
verified on many audits.

G‘he account is verified primarily because
of the potential for embezzlement and the
client’'s expectation of an audit review
even when the amount is immaterial.

©2012 Prentice Hall Business Publishing, Auditing 14/e, Arens/Elder/Beasley 23-32



End of Chapter 23
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