
S P O T L I G H T
AMEX PRODUCTS TAKES A HIT
“I’ve never been so shocked in my life!“ exclaimed Lee Grant, manager of the AMEX Products office in Palo
Alto, California. “This goes to show how important internal controls are.“

Grant just returned from the trial of Marty Popplewell, who was convicted of embezzlement. Popplewell
had been the cashier of the AMEX Products office in Palo Alto. As cashier, Popplewell received client cash
that came in by mail. Unknown to Grant, Popplewell had been “robbing Peter to pay Paul“—that is transfer-
ring client collections to Popplewell’s own account and then applying the next client cash receipt to cover the
missing amount. With access to client  accounts, Popplewell could juggle the books to keep anyone from dis-
covering his scheme. This embezzlement had been going on for 3 years, and the trial proved that Popplewell
had stolen $622,000 from the company.
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214 ! Chapter 4 Internal Control & Cash

What tipped off Grant to the embezzlement? Popplewell was involved in an
auto accident and couldn’t work for 2 weeks. The employee covering for
Popplewell saw too many irregularities in client accounts. The ensuing investiga-
tion pointed to Popplewell, and Grant then turned the case over to the police.

Shortly after the trial, Grant revamped the internal controls at AMEX
Products. Now Grant rotates employees from job to job. That way there’s
always someone checking up on someone else. And now the cashier has no
access to client accounting records.

Popplewell’s scheme is well known to accountants. It is called lapping—
similar to laying shingles on a roof. Lapping takes lots of ingenuity and purpose.
The thief has to keep the scheme going or it unravels quickly. That’s what hap-
pened when Popplewell wasn’t on the job to juggle the books.

This chapter covers the basics of internal control. It also shows how
to account for cash. These 2 topics—internal control and cash—go together
because cash is the asset that is stolen most often.

The excerpt from the AMEX Products balance sheet reports the company’s
assets. Focus on the top line, Cash and cash equivalents. At December 31, 2007,
AMEX reported cash of $6,260. If Popplewell’s scheme hadn’t been detected, the
reported cash balance would have been overstated. One purpose of internal control
is to produce accurate and reliable accounting records.

LEARNING OBJECTIVES

1 Set up an internal control system

2 Prepare and use a bank reconciliation

3 Apply internal controls to cash receipts and payments

4 Use a budget to manage your cash

5 Make ethical business judgments

AMEX Products, Inc.
Balance Sheet (Partial, Adapted)

Cash and cash equivalents.....................................
Cash pledged as collateral .....................................
Accounts receivable...............................................
Inventories ............................................................
Prepaid expenses ...................................................
Investments ...........................................................
Equipment and facilities (net of
 accumulated depreciation of ($2,400) ...............
Other assets...........................................................
Total assets............................................................

$  6,260
2,000
8,290

36,200
1,400

10,000

13,170
3,930

$81,250

December 31,
2007Assets

Resources for
This Chapter
In This Instructor’s Manual:
• Chapter Overview and

Objectives
• Lecture Outline
• Author’s Choice (end of chapter

selections)
• Assignment Grid
• 10 Minute Quiz

Additional Materials:
• Solutions Manual (on Instructor

Resource CD)
• PowerPoint Presentation (on

Instructor Resource CD)
• Test Item File (on Instructor

Resource CD)
• Runners Corp. Practice Set (on

Instructor Resource CD)
• General Ledger Software (link

on Instructor Resource CD)
• MyAccounting Lab (link on

Instructor Resource CD)
• Online Materials: See

www.prenhall.com/harrison/  
This material includes
Continuing Problems that help
students use accounting
principles in real world
situations as well as additional
Assessment Problems that test
their knowledge.
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INTERNAL CONTROL
A key responsibility of a mananger is to control the operations of the business.
Owners and top executives set company goals, they hire managers to lead the way,
and employees carry out the plan. Internal control is the organizational plan and all
the related measures designed to accomplish 5 objectives:

1. Safeguard assets. A company must safeguard its assets; otherwise it’s throwing
away resources. If you fail to safeguard your cash, it will slip away.

2. Encourage employees to follow company policy. Everyone in an
organization—managers and employees—needs to work toward the same goal.
It’s also important for managers to develop policies so that the company treats
customers and employees fairly.

3. Promote operational efficiency. You cannot afford to waste resources. You
work hard to make a sale, and you don’t want to waste any of the benefits. If the
company can buy something for $30, why pay $35? Eliminate waste, and
increase your profits.

4. Ensure accurate, reliable accounting records. Good records are essential.
Without reliable records, you cannot tell which part of the business is profitable
and which part needs improvement. You could be losing money on every prod-
uct you sell—unless you keep good records for the cost of your products.

5. Comply with legal requirements, such as the Sarbanes-Oxley Act.
Companies, like people, are subject to the law. When companies disobey the
law, they must pay fines, or in extreme cases their top executives go to prison.

How critical are internal controls? They’re so important that the U.S. Congress passed
a law to require public companies—those that sell their stock to the public—to main-
tain a system of internal controls. Exhibit 4-1 gives AMEX Products’ Management
Discussion of Financial Responsibility.

The Sarbanes-Oxley Act (SOX)
The Enron and WorldCom accounting scandals rocked the United States. Enron
overstated profits and went out of business almost overnight. WorldCom (now MCI)
reported expenses as assets and overstated both profits and assets. The company only
recently emerged from bankruptcy. Sadly, the same international accounting firm,
Arthur Andersen, had audited both companies’ financial statements. Arthur
Andersen then closed its doors.

E X H I B I T  4 - 1 AMEX Products, Inc., Management
Discussion of Financial Responsibility

AMEX Products regularly reviews its framework of internal controls, which includes the
company’s policies, procedures and organizational structure. Corrective actions are taken
to address any control deficiencies, and improvements are implemented as appropriate.

Management’s Discussion of Financial Responsibility

Teaching Tip
Have your students discuss the
effects of different kinds of
internal controls as they relate
to small and large businesses.
Does the size of the company
make a difference in which
controls are used? Make a list
of similarities and differences
between small and large
companies.
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216 ! Chapter 4 Internal Control & Cash

As the scandals unfolded, many people asked, “How can these things happen?
Where were the auditors?” To address public concern, Congress passed the Sarbanes-
Oxley Act, abbreviated as SOX. SOX revamped corporate governance in the United
States and affected the accounting profession. Here are some of the SOX provisions:

1. Public companies must issue an internal control report, and the outside auditor
must evaluate the client’s internal controls.

2. A new body, the Public Company Accounting Oversight Board, oversees the
auditors of public companies.

3. An accounting firm may not both audit a public client and also provide certain
consulting services for the same client.

4. Stiff penalties await violators—25 years in prison for securities fraud; 20 years
for an executive making false sworn statements.

Recently, the former chief executive of WorldCom was convicted of securities fraud
and sentenced to 25 years in prison. The top executives of Enron were also sent to
prison. You can see that internal controls and related matters can have serious
consequences.

Exhibit 4-2 diagrams the shield that internal controls provide for an organiza-
tion. Protected by the wall, people do business securely. How does a business achieve
good internal control? The next section identifies the components of internal control.

E X H I B I T  4 - 2 The Shield of Internal Control

Theft

Waste

Inefficiency

Internal
Controls

OBJECTIVE

1 Set up an internal control
system 

The Components of Internal Control
Internal control can be broken down into 5 components:

! Control environment ! Monitoring of controls
! Risk assessment ! Information system
! Control procedures

Control Environment. The control environment is the “tone at the top” of the
business. It starts with the owner and the top managers. They must behave honor-
ably to set a good example for company employees. The owner must demonstrate the
importance of internal controls if he or she expects employees to take the controls
seriously. Former executives of Enron, WorldCom, and Tyco failed to establish a good
control environment, and they are in prison as a result.
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Risk Assessment. A company must identify its risks. For example, Kraft Foods faces
the risk that its food products may harm people. American Airlines planes may crash.
And all companies face the risk of bankruptcy. Companies facing difficulties are tempted
to falsify the financial statements to make themselves look better than they really are.

Control Procedures. These are the procedures designed to ensure that the busi-
ness’s goals are achieved. Examples include assigning responsibilities, separating
duties, and using security devices to protect assets from theft. The next section dis-
cusses internal control procedures.

Monitoring of Controls. Companies hire auditors to monitor their controls.
Internal auditors monitor company controls to safeguard the company’s assets, and
external auditors monitor the controls to ensure that the accounting records are
accurate.

Information System. As we have seen, the information system is critical. The
owner of a business needs accurate information to keep track of assets and measure
profits and losses.

Exhibit 4-3 diagrams the components of internal control.

INTERNAL CONTROL PROCEDURES
Whether the business is AMEX Products, Microsoft, or an Exxon gas station, you
need the following internal control procedures.

Competent, Reliable, and Ethical Personnel
Employees should be competent, reliable, and ethical. Paying good salaries will attract
high-quality employees. You also must train them to do the job, supervise their work,
and reward them fairly. This will build a competent staff.

E X H I B I T  4 - 3 The Components of Internal Control

CONTROL ENVIRONMENT

MONITORING

RISK ASSESSMENT

INFORMATION SYSTEMCONTROL PROCEDURES
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218 ! Chapter 4 Internal Control & Cash

Assignment of Responsibilities
In a business with good internal controls, no important duty is overlooked. Each
employee has certain responsibilities. In a company such as AMEX Products, the person
in charge of writing checks is called the treasurer. The chief accounting officer is called
the controller. With clearly assigned responsibilities, all important jobs get done.

Separation of Duties
Smart management divides related duties between 2 or more people. Separation of
duties limits fraud and promotes the accuracy of the accounting records. Separation
of duties can be divided into 2 parts:

1. Separate operations from accounting. Accounting should be completely sep-
arate from the operating departments, such as production and sales. What
would happen if sales personnel recorded the company’s revenue? Sales figures
could be inflated, and top managers wouldn’t know how much the company
actually sold. This is why you should separate accounting and sales duties.

2. Separate the custody of assets from accounting. Accountants must not handle
cash, and cashiers must not have access to the accounting records. If one employee
has both cash-handling and accounting duties, that person can steal cash and
conceal the theft. This is what happened at AMEX Products. The treasurer of a
company should handle cash, and the controller should account for the cash.
Neither person should have both jobs.

Audits
To validate their accounting records, most companies have an audit. An audit is an
examination of the company’s financial statements and accounting system. To evalu-
ate the system, auditors examine the internal controls.

Audits can be internal or external. Internal auditors are employees of the
business. They ensure that employees are following company policies and operations
are running efficiently. Internal auditors also determine whether the company is fol-
lowing legal requirements.

Treasurer Controller

I’ll write 
the checks.
You do the
accounting

OK.
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External auditors are completely independent of the business. They are hired to
determine that the company’s financial statements agree with generally accepted
accounting principles. Auditors examine the client’s financial statements and the
underlying transactions in order to form a professional opinion of the financial
statements.

Documents
Documents provide the details of business transactions. Documents include invoices
and fax orders. Documents should be prenumbered to prevent theft and inefficiency.
A gap in the numbered sequence draws attention.

In a bowling alley a key document is the score sheet. The manager can compare
the number of games scored with the amount of cash received. Multiply the number
of games by the charge per game and compare the revenue with cash receipts. You
can see whether the business is collecting all the revenue.

I need to see your
accounting records

in order to audit your
financial statements.

I’ll get them
for you.

Auditor AMEX Products

  Bowling Scorecard            101

Ron  SCORE

X \ — X X \ X \ — X         113
Sue 

X X X X X X X X X X    300
 Charge Total
Games per Game Revenue

 2 $3 $6! =

Electronic Devices
Accounting systems are relying less on documents and more on digital storage
devices. For example, retailers such as Target Stores and Macy’s control inventory by
attaching an electronic sensor to merchandise. The cashier removes the sensor. If a cus-
tomer tries to leave the store with the sensor attached, an alarm sounds. According to
Checkpoint Systems, these devices reduce theft by as much as 50%.
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220 ! Chapter 4 Internal Control & Cash

Bar codes speed checkout at a store, and surveillance cameras help identify
shoplifters.

Other Controls
Businesses keep important documents in fireproof vaults. Burglar alarms protect build-
ings, and security cameras protect other property. Loss-prevention specialists train
employees to spot suspicious activity.

Employees who handle cash are in a tempting position. Many businesses pur-
chase fidelity bonds on cashiers. The bond is an insurance policy that reimburses the
company for any losses due to employee theft. Before issuing a fidelity bond, the
insurance company investigates the employee’s background.

Mandatory vacations and job rotation improve internal control. Companies move
employees from job to job. This improves morale by giving employees a broad view
of the business. Also, knowing someone else will do your job next month keeps you
honest. AMEX Products didn’t rotate employees to different jobs, and it cost the com-
pany $622,000.

INTERNAL CONTROLS FOR E-COMMERCE
E-commerce creates its own risks. Hackers may gain access to confidential informa-
tion such as account numbers and passwords.

Pitfalls
E-commerce pitfalls include:

! Stolen credit-card numbers
! Computer viruses and Trojan Horses
! Phishing expeditions

Stolen Credit-Card Numbers. Suppose you buy CDs from EMusic.com. To
make the purchase, your credit-card number must travel through cyberspace.
Wireless networks (Wi-Fi) are creating new security hazards.

Amateur hacker Carlos Salgado, Jr., used his home computer to steal 100,000
credit-card numbers with a combined limit exceeding $1 billion. Salgado was caught
when he tried to sell the numbers to an undercover FBI agent.

OOPS!  I guess
I’d better pay
for the shirt.

BEEP
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Computer Viruses and Trojan Horses. A computer virus is a malicious program
that (a) enters program code without consent and (b) performs destructive actions in the
victim’s computer files or programs. A Trojan Horse is a malicious computer program that
hides inside a legitimate program and works like a virus. Viruses can destroy or alter data,
make bogus calculations, and infect files. Most firms have found a virus in their system.

Suppose the U.S. Department of Defense takes bids for a missile system. Raytheon
and Lockheed-Martin are competing for the contract. A hacker infects Raytheon’s sys-
tem and alters Raytheon’s design. Then the government labels the Raytheon design as
flawed and awards the contract to Lockheed.

Phishing Expeditions. Thieves phish by creating bogus Web sites, such as
AOL4Free.com and BankAmerica.com. The neat-sounding Web site attracts lots of
visitors, and the thieves obtain account numbers and passwords from unsuspecting
people. The thieves then use the data for illicit purposes.

Security Measures
To address the risks posed by e-commerce, companies have devised a number of
security measures, including

! Encryption
! Firewalls

Encryption. The server holding confidential information may not be secure. One
technique for protecting customer data is encryption. Encryption rearranges mes-
sages by a mathematical process. The encrypted message can’t be read by those who
don’t know the code. An accounting example uses check-sum digits for account
numbers. Each account number has its last digit equal to the sum of the previous dig-
its. For example, consider Customer Number 2237, where 2 + 2 + 3 = 7. Any account
number that fails this test triggers an error message.

Firewalls. Firewalls limit access into a local network. Members can access the net-
work but nonmembers can’t. Usually several firewalls are built into the system. Think
of a fortress with multiple walls protecting the king’s chamber in the center. At the point
of entry, passwords, PINs (personal identification numbers), and signatures are used.
More sophisticated firewalls are used deeper in the network. Start with Firewall 1, and
work toward the center.

FIREWALL 1

FIREWALL 2
FIREWALL 3

PIN 3 PIN 2 PIN 1
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The Limitations of Internal Control—Costs and Benefits
Unfortunately, most internal controls can be overcome. Collusion—2 or more people
working together—can beat internal controls. Consider Galaxy Theater. Ralph and
Lana can design a scheme in which Ralph sells tickets and pockets the cash from 10
customers. Lana, the ticket taker, admits 10 customers without tickets. Ralph and
Lana split the cash. To prevent this situation, the manager must take additional steps,
such as matching the number of people in the theater against the number of ticket
stubs retained. But that takes time away from other duties.

The stricter the internal control system, the more it costs. A complex system of
internal control can strangle the business with red tape. How tight should the con-
trols be? Internal controls must be judged in light of their costs and benefits. An
example of a good cost/benefit relationship: A security guard at a Wal-Mart store
costs about $28,000 a year. On average, each guard prevents about $50,000 of theft.
The net savings to Wal-Mart is $22,000.

THE BANK ACCOUNT AS A CONTROL DEVICE
Cash is the most liquid asset because it’s the medium of exchange. Cash is easy to conceal
and relatively easy to steal. As a result, most businesses create specific controls for cash.

Keeping cash in a bank account helps control cash because banks have estab-
lished practices for safeguarding customers’ money. The documents used to control a
bank account include the:

! Signature card ! Bank statement
! Deposit ticket ! Bank reconciliation
! Check

Signature Card
Banks require each person authorized to sign on an account to provide a signature
card. This protects against forgery.

Deposit Ticket
Banks supply standard forms such as deposit tickets. The customer fills in the amount
of each deposit. As proof of the transaction, the customer keeps a deposit receipt.

Check
To pay cash, the depositor can write a check, which tells the bank to pay the desig-
nated party a specified amount. There are 3 parties to a check:

! the maker, who signs the check
! the payee, to whom the check is paid
! the bank on which the check is drawn

Exhibit 4-4 shows a check drawn by AMEX Products, the maker. The check has
2 parts, the check itself and the remittance advice below. This optional attachment tells
the payee the reason for the payment.

Bank Statement
Banks send monthly statements to customers. A bank statement reports what the
bank did with the customer’s cash. The statement shows the account’s beginning and
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E X H I B I T  4 - 4 Check with Remittance Advice

Bank Payee
Check Serial

Number

BAY AREA NATIONAL BANK
South Palo Alto #136
P.O. Box 22985
Palo Alto, CA 94306

AMEX PRODUCTS
3814 Glenwood Parkway
Palo Alto, CA 94306

Date Amount

PAY TO THE ORDER OF California Office Products

Three hundred twenty and no/100  —————————————— DOLLARS

Treasurer

Vice-President

$  320.00

338

Amount

Makers

Dec. 28, 2007 11-8/1210

Remittance
Advice

12/28/07

Description

Office Supplies $320.00

ending balances, cash receipts, and payments. Included with the statement are copies
of the maker’s canceled checks (or the actual paid checks). Exhibit 4-5 is the January
bank statement of the Palo Alto office of AMEX Products.

Electronic funds transfer (EFT) moves cash by electronic communication. It
is cheaper to pay without having to mail a check, so many people pay their mortgage,
rent, utilities, and insurance by EFT.

Bank Reconciliation
There are 2 records of a business’s cash:

1. The Cash account in the company’s general ledger. Exhibit 4-6 (p. 225) shows
that AMEX Product’s ending cash balance is $3,340.

2. The bank statement, which shows the cash receipts and payments transacted
through the bank. In Exhibit 4-5 (p. 224), the bank shows an ending balance of
$5,900 for AMEX.

The books and the bank statement usually show different cash balances.
Differences arise because of a time lag in recording transactions—2 examples:

! When you write a check, you immediately deduct it in your checkbook. But the
bank does not subtract the check from your account until the bank pays the check
a few days later. And you immediately add the cash receipt for all your deposits.
But it may take a day or two for the bank to add deposits to your balance.

! Your EFT payments and cash receipts are recorded by the bank before you learn
of them.

To ensure accurate cash records, you need to update your cash record—either
online or after you receive your bank statement. The result of this updating process
creates a bank reconciliation, which you must prepare. The bank reconciliation
explains all differences between your cash records and your bank balance. The person
who prepares the bank reconciliation should have no other cash duties. Otherwise, he
or she can steal cash and manipulate the reconciliation to conceal the theft.

Teaching Tip
After going over the steps in a
bank reconciliation, remind
students that doing a
reconciliation is the same for
their own accounts as it is for
most businesses. You might
have your students do a
reconciliation the next time that
they receive their bank
statements to enhance this skill.
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E X H I B I T  4 - 5 Bank Statement

BAY AREA NATIONAL BANK

BANK STATEMENT

AMEX Products
3814 Glenwood Parkway
Palo Alto, CA 94306

BEGINNING BALANCE TOTAL DEPOSITS TOTAL WITHDRAWALS SERVICE CHARGES ENDING BALANCE

6,550 4,370 5,000 20 5,900

CHECKING ACCOUNT 136–213733

DECEMBER 31, 2007

TRANSACTIONS
DEPOSITS

Deposit
Deposit
EFT—Receipt of cash dividend
Bank Collection
Interest

DATE

12/04
12/08
12/17
12/26
12/31

AMOUNT

1,150
190
900

2,100
30

CHARGES

Service Charge

CHECKS

Number
307
332

Amount
100

3,000

Number
333
334

Amount
150
100

Number
335
336

Amount
100

1,100

DATE

12/31

AMOUNT

20

OTHER DEDUCTIONS

NSF
EFT—Insurance

DATE

12/04
12/20

AMOUNT

50
400

SOUTH PALO ALTO #136 P.O. BOX 22985 PALO ALTO, CA 94306

Preparing the Bank Reconciliation
Here are the items that appear on a bank reconciliation. They all cause differences
between the bank balance and the book balance. We call your cash record (also
known as a “checkbook”) the “Books.”

Bank Side of the Reconciliation.
1. Items to show on the Bank side of the bank reconciliation:

a. Deposits in transit (outstanding deposits). You have recorded these
deposits, but the bank has not. Add deposits in transit on the bank reconcil-
iation.

b. Outstanding checks. You have recorded these checks, but the bank has not
yet paid them. Subtract outstanding checks.

c. Bank errors. Correct all bank errors on the Bank side of the reconciliation.
For example, the bank may erroneously subtract from your account a check
written by someone else.
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E X H I B I T  4 - 6 Cash Records of AMEX Products

ACCOUNT   Cash

Date

2007
Dec.  1

2
7

31
31

1,150
190

1,600
6,150

6,550
7,700
7,890
1,740
3,340

Balance
Cash receipt
Cash receipt
Cash payments
Cash receipt

Item Debit Credit Balance

Check No. Amount Check No. Amount

General Ledger:

Cash Payments:

332
333
334
335
336

$3,000
510
100
100

1,100
 

337
338
339
340
Total

$   280
320
250
490

$6,150

Book Side of the Reconciliation.
2. Items to show on the Book side of the bank reconciliation:

a. Bank collections. Bank collections are cash receipts that the bank has
recorded for your account. But you haven’t recorded the cash receipt yet.
Many businesses have their customers pay directly to their bank. This is called
a lock-box system and reduces theft. An example is a bank’s collecting an
account receivable for you. Add bank collections on the bank reconciliation.

b. Electronic funds transfers. The bank may receive or pay cash on your
behalf. An EFT may be a cash receipt or a cash payment. Add EFT receipts
and subtract EFT payments.

c. Service charge. This cash payment is the bank’s fee for processing your
transactions. Subtract service charges.

d. Interest revenue on your checking account. You earn interest if you keep
enough cash in your account. The bank statement tells you of this cash
receipt. Add interest revenue.

e. Nonsufficient funds (NSF) checks are your earlier cash receipts that have
turned out to be worthless. NSF checks (sometimes called hot checks) are
treated as cash payments on your bank reconciliation. Subtract NSF checks.

f. The cost of printed checks. This cash payment is handled like a service
charge. Subtract this cost.

g. Book errors. Correct all book errors on the Book side of the reconciliation.
For example, you may have recorded a $150 check that you wrote as $510.

Bank Reconciliation Illustrated. The bank statement in Exhibit 4-5 shows that the
December 31 bank balance of AMEX Products is $5,900 (upper right corner). However,
the company’s Cash account has a balance of $3,340, as shown in Exhibit 4-6. This
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situation calls for a bank reconciliation. Exhibit 4-7, panel A, lists the reconciling
items for easy reference, and panel B shows the completed reconciliation.

E X H I B I T  4 - 7 Bank Reconciliation

                     Bank       Books

AMEX Products
Bank Reconciliation
December 31, 2007

Balance, December 31
Add:
1. Deposit in transit
2. Correction of bank error

Less:
3. Outstanding checks
 No. 337
 No. 338
 No. 339
 No. 340
Adjusted bank balance 

Balance, December 31
Add:
  4. EFT receipt of dividend revenue
  5. Bank collection of account
 receivable
  6. Interest revenue earned on 
 bank balance
  7. Correction of book error—
 overstated our check no. 333

Less:
  8. Service charge
  9. NSF check
10. EFT payment of insurance expense
Adjusted bank balance

$5,900

1,600
100

7,600

(1,340)
$6,260

$280
320
250
490

$3,340

900

2,100

30

360
6,730

(470)
$6,260

$  20
50

400

These amounts should agree.

PANEL B—Bank Reconciliation

PANEL A—Reconciling Items

Bank side: Book side:

1. Deposit in transit, $1,600.

2. Bank error: The bank deducted $100 for a check

 written by another company. Add $100 to the

 bank balance.

3. Outstanding checks—total of $1,340.

4. EFT receipt of your dividend revenue earned on an
  investment, $900.

5. Bank collection of your account receivable, $2,100.

6. Interest revenue earned on your bank balance, $30.

7. Book error: You recorded check no. 333 for $510.

  The amount you actually paid on account was $150.

  Add $360 to your book balance.

8. Bank service charge, $20.

9. NSF check from a customer, $50. Subtract $50 from 

  your book balance.

10. EFT payment of insurance expense, $400.

BANK BALANCE—ALWAYS BOOK BALANCE—ALWAYS

•  Add deposits in transit.

•  Subtract outstanding checks.

•  Add or subtract corrections of bank errors.

•  Add bank collections, interest revenue, and EFT receipts.

•  Subtract service charges, NSF checks, and EFT payments.

•  Add or subtract corrections of book errors.

SUMMARY OF THE VARIOUS RECONCILING ITEMS:

Check No. Amount
337
338
339
340

$280
320
250
490

OBJECTIVE

2 Prepare and use a 
bank reconciliation 
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Journalizing Transactions from the Bank Reconciliation. The bank reconcil-
iation is an accountant’s tool separate from the journals and ledgers. It does not
account for transactions in the journal. To get the transactions into the accounts, we
must make journal entries and post to the ledger. All items on the Book side of the
bank reconciliation require journal entries.

The bank reconciliation in Exhibit 4-7 requires AMEX Products to make
journal entries to bring the Cash account up-to-date. Numbers in parentheses corre-
spond to the reconciling items listed in Exhibit 4-7, Panel A.

900

2,100

30

360

20

50

400

900

2,100

30

360

20

50

400

Dividend Revenue

Accounts Receivable

Interest Revenue

Accounts Payable

Cash

Cash

Cash

Cash

Cash

Cash

Cash

Miscellaneous Expense1

Accounts Receivable

Insurance Expense

Receipt of dividend revenue earned on investment.

Account receivable collected by bank.

Interest earned on bank balance.

Correction of check no. 333.

Bank service charge.

NSF check returned by bank.

Payment of monthly insurance.

Dec. 31

 31

 31

31

31

 31

31

4.

5.

6.

7.

8.

9.

10.

1Miscellaneous Expense is debited for the bank service charge because the service charge pertains to no particular expense category.

The entry for the NSF check (entry 9) needs explanation. Upon learning that a
customer’s $50 check to us was not good, we must credit Cash to update the Cash
account. Unfortunately, we still have a receivable from the customer, so we must
debit Accounts Receivable to reinstate our receivable.

Online Banking
Online banking allows you to pay bills and view your account electronically. You
don’t have to wait until the end of the month to get a bank statement. With online
banking you can reconcile transactions at any time and keep your account current
whenever you wish. Exhibit 4-8 shows a page from the account history of Toni
Anderson’s bank account.

The account history—like a bank statement—lists deposits, checks, EFT pay-
ments, ATM withdrawals, and interest earned on your bank balance.
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But the account history doesn’t show your beginning balance, so you can’t work from
your beginning balance to your ending balance.

Online Banking—Account History
(like a Bank Statement)

E X H I B I T  4 - 8

Account History for Toni Anderson Checking # 5401-632-9
as of Close of Business 07/27/2007

Account Details

07/27/07
07/26/07
07/25/07
07/24/07
07/23/07
07/22/07
07/20/07
07/19/07
07/16/07
07/15/07
07/13/07
07/11/07
07/09/07
07/05/07
07/04/07
07/01/07

443.83
401.52
61.15

3,172.85
550.00
50.00

2,056.75
830.00
150.00
200.00
30.00

2,500.00
100.00

1,170.35
2.26

9,026.37

$4,136.08Current Balance
DEPOSIT
28 DAYS INTEREST
Check #6131 View Image

Check #6130 View Image

EFT PYMT CINGULAR
EFT PYMT CITICARD PAYMENT
Check #6127 View Image

Check #6122 View Image

Check #6116 View Image

Check #6123 View Image

Check #6124 View Image

ATM 4900 SANGER AVE
Check #6119 View Image

Check #6125 View Image

ATM 4900 SANGER AVE
DEPOSIT

Current Balance $4,136.08

Date Description Withdrawals Deposits Balance

EQUAL HOUSING
LENDER

FEDERAL DEPOSIT INSURANCE CORPORATION

E-Mail

STOP & think. . .
The bank statement balance is $4,500 and shows a service charge of $15, interest earned of $5, and an NSF
check for $300. Deposits in transit total $1,200; outstanding checks are $575. The bookkeeper recorded as
$152 a check of $125 in payment of an account payable. This created a book error of $27 (positive amount
to correct the error).

1. What is the adjusted bank balance?
2. What was the book balance of cash before the reconciliation?

Answers:

1. $5,125 ($4,500 + $1,200 – $575).
2. $5,408 ($5,125 + $15 – $5 + $300 – $27). The adjusted book and bank balances are the same. The

answer can be determined by working backward from the adjusted balance.
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Using the Bank Reconciliation to Control Cash. The bank reconciliation can
be a powerful control device. Randy Vaughn is a CPA in Houston, Texas. He owns
several apartment complexes that are managed by his aunt. His aunt signs up tenants,
collects the monthly rents, arranges maintenance work, hires and fires employees,
writes the checks, and performs the bank reconciliation. In short, she does it all. This
concentration of duties in one person is evidence of weak internal control. Vaughn’s
aunt could be stealing from him, and as a CPA he is aware of this possibility.

Vaughn trusts his aunt because she is a member of the family. Nevertheless,
Vaughn exercises some controls over his aunt’s management of his apartments.
Vaughn periodically drops by the apartments to see whether the maintenance staff is
keeping the property in good condition. To control cash, Vaughn occasionally exam-
ines the bank reconciliation that his aunt has performed. Vaughn would know imme-
diately if his aunt is writing checks to herself. By examining the copy of each check,
Vaughn establishes control over cash payments.

Vaughn has a simple method for controlling cash receipts. He knows the occu-
pancy level of his apartments. He also knows the monthly rent he charges. Vaughn
multiplies the number of apartments—say 20—by the monthly rent (which averages
$500 per unit) to arrive at expected monthly rent revenue of $10,000. By tracing the
$10,000 revenue to the bank statement, Vaughn can tell if all his rent money went
into his bank account. To keep his aunt on her toes, Vaughn lets her know that he
periodically audits her work.

Control activities such as these are critical. If there are only a few employees,
separation of duties may not be feasible. The manager must control operations, or the
assets will slip away.
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The cash account of Baylor Associates at February 28, 2009, follows. 

Baylor Associates received the bank statement on February 28, 2009 (negative amounts are
in parentheses):

Cash

Bal. 3,995
800

1,800
1,100
2,400

Bal. 4,095

Feb. 1
6

15
23
28

Feb. 28

400
3,100
1,100

500
900

Feb. 3
12
19
25
27

230 ! Chapter 4 Internal Control & Cash

Bank Statement for February 2009

   Beginning balance  
   Deposits:  $3,995
    Feb.   7 $   800  
     15 1,800  
     24 1,100 3,700
   Checks (total per day): 
    Feb.   8 $   400  
      16 3,100 
     23 1,100 (4,600)
   Other items:  
    Service charge  (10)
    NSF check from M. E. Crown  (700) 
    Bank collection of note receivable for the company  1,000
    EFT—monthly rent expense  (330)
    Interest revenue earned on account balance  15
   Ending balance  $3,070

Additional data:
Baylor deposits all cash receipts in the bank and makes all payments by check.

" Required
1. Prepare the bank reconciliation of Baylor Associates at February 28, 2009.
2. Journalize the entries based on the bank reconciliation.

MID-CHAPTER SUMMARY PROBLEM
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Answers
" Requirement 1

" Requirement 2

Mid-Chapter Summary Problem ! 231

   Bank:   
   Balance, February 28, 2009  $3,070
   Add:  Deposit of February 28 in transit 2,400  
       5,470  
 
   Less:  Outstanding checks issued on Feb. 25 ($500)  
     and Feb. 27 ($900)  (1,400)
    Adjusted bank balance, February 28, 2009  $4,070
   
   Books:  
   Balance, February 28, 2009  $4,095
   Add: Bank collection of note receivable  1,000  
    Interest revenue earned on bank balance  15
       5,110
   Less:  Service charge $   10 
    NSF check 700 
    EFT—Rent expense 330 (1,040)
   Adjusted book balance, February 28, 2009  $4,070

BAYLOR ASSOCIATES
Bank Reconciliation
February 28, 2009

1,000

15

10

700

330

1,000

15

10

700

330

Note receivable collected by bank.

Interest earned on bank balance.

Bank service charge.

NSF check returned by bank.

Monthly rent expense.

Note Receivable

Interest Revenue

Cash

Cash

Cash

Cash

Cash

Miscellaneous Expense

Accounts Receivable

Rent Expense

Feb. 28

 28

 28

 28

 28
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INTERNAL CONTROL OVER CASH RECEIPTS
Cash requires some specific internal controls because cash is relatively easy to steal
and it’s easy to convert to other forms of wealth. Moreover, all transactions ultimately
affect cash. That’s why cash is called the “eye of the needle.” Let’s see how to control
cash receipts.

All cash receipts should be deposited for safekeeping in the bank—quickly.
Companies receive cash over the counter and through the mail. Each source of cash
has its own security measures.

Cash Receipts over the Counter
Exhibit 4-9 illustrates a cash receipt over the counter in a department store. The point-
of-sale terminal (cash register) provides control over the cash receipts. Consider a Macy’s
store. For each transaction, Macy’s issues a receipt to ensure that each sale is recorded.
The cash drawer opens when the clerk enters a transaction, and the machine records it.
At the end of the day, a manager proves the cash by comparing the cash in the drawer
against the machine’s record of sales. This step helps prevent theft by the clerk.

At the end of the day—or several times a day if business is brisk—the cashier
deposits the cash in the bank. The machine tape then goes to the accounting depart-
ment for the journal entry to record sales revenue. These measures, coupled with
oversight by a manager, discourage theft.

Cash Receipts by Mail
Many companies receive cash by mail. Exhibit 4-10 shows how companies control
cash received by mail. All incoming mail is opened by a mailroom employee. The
mailroom then sends all customer checks to the treasurer, who has the cashier deposit
the money in the bank. The remittance advices go to the accounting department for
journal entries to Cash and customer accounts receivable. As a final step, the con-
troller compares the following records for the day:

! Bank deposit amount from the treasurer
! Debit to Cash from the accounting department

Cash Receipts
over the Counter

E X H I B I T  4 - 9

Cash receipts
over the counter

OBJECTIVE

3Apply internal controls to
cash receipts and
payments

Teaching Tip
Impress upon your students the
importance of separation of
duties in the internal control
process. Use receivables and
payables as a review to further
their understanding of the
importance of internal control
systems.
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E X H I B I T  4 - 1 0 Cash Receipts by Mail

Treasurer

BANK

Bank

Controller

Mailroom

Checks Deposit
receipt

Total amount
debited to Cash

Remittance
advices             

Accounting Department

INTERNAL CONTROL OVER CASH PAYMENTS
Companies make most payments by check. Let’s see how to control cash payments
by check.

Controls over Payment by Check
As we have seen, you need a good separation of duties between (a) operations and (b)
writing checks for cash payments. Payment by check is an important internal control,
as follows:

! The check provides a record of the payment.
! The check must be signed by an authorized official.
! Before signing the check, the official should study the evidence supporting the

payment.

Controls over Purchase and Payment. To illustrate the internal control over
cash payments by check, suppose AMEX Products buys some of its inventory from
Hanes Textiles. The purchasing and payment process follows these steps, as shown in
Exhibit 4-11. Start with the box for AMEX Products on the left side.

AMEX faxes a purchase order to Hanes Textiles. AMEX says, “Please send us 100
T-shirts.”

Hanes Textiles ships the goods and faxes an invoice back to AMEX. Hanes sent
the goods.

AMEX receives the inventory and prepares a receiving report to list the goods
received. AMEX got its T-shirts.

3

2

1

The debit to Cash should equal the amount deposited in the bank. All cash
receipts are safe in the bank, and the company books are up-to-date.

Many companies use a lock-box system. Customers send their checks directly to
the company’s bank account. Internal control is tight because company personnel
never touch incoming cash. The lock-box system puts your cash to work immediately.
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After approving all documents, AMEX sends a check to Hanes. AMEX says,
“Okay, we’ll pay you.”

4

E X H I B I T  4 - 11 Cash Payments by Check

AMEX
Products

Receiving
Report

3

Purchase
Order

Merchandise
Inventory

Invoice

Check

1

2

2

4

Hanes
Textiles

For good internal control, the purchasing agent should neither receive the goods nor
approve the payment. If these duties aren’t separated, a purchasing agent can buy
goods and have them shipped to his or her home. Or a purchasing agent can spend
too much on purchases, approve the payment, and split the excess with the supplier.
To avoid these problems, companies split the following duties among different
employees:

! purchasing goods
! receiving goods
! approving and paying for goods

Exhibit 4-12 shows AMEX’s payment packet of documents. Before signing the
check, the controller or the treasurer should examine the packet to prove that all the
documents agree. Only then does the company know that:

1. It received the goods ordered.

2. It is paying only for the goods received.

E X H I B I T  4 - 12 Payment Packet

Receiving Report

Invoice

Purchase Order
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After payment, the check signer punches a hole through the payment packet.
Dishonest people have tried to run a bill through twice for payment. This hole shows
that the bill has been paid.

Petty Cash. It would be wasteful to write separate checks for an executive’s taxi
fare, name tags needed right away, or delivery of a package across town. Therefore,
companies keep a petty cash fund on hand to pay such minor amounts.

The petty cash fund is opened with a particular amount of cash. A check for
that amount is then issued to Petty Cash. Assume that on February 28 Cisco
Systems, the worldwide leader in networks for the Internet, establishes a petty cash
fund of $500 in a sales department. The custodian of the petty cash fund cashes the
check and places $500 in the fund, which may be a cash box or other device.

For each petty cash payment, the custodian prepares a petty cash ticket to list
the item purchased. The sum of the cash in the petty cash fund plus the total of the
ticket amounts should equal the opening balance at all times—in this case, $500.
The Petty Cash account keeps its $500 balance at all times. Maintaining the Petty
Cash account at this balance, supported by the fund (cash plus tickets), is how an
imprest system works. The control feature is that it clearly identifies the amount for
which the custodian is responsible.

Using a Budget to Manage Cash
Managers control operations with a budget. A budget is a financial plan that helps
coordinate business activities. Cash is budgeted most often.

How for example does AMEX Products decide when to invest in new inventory-
tracking technology? How will AMEX decide how much to spend? Will borrowing be
needed, or can AMEX finance the purchase with internally generated cash? Similarly,
by what process do you decide how much to spend on your education? On an auto-
mobile? On a house? All these decisions depend to some degree on the information
that a cash budget provides.

A cash budget helps a company or an individual manage cash by planning receipts
and payments during a future period. The company must determine how much cash it
will need and then decide whether or not operations will bring in the needed cash.
Managers proceed as follows:

1. Start with the entity’s cash balance at the beginning of the period. This is the
amount left over from the preceding period.

2. Add the budgeted cash receipts and subtract the budgeted cash payments.

3. The beginning balance plus receipts and minus payments equals the expected
cash balance at the end of the period.

4. Compare the cash available before new financing to the budgeted cash balance
at the end of the period. Managers know the minimum amount of cash they
need (the budgeted balance). If the budget shows excess cash, managers can
invest the excess. But if the cash available falls below the budgeted balance, the
company will need additional financing. The company may need to borrow
the shortfall amount. The budget is a valuable tool for helping the company
plan for the future.

The budget period can span any length of time—a day, a week, a month, or a year.
Exhibit 4-13 shows a cash budget for AMEX Products, Inc., for the year ended
December 31, 2008. Study it carefully, because at some point you will use a cash budget.

OBJECTIVE

4Use a budget to manage
your cash
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AMEX Products’ cash budget in Exhibit 4-13 begins with $6,260 of cash (line 1).
Then add budgeted cash receipts and subtract budgeted payments. In this case, AMEX
expects to have $3,900 of cash available at year end (line 10). AMEX managers need
to maintain a cash balance of at least $5,000 (line 11). Line 12 shows that AMEX must
arrange $1,100 of financing in order to achieve its goals for 2008.

Reporting Cash on the Balance Sheet
Most companies have numerous bank accounts, but they usually combine all cash
amounts into a single total called “Cash and Cash Equivalents.” Cash equivalents
include liquid assets such as time deposits and certificates of deposit, which are 
interest-bearing accounts that can be withdrawn with no penalty. Slightly less liquid
than cash, cash equivalents are sufficiently similar to be reported along with cash. The
balance sheet of AMEX Products (repeated from page 214) reported the following:

AMEX Products, Inc.
Balance Sheet (Excerpts, adapted)

For the Year Ended December 31, 2007

Assets
Cash and cash equivalents................
Cash pledged as collateral ................

$  6,260
2,000

(In millions)

AMEX Products, Inc.
Cash Budget

For the Year Ended December 31, 2008

 (1) Cash balance, December 31, 2007.................................
  Budgeted cash receipts:
 (2)  Collections from customers .......................................
 (3)  Dividends on investments ..........................................
 (4)  Sale of store fixtures ..................................................

  Budgeted cash payments:
 (5)  Purchases of inventory...............................................
 (6)  Operating expenses....................................................
 (7)  Expansion of store.....................................................
 (8)  Payment of long-term debt ........................................
 (9)  Payment of dividends.................................................
 (10) Cash available (needed) before new financing................
 (11) Budgeted cash balance, December 31, 2008...................
 (12) Cash available for additional investments, or
   (New financing needed) .............................................

$  6,260

55,990
1,200
5,700

69,150

65,250
$  3,900

(5,000)

$ (1,100)

$33,720
11,530
12,000
5,000
3,000

E X H I B I T  4 - 13 Cash Budget
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Compensating Balance Agreements
The Cash account on the balance sheet reports the liquid assets available for day-to-
day use. None of the Cash balance is restricted in any way.

Any restricted amount of cash should not be reported as Cash on the balance
sheet. For example, on the AMEX Products balance sheet, cash pledged as collateral
(p. 236) is reported separately because that cash is not available for day-to-day use.
Instead, AMEX has pledged the cash as security (collateral) for a loan. If AMEX fails
to pay the loan, the lender can take the pledged cash. For this reason, the pledged
cash is less liquid.

Also, banks often lend money under a compensating balance agreement. The
borrower agrees to maintain a minimum balance in a checking account at all times.
This minimum balance becomes a long-term asset and is therefore not cash in the
normal sense.

Suppose AMEX Products borrowed $10,000 at 8% from First Interstate Bank
and agreed to keep 20% ($2,000) on deposit at all times. The net result of the com-
pensating balance agreement is that AMEX actually borrowed only $8,000. And by
paying 8% interest on the full $10,000, AMEX’s actual interest rate is really 10%, as
shown here:

ETHICS AND ACCOUNTING
Roger Smith, the former chairman of General Motors, said, “Ethical practice is [. . .]
good business.” Smith knows that unethical behavior doesn’t work. Sooner or later it
comes back to haunt you. Moreover, ethical behavior wins out in the long run
because right triumphs over wrong.

Corporate and Professional Codes of Ethics
Most companies have a code of ethics to encourage employees to behave ethically.
But codes of ethics are not enough by themselves. Owners and managers must set a
high ethical tone, as we saw in the section on Control Environment. Top managers
must make it clear that the company will not tolerate unethical conduct.

As professionals, accountants are expected to maintain higher standards than
society in general. Their ability to do business depends entirely on their reputation.
Most independent accountants are members of the American Institute of Certified
Public Accountants and must abide by the AICPA Code of Professional Conduct.
Accountants who are members of the Institute of Management Accountants are
bound by the Standards of Ethical Conduct for Management Accountants.

Ethical Issues in Accounting
In many situations, the ethical choice is easy. For example, stealing cash is both
unethical and illegal. In other cases, the choices are more difficult. But in every
instance, ethical judgments boil down to a personal decision: What should I do in a
given situation? Let’s consider 3 ethical issues in accounting.

$10,000 ! .08 = $800 interest

$800/$8,000 = .10 interest rate

OBJECTIVE

5Make ethical business 
judgments

Something to
Consider
Ask the students to do some
research into ethical issues
involving companies and
accounting firms over the last
few years. In groups, have them
discuss how failure to use ethi-
cal judgment affected these
companies and their auditors.
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Situation 1. Brian Bivona is preparing the income tax return of a client who has
earned more income than expected. On January 2, the client pays for advertising and
asks Bivona to backdate the expense to the preceding year. Backdating the deduction
would lower the client’s immediate tax payments. After all, there is a difference of
only 2 days between January 2 and December 31. This client is important to Bivona.
What should Bivona do?

Bivona should refuse the request because the transaction took place in January of the 
new year.

What control device could prove that Bivona behaved unethically if he backdated the
transaction in the accounting records? An IRS audit could prove that the expense
occurred in January rather than in December. Falsifying IRS documents is both
unethical and illegal.

Situation 2. Marlene Reed Software Company owes $40,000 to Bank of America.
The loan agreement requires Reed’s company to maintain a current ratio (current
assets divided by current liabilities) of 1.50 or higher. At present, the company’s cur-
rent ratio is 1.40. At this level, Reed is in violation of her loan agreement. She can
increase the current ratio to 1.53 by paying off some current liabilities right before
year end. Is it ethical to do so?

Yes, because the action is a real business transaction.

Reed should be aware that paying off the liabilities is only a delaying tactic. It will
hold off the bank for now, but the business must improve in order to keep from vio-
lating the agreement in the future.

Situation 3. David Duncan, the lead Arthur Anderson auditor of Enron
Corporation, thinks Enron may be understating the liabilities on its balance sheet.
Enron’s transactions are very complex, and outsiders may never figure this out.
Duncan asks his firm’s Standards Committee how he should handle the situation.
They reply, “Require Enron to report all its liabilities.” Enron is Duncan’s most impor-
tant client, and Enron is pressuring him to certify the liabilities. Duncan can rational-
ize that Enron’s reported amounts are okay. What should Duncan do? To make his
decision, Duncan could follow the framework outlined in the following Decision
Guidelines feature.

29366_14_ch4_p213-260  12/12/07  5:51 PM  Page 238



DECISION GUIDELINES

FRAMEWORK FOR MAKING ETHICAL JUDGMENTS

Weighing tough ethical judgments requires a decision framework. Answering these 4
questions will guide you through tough decisions. Let’s apply them to David Duncan’s situa-
tion. (situation 3 on page 238)

Question

1. What is the ethical issue?

2. What are Duncan’s options?

3. What are the possible
consequences?

4. What should Duncan do?

Decision Guidelines

1. Identify the ethical issue. The root word of ethical is ethics,
which Webster’s dictionary defines as “the discipline dealing
with what is good and bad and with moral duty and obligation.”
Duncan’s ethical dilemma is to decide what he should do with
the information he has uncovered.

2. Specify the alternatives. For David Duncan, the alternatives
include (a) go along with Enron’s liabilities as reported or (b)
force Enron to report higher amounts of liabilities.

3. Assess the possible outcomes.

a. If Duncan certifies Enron’s present level of liabilities—and if no
one ever objects—Duncan will keep this valuable client. But if
Enron’s actual liabilities turn out to be higher than reported,
Enron investors may lose money and take Duncan to court. That
would damage his reputation as an auditor and hurt his firm.

b. If Duncan follows his company policy, he must force Enron to
increase its reported liabilities. That will anger the company, and
Enron may fire Duncan as its auditor. In that case, Duncan will
save his reputation, but it will cost him dearly in the short run.

4. Make the decision. In the end Duncan went along with Enron
and certified the company’s liabilities. He went directly against
his firm’s policies. Enron later admitted understating its
liabilities, Duncan had to retract his audit opinion, and Duncan’s
worldwide firm, Arthur Andersen, collapsed quickly. Duncan
should have followed company policy. Rarely is one person
smarter than a team of experts. Duncan got out from under his
firm’s umbrella of protection, and it cost him and many others
dearly.

Decision Guidelines ! 239
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Assume the following situation for PepsiCo Inc.: PepsiCo ended 20X3 with cash of
$200 million. At December 31, 20X3, Bob Detmer, the CFO of PepsiCo, is preparing the
budget for 20X4.

During 20X4, Detmer expects PepsiCo to collect $26,400 million from customers and
$80 million from interest earned on investments. PepsiCo expects to pay $12,500 million
for its inventories and $5,400 million for operating expenses. To remain competitive,
PepsiCo plans to spend $2,200 million to upgrade production facilities and an additional
$350 million to acquire other companies. PepsiCo also plans to sell older assets for approx-
imately $300 million and to collect $220 million of this amount in cash. PepsiCo is budget-
ing dividend payments of $550 million during the year. Finally, the company is scheduled
to pay off $1,200 million of long-term debt plus the $6,600 million of current liabilities left
over from 20X3.

Because of the growth planned for 20X4, Detmer budgets the need for a minimum cash
balance of $300 million.

" Required
1. How much must PepsiCo borrow during 20X4 to keep its cash balance from falling

below $330 million? Prepare the 20X4 cash budget to answer this important question.

Answer

PepsiCo. must borrow $2,200 million.

PepsiCo, Inc.
Cash Budget

For the Year Ended December 31, 20X4

Cash balance, December 31, 20X3................................
Estimated cash receipts:
 Collections from customers .......................................
 Receipt of interest .....................................................
 Sales of assets ............................................................

Estimated cash payments:
 Purchases of inventory ..............................................
 Payment of operating expenses .................................
 Upgrading of production facilities .............................
 Acquisition of other companies .................................
 Payment of dividends ................................................
 Payment of long-term debt and other
  liabilities ($1,200 + $6,600) ..................................
Cash available (needed) before new financing ...............
Budgeted cash balance, December 31, 20X4 .................
Cash available for additional investments, or
 (New financing needed) ............................................

(In millions)

$      200

26,400
80

220
26,900

(28,800)
$  (1,900)

(300)

$  (2,200)

$12,500
5,400
2,200

350
550

7,800

240 ! Chapter 4 Internal Control & Cash

END-OF-CHAPTER SUMMARY PROBLEM

29366_14_ch4_p213-260  12/12/07  5:51 PM  Page 240



Review Internal Control and Cash ! 241

Quick Check (Answers are given on page 260.)
1. Internal control has its own terminology. On the left are some key internal control con-

cepts. On the right are some key terms. Match each internal control concept with its term
by writing the appropriate letter in the space provided. Not all letters are used.

___ This procedure limits access to sensitive data.

___ This type of insurance policy covers losses due to employee theft.

___ Trusting your employees can lead you to overlook this procedure.

___ The most basic purpose of internal control.

___ Internal control cannot always safeguard against this problem.

___ Often mentioned as the cornerstone of a good system of internal control.

___ Pay employees enough to require them to do a good job.

2. Each of the following is an example of a control procedure, except
a. a sound marketing plan.
b. sound personnel procedures.
c. limited access to assets.
d. separation of duties.

3. Which of the following is an example of poor internal control?
a. The accounting department compares goods received with the related purchase order
b. Employees must take vacations
c. Rotate employees through various jobs
d. The mailroom clerk records daily cash receipts in the journal

Driver Corporation has asked you to prepare its bank reconciliation at the end of the current
month. Answer questions 4–8 using the following code letters to indicate how the item
described would be reported on the bank reconciliation.

a. Deduct from the book balance c. Add to the bank balance
b. Does not belong on the bank d. Deduct from the bank balance

reconciliation e. Add to the book balance

4. A check for $435 written by Driver during the current month was erroneously recorded
as a $354 payment.

5. A $250 deposit made on the last day of the current month did not appear on this month’s
bank statement.

6. The bank statement showed interest earned of $45.

7. The bank statement included a check from a customer that was marked NSF.

8. The bank statement showed the bank had credited Driver’s account for a $600 deposit
made by Dover Company.

9. Which of the following reconciling items does not require a journal entry?
a. NSF check c. bank collection of note receivable
b. deposit in transit d. bank service charge

10. A check was written for $628 to purchase supplies. The check was recorded in the jour-
nal as $682. The entry to correct this error would:
a. increase Supplies, $54. c. decrease Cash, $54.
b. decrease Supplies, $54. d. a. and c.

11. A cash budget helps control cash by
a. developing a plan for increasing sales.
b. ensuring accurate cash records.
c. helping to determine whether additional cash is available for investments or new

financing is needed.
d. All of the above.

REVIEW INTERNAL CONTROL AND CASH

a. Competent personnel
b. Encryption
c. Separation of duties
d. Safeguarding assets
e. Fidelity bond
f. Collusion
g. Firewalls
h. Supervision
i. External audits
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audit (p. 218) A periodic examination of a company’s finan-
cial statements and the accounting systems, controls, and
records that produce them. 

bank collections (p. 225) Collection of money by the bank
on behalf of a depositor

bank reconciliation (p. 223) A document explaining the
reasons for the difference between a depositor’s records and
the bank’s records about the depositor’s cash. 

bank statement (p. 222) Document showing the beginning
and ending balances of a particular bank account listing the
month’s transactions that affected the account. 

budget (p. 235) A quantitative expression of a plan that
helps managers coordinate the entity’s activities. 

check (p. 222) Document instructing a bank to pay the des-
ignated person or business the specified amount of money. 

controller (p. 218) The chief accounting officer of a business. 

deposits in transit (p. 224) A deposit recorded by the com-
pany but not yet by its bank. 

electronic fund transfer (EFT) (p. 225) System that trans-
fers cash by electronic communication rather than by paper
documents. 

imprest system (p. 235) A way to account for petty cash by
maintaining a constant balance in the petty cash account,
supported by the fund (cash plus payment tickets) totaling
the same amount. 

internal control (p. 215) Organizational plan and related
measures adopted by an entity to safeguard assets, encour-
age adherence to company policies, promote operational
efficiency, and ensure accurate and reliable accounting
records. 

nonsufficient funds (NSF) check (p. 225) A “hot” check,
one for which the payer’s bank account has insufficient
money to pay the check. NSF checks are cash receipts that
turn out to be worthless. 

outstanding checks (p. 224) A check issued by the com-
pany and recorded on its books but not yet paid by its bank. 

petty cash (p. 235) Fund containing a small amount of cash
that is used to pay minor amounts. 

treasurer (p. 218) In a large company, the person in charge
of writing checks.

Accounting Vocabulary

Short Exercises
S4-1 (Learning Objective 1: Sarbanes-Oxley Act) What are some of the major requirements
of the Sarbanes-Oxley Act? (pp. 215–216)

S4-2 (Learning Objective 1: Components of internal control) List the components of inter-
nal control. In your own words briefly describe each component. (pp. 215–216)

S4-3 (Learning Objective 1: Characteristics of an effective system of internal control)
Explain in your own words why separation of duties is such an important procedure for safe-
guarding assets. Describe what can happen if the same person has custody of an asset and also
accounts for it. (pp. 217–218)

S4-4 (Learning Objective 1: Electronic devices and internal control) Identify 3 electronic
control devices used in business. Also show all of the internal control objectives that each
electronic device relates to. (pp. 215–216, 219–220)

ASSESS YOUR PROGRESS

writing assignment ! 
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S4-5 (Learning Objective 2: Preparing a bank reconciliation) The Cash account of
Reitmeier Corp. reported a balance of $2,500 at August 31. Included were outstanding
checks totaling $900 and an August 31 deposit of $500 that did not appear on the bank state-
ment. The bank statement, which came from Synergy Bank, listed an August 31 balance of
$3,405. Included in the bank balance was an August 30 collection of $550 on account from a
customer who pays the bank directly. The bank statement also shows a $20 service charge,
$10 of interest revenue that Reitmeier earned on its bank balance, and an NSF check for $35.

Prepare a bank reconciliation to determine how much cash Reitmeier actually has at
August 31. (pp. 226)

S4-6 (Learning Objective 2: Recording transactions from a bank reconciliation) After
preparing Reitmeier Corp.’s bank reconciliation in Short Exercise S4-5, make the company’s
journal entries for transactions that arise from the bank reconciliation. Include an explanation
with each entry. (pp. 227)

S4-7 (Learning Objective 2: Using a blank reconciliation as a control device) Brent Secrest
manages Englander Advertising. Secrest fears that a trusted employee has been stealing from
the company. This employee receives cash from clients and also prepares the monthly bank
reconciliation. To check up on the employee, Secrest prepares his own bank reconciliation, as
follows:

Does it appear that the employee has stolen from the company? If so, how much? Explain
your answer. Which side of the bank reconciliation shows the company’s true cash balance?
(pp. 226)

S4-8 (Learning Objective 3: Control over cash receipts) Gina Castillo sells memberships to
the Santa Fe Symphony Association in Santa Fe, New Mexico. The Symphony’s procedure
requires Castillo to write a patron receipt for all memberships sold. The receipt forms are
prenumbered. Castillo is having personal financial problems and she stole $500 received from
a customer. To hide her theft, Castillo destroyed the company copy of the receipt that she gave
the patron. What will alert manager Blaine McCormick that something is wrong? (pp. 232)

S4-9 (Learning Objective 3: Internal control over cash payments by check) Answer the fol-
lowing questions about internal control over cash payments:

1. Payment by check carries 2 basic controls over cash. What are they? (pp. 233–234)

2. Suppose a purchasing agent receives the goods that he purchases and also approves pay-
ment for the goods. How could a dishonest purchasing agent cheat his company? How
do companies avoid this internal control weakness? (pp. 233–234)

S4-10 (Learning Objective 4: Using a cash budget) In your own words, briefly explain how
a cash budget works and what it accomplishes with its last few lines of data. (p. 234)

Englander Advertising
Bank Reconciliation 

August 31, 20X7

Balance, August 31.....................
Add:
 Deposits in transit ...................

Less:
 Outstanding checks .................
Adjusted bank balance ...............

$2,820

800
10

(30)
$3,600

Balance, August 31.....................
Add:
 Bank collections ......................
 Interest revenue .......................
Less:
 Service charge..........................
Adjusted book balance ...............

$3,300

400

(1,100)
$ 2,600

Bank Books
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S4-11 (Learning Objective 4: Preparing a cash budget) California Artichoke Growers
(CAG) is a major food cooperative. Suppose CAG begins 2008 with cash of $4 million. CAG
estimates cash receipts during 2008 will total $97 million. Planned payments will total
$95 million. To meet daily cash needs next year, CAG must maintain a cash balance of at least
$5 million. Prepare the organization’s cash budget for 2008. (p. 236)

S4-12 (Learning Objective 5: Making an ethical judgment) Carrie Ford, an accountant for
YellowPages.com, discovers that her supervisor Zach McGregor, made several errors last year.
In total, the errors overstated Yellow Pages’ net income by 20%. It is not clear whether the
errors were deliberate or accidental. What should Ford do? (p. 239)

Exercises
E4-13 (Learning Objective 1: E-Commerce pitfalls) How do computer viruses, Trojan Horses
and phishing expeditions work? How can these E-Commerce pitfalls hurt you? Be specific. 
(pp. 219–220)

E4-14 (Learning Objective 1: Explaining the role of internal control) Answer the following
questions on internal control:

a. Separation of duties is an important internal control procedure. Why is this so? 
(pp. 215–216)

b. Cash may be a small item on the financial statements. Nevertheless, internal control
over cash is very important. Why is this true? (p. 232)

c. Crane Company requires that all documents supporting a check be cancelled by
punching a hole through the packet. Why is this practice required? What might hap-
pen if it were not? (pp. 233–234)

E4-15 (Learning Objective 1: Identifying internal control weaknesses) Identify the internal
control weakness in the following situations. State how the person can hurt the company.

a. Jerry Miller works as a security guard at ALTEX parking in Denver. Miller has a master
key to the cash box where commuters pay for parking. Each night Miller prepares the
cash report that shows (a) the number of cars that parked on the lot and (b) the day’s
cash receipts. Sandra Covington, the ALTEX treasurer, checks Miller’s figures by mul-
tiplying the number of cars by the parking fee per car. Covington then deposits the
cash in the bank. (p. 232)

b. Sharon Fisher is the purchasing agent for Manatee Golf Equipment. Fisher prepares
purchase orders based on requests from division managers of the company. Fisher
faxes the purchase order to suppliers who then ship the goods to Manatee. Fisher
receives each incoming shipment and checks it for agreement with the purchase order
and the related invoice. She then routes the goods to the respective division managers
and sends the receiving report and the invoice to the accounting department for pay-
ment. (pp. 232–237)

c. The external auditor for Mattson Financial Services takes a global view of the audit. To
form his professional opinion of Mattson’s financial statements, the auditor runs no
tests  of Mattson’s financial statements or of the underlying transactions. Instead, the
auditor computes a few ratios and compares the current-year ratio values to the ratio
values a year ago. If the ratio values appear reasonable, the auditor concludes that
Mattson’s financial statements are okay. (pp. 219–220)

E4-16 (Learning Objective 1: Identifying internal control strengths and weaknesses) The
following situations describe 2 cash payment situations and 2 cash receipt situations. In each
pair, one set of internal controls is better than the other. Evaluate the internal controls in each
situation as strong or weak, and give the reason for your answer. (pp. 232–237)

writing assignment ! 
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Cash payments:

a. Jim McCord Construction policy calls for construction supervisors to request the
equipment needed for their jobs. The home office then purchases the equipment and
has it shipped to the construction site.

b. Granite & Marble, Inc., policy calls for project supervisors to purchase the equipment
needed for jobs. The supervisors then submit the paid receipts to the home office for
reimbursement. This policy enables supervisors to get the equipment quickly and
keep construction jobs moving.

Cash receipts:

a. At McClaren Chevrolet, cash received by mail goes straight to the accountant, who
debits Cash and credits Accounts Receivable to record the collections from customers.
The McClaren accountant then deposits the cash in the bank.

b. Cash received by mail at Lone Star Orthopedic Clinic goes to the mail room, where a
mail clerk opens envelopes and totals the cash receipts for the day. The mail clerk for-
wards customer checks to the cashier for deposit in the bank and forwards the remit-
tance slips to the accounting department for posting credits to customer accounts.

E4-17 (Learning Objective 1: Correcting an internal control weakness) Spencer Moore
served as Executive Director of Downtown Flint, an organization created to revitalize Flint,
Michigan. Over the course of 13 years Moore embezzled $352,000. How did Moore do it? By
depositing subscriber cash receipts in his own bank account, writing Downtown Flint checks
to himself, and creating phony entities that Downtown Flint wrote checks to.

Downtown Flint was led by a board of directors comprised of civic leaders. Moore’s
embezzlement went undetected until Downtown Flint couldn’t pay its bills.

Give at least 3 ways Moore’s embezzlement could have been prevented. (pp. 232–237)

E4-18 (Learning Objective 2: Classifying bank reconciliation items) The following items
appear on a bank reconciliation:

1. ___ Outstanding checks

2. ___ Bank error: The bank credited our account for a deposit made by another bank
customer

3. ___ Service charge

4. ___ Deposits in transit

5. ___ NSF check

6. ___ Bank collection of a note receivable on our behalf

7. ___ Book error: We debited Cash for $100. The correct debit was $1,000

Classify each item as (a) an addition to the bank balance, (b) a subtraction from the bank bal-
ance, (c) an addition to the book balance, or (d) a subtraction from the book balance. (p. 226)

E4-19 (Learning Objective 2: Preparing a bank reconciliation) LeAnn Bryant’s check book
lists the following:

Check No.

622

623
624
625
626
627

Check

$19

43
58
50
25

275

Date

Nov. 1
4
9

13
14
18
26
28
30

Item

Consolidated Gas Co.
Dividends
General Tire Co.
Exxon Mobil Oil Co.
Cash
St. Mark’s Church
Bent Tree Apartments
Paycheck

Deposit

$116

846

Balance

$   705
686
802
759
701
651
626
351

1,197
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The November bank statement shows

" Required
Prepare Bryant’s bank reconciliation at November 30, 20X6. (p. 226)

E4-20 (Learning Objective 2: Preparing a bank reconciliation) Tim VanWinkle operates a
FedEx Kinko’s store. He has just received the monthly bank statement at May 31 from City
National Bank, and the statement shows an ending balance of $595. Listed on the statement are
an EFT rent collection of $300, a service charge of $12, two NSF checks totaling $120 and a $9
charge for printed checks. In reviewing his cash records, VanWinkle identifies outstanding
checks totaling $603 and a May 31 deposit in transit of $1,788. During May, he recorded a $290
check for the salary of a part-time employee as $29. VanWinkle’s Cash account shows a May 31
cash balance of $1,882. How much cash does VanWinkle actually have at May 31? (pp. 226)

E4-21 (Learning Objective 2: Making journal entries from a bank reconciliation) Use the
data from Exercise 4-20 to make the journal entries that VanWinkle should record on May 31
to update his Cash account. Include an explanation for each entry. (p. 227)

E4-22 (Learning Objective 3: Evaluating internal control over cash receipts) Target stores
use point-of-sale terminals as cash registers. The register shows the amount of each sale, the
cash received from the customer, and any change returned to the customer. The machine also
produces a customer receipt but keeps no record of transactions. At the end of the day, the
clerk counts the cash in the register and gives it to the cashier for deposit in the company
bank account.

Write a memo to convince the store manager that there is an internal control weakness
over cash receipts. Identify the weakness that gives an employee the best opportunity to steal
cash and state how to prevent such a theft. (p. 232)

E4-23 (Learning Objective 3: Evaluating internal control over cash payments) Tee Golf
Company manufactures a popular line of golf clubs. Tee Golf employs 140 workers and keeps
their employment records on time sheets that show how many hours the employee works
each week. On Friday the shop foreman collects the time sheets, checks them for accuracy,
and delivers them to the payroll deportment for preparation of paychecks. The treasurer signs
the paychecks and returns the checks to the payroll department for distribution to the
employees.

Identify the main internal control weakness in this situation, state how the weakness can
hurt Tee Golf, and propose a way to correct the weakness. (pp. 233–234)

E4-24 (Learning Objective 4: Preparing a cash budget) Cellular Communications, Inc., is
preparing its cash budget for 20X8. Cellular ended 20X7 with cash of $81 million, and man-
agers need to keep a cash balance of at least $75 million for operations.

Balance ............................................... $705
Add: Deposits ..................................... 116
Deduct checks: No. Amount

622 $19
623 43
624 85*
625 50 (197)

Other charges:
NSF check........................................... $  8
Service charge ..................................... 12 (20)
Balance ............................................... $604

*This is the correct amount for check number 624.
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Collections from customers are expected to total $11,284 million during 20X8, and pay-
ments for the cost of services and products should reach $6,166 million. Operating expense
payments are budgeted at $2,543 million.

During 20X8, Cellular expects to invest $1,825 million in new equipment and sell
older assets for $115 million. Debt payments scheduled for 20X8 will total $597 million.
The company forecasts net income of $890 million for 20X8 and plans to pay dividends of
$338 million.

Prepare Cellular Communications’ cash budget for 20X8. Will the budgeted level of cash
receipts leave Cellular with the desired ending cash balance of $75 million, or will the 
company need additional financing? If so, how much? (pp. 236–237)

E4-25 (Learning Objective 5: Resolving an ethical challenge). Sunbelt Bank recently
appointed the accounting firm of Baker, Jackson, and Trent as the bank’s auditor. Sunbelt
quickly became one of the Baker, Jackson, and Trent’s largest clients. Subject to banking regu-
lations, Sunbelt must provide for any expected losses on notes receivable that Sunbelt may
not collect in full.

During the course of the audit, Baker, Jackson, and Trent determined that 3 large notes
receivable of Sunbelt seem questionable. Baker, Jackson and Trent discussed these loans with
Stephanie Carson, controller of Sunbelt. Carson assured the auditors that these notes were
good and that the makers of the notes will be able to pay their notes after the economy
improves.

Baker, Jackson, and Trent stated that Sunbelt must record a loss for a portion of these
notes receivable to account for the likelihood that Sunbelt may never collect their full
amount. Carson objected and threatened to dismiss Baker, Jackson, and Trent if the auditor
demands that the bank record the loss. Baker, Jackson, and Trent want to keep Sunbelt as a
client. In fact, Baker, Jackson, and Trent were counting on the revenue from the Sunbelt audit
to finance an expansion of the firm.

Apply the decision guidelines for ethical judgments outlined on p. 239 to decide how
the accounting firm of Baker, Jackson, and Trent should proceed.

E4-26 (Learning Objective 4: Compensating balance agreement) Assume Starbucks bor-
rowed $10 million from Bank of Seattle and agreed to (a) pay an interest rate of 7% and (b)
maintain a compensating balance amount equal to 5% of the loan. Determine Starbucks’
actual effective interest rate on this loan.

Challenge Exercises
E4-27 (Learning Objective 3, 5: Internal controls over cash payments, ethical considerations)
Jan Copeland, the owner of Jan’s Perfect Presents, has delegated management of the business to
Lou Major, a friend. Copeland drops by to meet customers and check up on cash receipts, but
Major buys the merchandise and handles cash payments. Business has been very good lately,
and cash receipts have kept pace with the apparent level of sales. However, for a year or so, the
amount of cash on hand has been too low. When asked about this, Major explains that suppli-
ers are charging more for goods than in the past. During the past year, Major has taken 2 expen-
sive vacations, and Copeland wonders how Major can afford these trips on her $60,000 annual
salary and commissions.

List at least 3 ways Major could be defrauding Copeland of cash. In each instance also
identify how Copeland can determine whether Major’s actions are ethical. Limit your answers to
the store’s cash payments. The business pays all suppliers by check (no EFTs). (pp. 232–237)

E4-28 (Learning Objective 4: Preparing and using a cash budget) Dan Davis, the chief finan-
cial officer, is responsible for The Furniture Mart’s cash budget for 20X6. The budget will help
Davis determine the amount of long-term borrowing needed to end the year with a cash bal-
ance of $150 thousand. Davis’s assistants have assembled budget data for 20X6, which the
computer printed in alphabetical order. Not all the data items reproduced below are used in
preparing the cash budget.

(continued)
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" Required
1. Prepare the cash budget of The Furniture Mart, Inc., for 20X6. (p. 236)

2. Compute The Furniture Mart’s budgeted current ratio and debt ratio at December 31,
20X6. Based on these ratio values, and on the cash budget, would you lend $100 thou-
sand to The Furniture Mart? Give the reason for your decision.

Quiz
Test your understanding of internal control and cash by answering the following questions. Answer
each question by selecting the best choice from among the answers given.

Q4-29 All of the following are objectives of internal control except (p. 215)
a. to comply with legal requirements.
b. to safeguard assets.
c. to maximize net income.
d. to ensure accurate and reliable accounting records.

Q4-30 All of the following are internal control procedures except (pp. 217–218)
a. electronic devices. c. assignment of responsiblities.
b. Sarbanes-Oxley reforms. d. internal and external audits.

Q4-31 Requiring that an employee with no access to cash do the accounting is an example of
which characteristic of internal control: (pp. 217–218)
a. separation of duties c. competent personnel
b. competent and reliable personnel d. monitoring of controls

Q4-32 All of the following are controls for cash received over the counter except: (p. 232)
a. the customer should be able to see the amounts entered into the cash register
b. a printed receipt must be given to the customer
c. the cash drawer should open only when the salesclerk enters an amount on the keys
d. the sales clerk must have access to the cash register tape

Q4-33 In a bank reconciliation, an outstanding check is: (p. 226)
a. added to the book balance c. added to the bank balance
b. deducted from the book balance d. deducted from the bank balance

Q4-34 In a bank reconciliation, a bank collection of a note receivable is: (p. 226)
a. added to the book balance c. added to the bank balance
b. deducted from the book balance d. deducted from the bank balance

(Assumed Data) (In thousands)

Actual cash balance, December 31, 20X5 .................
Budgeted total assets .................................................
Budgeted total current assets .....................................
Budgeted total current liabilities ...............................
Budgeted total liabilities ............................................
Budgeted total stockholders’ equity...........................
Collections from customers .......................................
Dividend payments ...................................................
Issuance of stock .......................................................
Net income................................................................
Payment of long-term and short-term debt................
Payment of operating expenses .................................
Purchases of inventory items .....................................
Purchase of property and equipment .........................

$     140
22,977
7,776
4,860

11,488
7,797

18,527
237
627

1,153
950

2,349
14,045
1,518
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Q4-35 In a bank reconciliation, an EFT cash payment is: (p. 226)
a. added to the book balance c. added to the bank balance
b. deducted from the book balance d. deducted from the bank balance

Q4-36 If a bookkeeper mistakenly recorded a $58 deposit as $85, the error would be shown
on the bank reconciliation as a: (p. 226)
a. $27 addition to the book balance c. $27 deduction from the book balance
b. $85 deduction from the book balance d. $85 addition to the book balance

Q4-37 If a bank reconciliation included a deposit in transit of $670, the entry to record this
reconciling item would include a: (p. 227)
a. credit to prepaid insurance for $670 c. debit to cash for $670
b. credit to cash for $670 d. no journal entry is required

Q4-38 In a bank reconciliation, interest revenue earned on your bank balance is: (p. 226)
a. added to the book balance c. added to the bank balance
b. deducted from the book balance d. deducted from the bank balance

Q4-39 Before paying an invoice for goods received on account, the controller or treasurer
should ensure that (pp. 233–234)
a. the company is paying for the goods it ordered.
b. the company is paying for the goods it actually received.
c. the company has not already paid this invoice.
d. All of the above.

Q4-40 La Petite France Bakery is budgeting cash for 20X8. The cash balance at December
31, 20X7, was $10,000. LaPetite budgets 20X8 cash receipts at $85,000. Estimated cash pay-
ments include $40,000 for inventory, $30,000 for operating expenses, and $20,000 to
expand the store. La Petite needs a minimum cash balance of $10,000 at all times. La Petite
expects to earn net income of $40,000 during 20X8. What is the final result of the company’s
cash budget for 20X8? (pp. 236–237)
a. $10,000 available for additional investments.
b. $5,000 available for additional investments.
c. Must arrange new financing for $5,000.
d. Pay off $10,000 of debt.

Problems
(Group A)

P4-41A (Learning Objective 1: Idenifying internal control weaknesses) Avant Garde
Imports is an importer of silver, brass, and furniture items from Mexico. Kay Jones is the gen-
eral manager of Avant Garde Imports. Jones employs 2 other people in the business. Marco
Gonzalez serves as the buyer for Avant Garde. In his work Gonzalez travels throughout
Mexico to find interesting new products. When Gonzalez finds a new product, he arranges for
Avant Garde to purchase and pay for the item. He helps the Mexican artisans prepare their
invoices and then faxes the invoices to Jones in the company office.

Jones operates out of an office in Tucson, Arizona. The office is managed by Rita Bowden,
who handles the mail, keeps the accounting records, makes bank deposits, and prepares the
monthly bank reconciliation. Virtually all of Avant Garde’s cash receipts arrive by mail—from
sales, made to Target, Pier 1 Imports, and Wal-Mart.

Bowden also prepares checks for payment based on invoices that come in from the sup-
pliers who have been contacted by Gonzalez. To maintain control over cash payments, Jones
examines the paperwork and signs all checks.

writing assignment ! 
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" Required

Identify all the major internal control weaknesses in Avant Garde’s system and how the result-
ing action could hurt Avant Garde. Also state how to correct each weakness. (pp. 233–234)

P4-42A (Learning Objective 1, 3: Idenifying internal control weakness) Each of the follow-
ing situations reveals an internal control weakness.

a. Accounting firms use paraprofessional employees to perform routine tasks. For exam-
ple, an accounting paraprofessional might prepare routine tax returns for clients. In
the firm of Dunham & Lee, Rodney Lee, one of the partners, turns over a significant
portion of his high-level accounting work to his paraprofessional staff. (pp. 217–218)

b. In evaluating the internal control over cash payments of Butler Manufacturing, an
auditor learns that the purchasing agent is responsible for purchasing diamonds for
use in the company’s manufacturing process, approving the invoices for payment, and
signing the checks. No supervisor reviews the purchasing agent’s work. (pp. 233–234)

c. Charlotte James owns an architecture firm. James’s staff consists of 12 professional archi-
tects, and James manages the office. Often, James’s work requires her to travel to meet
with clients. During the past 6 months, James has observed that when she returns from
a business trip, the architecture jobs in the office have not progressed satisfactorily. James
learns that when she is away, 2 of her senior architects take over office management and
neglect their normal duties. One employee could manage the office. (pp. 217–218)

d. B.J. Tanner has been an employee of the City of Marlin for many years. Because the
city is small, Tanner performs all accounting duties, plus opening the mail, preparing
the bank deposit, and preparing the bank reconciliation. (pp. 217–218)

e. Part of an internal auditor’s job is to evaluate how efficiently the company is running.
For example, is the company purchasing inventory from the least expensive supplier?
After a particularly bad year, Long Photographic Products eliminates its internal audit
department to reduce expenses. (pp. 218–219)

" Required
1. Identify the missing internal control characteristic in each situation.
2. Identify each firm’s possible problem.
3. Propose a solution to the problem.

P4-43A (Learning Objective 2: Using the bank reconciliation as a control device) The cash
data of Alta Vista Toyota for June 20X4 follow:

writing assignment ! 

Cash

Item

Balance

Debit

10,578

Date

June   1
30
30

Jrnl. Ref.

CR6
CP11

Credit

10,924

Balance

5,011
15,589

4,665

Cash Receipts (CR) Cash Payments (CP)

Date

June      2
8

10
16
22
29
30

Total

Check No.

3113
3114
3115
3116
3117
3118
3119
3120
3121
3122
Total

Cash Debit

$  4,174
407
559

2,187
1,854
1,060

337
$10,578

Cash Credit

$     891
147

1,930
664

1,472
1,000

632
1,675

100
2,413

$10,924

writing assignment ! 

! spreadsheet
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Alta Vista received the following bank statement on June 30, 20X4:

Explanation: EFT—electronic funds transfer, BC—bank collection, US—unauthorized signature, SC—service charge.

Bank Statement for June 20X4

Beginning balance ................
Deposits and other additions:
 June 1............................
  4............................
  9............................
  12............................
  17............................
  22............................
  23............................
Checks and other deductions:
 June 7............................
  13............................
  14............................
  15............................
  18............................
  21............................
  26............................
  30............................
  30............................
Ending balance.....................

$  5,011

11,208

(6,706)
$  9,513

EFT

BC

US

EFT

SC

$   326
4,174

407
559

2,187
1,701
1,854

$   891
1,390

903
147
664
219

1,472
1,000

20

Additional data for the bank reconciliation include the following:

a. The EFT deposit was a receipt of monthly rent. The EFT debit was a monthly insur-
ance payment.

b. The unauthorized signature check was received from a customer.
c. The correct amount of check number 3115, a payment on account, is $1,390. (Alta

Vista’s accountant mistakenly recorded the check for $1,930.)

" Required
1. Prepare the Alta Vista Toyota bank reconciliation at June 30, 20X4. (p. 226)
2. Describe how a bank account and the bank reconciliation help the general manager  con-

trol Alta Vista’s cash. (p. 237)

P4-44A (Learning Jobective 4: Preparing a bank reconciliation and the related journal
entries) The May 31 bank statement of Varian Engineering Associates has just arrived from
Carolina First Bank. To prepare the Varian bank reconciliation, you gather the following data:

a. Varian’s Cash account shows a balance of $2,256.14 on May 31.
b. The May 31 bank balance is $3,374.22.
c. The bank statement shows that Varian earned $38.19 of interest on its bank balance

during May. This amount was added to Varian’s bank balance.
d. Varian pays utilities ($750) and insurance ($290) by EFT.
e. The following Varian checks did not clear the bank by May 31:

(continued)

! spreadsheet
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f. The bank statement includes a deposit of $891.17, collected on account by the bank
on behalf of Varian.

g. The bank statement lists a $10.50 bank service charge.
h. On May 31, the Varian treasurer deposited $16.15, which will appear on the June

bank statement.
i. The bank statement includes a $300.00 deposit that Varian did not make. The bank

added $300 to Varian’s account for another company’s deposit.
j. The bank statement includes 2 charges for returned checks from customers. One is a

$395.00 check received from a customer with the imprint “Unauthorized Signature.”
The other is a nonsufficient funds check in the amount of $146.67 received from
another customer.

" Required
1. Prepare the bank reconciliation for Varian Engineering Associates. (p. 226)
2. Journalize the May 31 transactions needed to update Varian’s Cash account. Include an

explanation for each entry. (p. 227)

P4-45A (Learning Objective 3: Idenifying internal control weakness) Sun Skin Care makes
all sales on credit. Cash receipts arrive by mail, usually within 30 days of the sale. Nancy
Brown opens envelopes and separates the checks from the accompanying remittance advices.
Brown forwards the checks to another employee, who makes the daily bank deposit but has
no access to the accounting records. Brown sends the remittance advices, which show the
amount of cash received, to the accounting department for entry in the accounts receivable.
Brown’s only other duty is to grant allowances to customers. (An allowance decreases the
amount that the customer must pay.) When Brown receives a customer check for less than the
full amount of the invoice, she records the allowance in the accounting records and forwards
the document to the accounting department.

" Required
You are a new employee of Sun Skin Care. Write a memo to the company president identify-
ing the internal control weakness in this situation. State how to correct the weakness. (p. 232)

P4-46A (Learning Objective 4: Preparing a cash budget and using cash-flow information)
Kenneth Austin, chief financial officer of ReMax Wireless, is responsible for the company’s
budgeting process. Austin’s staff is preparing the ReMax cash budget for 20X7. A key input to
the budgeting process is last year’s statement of cash flows, which follows (amount in
thousands):

Check No. Amount

237 $  46.10
288 141.00
291 578.05
293 11.87
294 609.51
295 8.88
296 101.63

writing assignment ! 

writing assignment ! 
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" Required
1. Prepare the ReMax Wireless cash budget for 20X7. Date the budget simply “20X7” and

denote the beginning and ending cash balances as “beginning” and “ending.” Assume the
company expects 20X7 to be the same as 20X6, but with the following changes: 
(pp. 236–237)
a. In 20X7, the company expects a 15% increase in collections from customers and a

20% increase in purchases of inventory.
b. There will be no sales of investments in 20X7.
c. ReMax plans to issue no stock in 20X7.
d. ReMax plans to end the year with a cash balance of $2,000 thousand.

2. Does the company’s cash budget for 20X7 suggest that ReMax is growing, holding steady,
or decreasing in size? (Challenge)

P4-47A (Learning Objective 5: Making an ethical judgment) Larry Raborn is executive vice
president of Quality Bank. Active in community affairs, Raborn serves on the board of directors
of The Salvation Army. The Salvation Army is expanding rapidly and is considering relocating.
At a recent meeting, The Salvation Army decided to buy 200 acres of land on the edge of town.
The owner of the property is Freda Rader, a major depositor in Quality Bank. Rader is complet-
ing a bitter divorce, and Raborn knows that Rader is eager to sell her property. In view of
Rader’s difficult situation, Raborn believes Rader would accept a low offer for the land. Realtors
have appraised the property at $2.2 million.

" Required
Apply the ethical judgment framework outlined in the chapter to help Raborn decide what
role he should play in The Salvation Army’s attempt to buy the land from Rader. (p. 239)

ReMax Wireless
Statement of Cash Flows

20X6

Cash Flows from Operating Activities
 Collections from customers ........................................
 Interest received .........................................................
 Purchases of inventory ...............................................
 Operating expenses ....................................................
  Net cash provided by operations............................
Cash Flows from Investing Activities
 Purchases of equipment..............................................
 Purchases of investments ............................................
 Sales of investments ...................................................
  Net cash used for investing activities......................
Cash Flows from Financing Activities
 Payment of long-term debt .........................................
 Issuance of stock ........................................................
 Payment of cash dividends .........................................
  Net cash provided by financing activities ...............
Cash
 Increase (decrease) in cash..........................................
 Cash, beginning of year..............................................
 Cash, end of year.......................................................

$ 60,000
100

(44,000)
(13,900)

2,200

(4,300)
(200)
400

(4,100)

(300)
1,200
(500)
400

(1,500)
2,700

$   1,200

(In thousands)
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(Group B)

P4-48B (Learning Objective 1: Setting up an effective internal control system) Trey Osborne,
administration of Valley View Clinic, seeks your advice. Valley View Clinic employs 2 people in
the office, Jim Bates and Rhonda Clark. Osborne asks you how to assign the various office
functions to the 3 people (including Osborne) to achieve good internal control. Here are the
duties to be performed by the 2 office workers and Osborne:
a. Record cash payments d. Reconcile the bank account
b. Record cash receipts e. Deposit cash receipts
c. Receive incoming cash from patients f. Sign checks for payment

" Required
1. Propose a plan that divides duties a. through f. to Bates, Clark, and Osborne. Your goal is

to divide the duties so as to achieve good internal control for the clinic. (pp. 232–237)
2. Identify several combinations of duties that should not be performed by the same person.

(pp. 229–234)

P4-49B (Learning Objective 1, 3: Identifying internal control weaknesses) Each of the
following situations has an internal control weakness:

a. Retail stores such as Target and Best Buy receive a significant portion of their sales
revenue in cash. At the end of each day, sales clerks compare the cash in their own reg-
ister with the record of sales kept within the register. They then forward the cash to a
Brinks security officer for deposit in the bank. (p. 232)

b. The office supply company from which Martin Audiology Service purchases cash
receipt forms recently notified Martin that the last-shipped sales receipts were not
prenumbered. Derek Martin, the owner, replied that he did not use the receipt num-
bers, so the omission is unimportant to him. (pp. 219–220)

c. Azbell Electronics specializes in programs with musical applications. The company’s
most popular product prepares musical programs for large gatherings. In the company’s
early days, the owner and 8 employees wrote the programs, lined up production of the
programs, sold the products, and performed the general management of the company.
As Azbell has grown, the number of employees has increased dramatically. Recently, the
development of a new musical series stopped while the programmers redesigned
Azbell’s sound system. Azbell could have hired outsiders to do this task. (pp. 217–218)

d. Paul Allen, who has no known sources of outside income, has been a trusted
employee of Chapparall Cosmetics for 20 years. Allen performs all cash-handling and
accounting duties, including opening the mail, preparing the bank deposit, account-
ing for cash and accounts receivable, and preparing the bank reconciliation. Allen has
just purchased a new Lexus. Linda Altman, owner of the company, wonders how
Allen can afford the new car on his salary. (pp. 217–218)

e. Monica Wade employs 3 professional interior designers in her design studio. The stu-
dio is located in an area with a lot of new construction, and her business is booming.
Ordinarily, Wade does all the purchasing of materials needed to complete jobs. During
the summer, Wade takes a long vacation, and in her absence she allows each designer
to purchase materials. On her return, Wade reviews operations and observes that
expenses are higher and net income is lower than in the past. (pp. 217–218)

" Required
1. Identify the missing internal control characteristics in each situation.
2. Identify each firm’s possible problem.
3. Propose a solution to the problem.

P4-50B (Learning Objective 2: Using the bank reconciliation as a control device) The cash
data of Navajo Products for September 20X5 follow:

writing assignment ! 
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Cash

Item

Balance

Debit

9,106

Date

Sept.   1
30
30

Jrnl. Ref.

CR 10
CP 16

Credit

11,353

Balance

7,078
16,184

4,831

Cash Receipts (CR) Cash Payments (CP)

Date

Sept.      1
9

11
14
17
25
30

Total

Check No.

1413
1414
1415
1416
1417
1418
1419
1420
1421
1422
Total

Cash Debit

$2,716
544

1,655
896
367
890

2,038
$9,106

Cash Credit

$  1,465
1,004

450
8

775
88

4,126
970
200

2,267
$11,353

Bank Statement for September 20X5

Explanation: BC—bank collection, EFT—electronic funds transfer, NSF—nonsufficient funds check, SC—service charge

Beginning balance ................
Deposits and other additions:
 Sept. 1............................
  5............................
  10............................
  11............................
  15............................
  18............................
  25............................
  30............................
Checks and other deductions:
 Sept. 8............................
  9............................
  13............................
  14............................
  15............................
  19............................
  22............................
  29............................
  30............................
  30............................
Ending balance.....................

$ 7,078

9,093

(8,812)
$ 7,359

EFT

BC

NSF

EFT

SC

$   625
2,716

544
1,655

896
367
890

1,400

$   441
1,465
1,004

450
8

340
775
88

4,216
25

On September 30, 20X5, Navajo received this bank statement:

(continued)
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Additional data for the bank reconciliation:

a. The EFT deposit was for monthly rent revenue. The EFT deduction was for monthly
insurance expense.

b. The NSF check was received from a customer.
c. The correct amount of check number 1419, a payment on account, is $4,216. (The

Navajo accountant mistakenly recorded the check for $4,126.)

" Required
1. Prepare the bank reconciliation of Navajo Products at September 30, 20X5. (p. 226)
2. Describe how a bank account and the bank reconciliation help managers control a firm’s

cash. (p. 223)

P4-51B (Learning Objective 2: Preparing a blank reconciliation and the related journal
entries) The January 31 bank statement of Bed & Bath Accessories has just arrived from First
National Bank. To prepare the Bed & Bath bank reconciliation, you gather the following data:

a. The January 31 bank balance is $8,400.82.
b. Bed & Bath’s Cash account shows a balance of $7,391.55 on January 31.
c. The following Bed & Bath checks are outstanding at January 31:

d. The bank statement includes 2 special deposits: $899.14, which is the amount of div-
idend revenue the bank collected from IBM on behalf of Bed & Bath, and $16.86, the
interest revenue Bed & Bath earned on its bank balance during January.

e. The bank statement lists a $6.25 bank service charge.
f. On January 31 the Bed & Bath treasurer deposited $381.14, which will appear on the

February bank statement.
g. The bank statement includes a $410.00 deduction for a check drawn by Bonjovi

Music Company.
h. The bank statement includes 2 charges for returned checks from customers. One is a

nonsufficient funds check in the amount of $67.50 received from a customer. The
other is a $195.03 check received from another customer. It was returned by the cus-
tomer’s bank with the imprint “Unauthorized Signature.”

i. A few customers pay monthly bills by EFT. The January bank statement lists an EFT
deposit for sales revenue of $200.23.

" Required
1. Prepare the bank reconciliation for Bed & Bath Accessories at January 31. (p.226)
2. Journalize the transactions needed to update the Cash account. Include an explanation

for each entry. (p.227)

P4-52B (Learning Objective 3: Identifying an internal control weakness) Nordhaus Energy
Co. makes all sales on credit. Cash receipts arrive by mail, usually within 30 days of the sale.
Dan Webster opens envelopes and separates the checks from the accompanying remittance
advices. Webster forwards the checks to another employee, who makes the daily bank deposit
but has no access to the accounting records. Webster sends the remittance advices, which
show the amount of cash received, to the accounting department for entry in the accounts
receivable. Webster’s only other duty is to grant allowances to customers. (An allowance
decreases the amount that the customer must pay.) When Webster receives a customer check

Check No. Amount

616 $403.00
802 74.02
806 36.60
809 161.38
810 229.05
811 48.91

! spreadsheet
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for less than the full amount of the invoice, he records the allowance in the accounting
records and forwards the document to the accounting department.

" Required
You are a new employee of Nordhaus Energy Co. Write a memo to the company president
identifying the internal control weakness in this situation. Explain how to correct the weak-
ness. (p. 232)

P4-53B (Learning Objective 1, 3: Preparing a cash budget and using cash–flow information)
Melissa Becker is chief financial officer of Valero Technology, and is responsible for the com-
pany’s budgeting process. Becker’s staff is preparing the Valero budget for 20X6. The starting
point is the statement of cash flows of the current year, 20X5, which follows:

" Required
1. Prepare the Valero Technology cash budget for 20X6. Date the budget simply “20X6” and

denote the beginning and ending cash balances as “beginning” and “ending.” Assume the
company expects 20X6 to be the same as 20X5, but with the following changes: 
(pp. 236–277)
a. In 20X6, the company expects a 10% increase in collections from customers, a 5%

increase in purchases of inventory, and a doubling of additions to property and
equipment.

b. Operating expenses will drop by $2,000.
c. There will be no sales of investments in 20X6.
d. Becker plans to end the year with a cash balance of $3,000.

2. Does the company’s cash budget for 20X6 suggest that Valero is growing, holding steady,
or decreasing in size? (Challenge)

Valero Technology
Statement of Cash Flows

20X5

Cash Flows from Operating Activities
 Collections from customers ..............................................
 Interest received ...............................................................
 Purchases of inventory .....................................................
 Operating expenses ..........................................................
  Net cash provided by operating activities.....................
Cash Flows from Investing Activities
 Purchases of property and equipment ..............................
 Purchases of investments ..................................................
 Sales of investments .........................................................
  Net cash used by investing activities.............................
Cash Flows from Financing Activities
 Payment of dividends .......................................................
 Payment of short-term debt..............................................
 Long-term borrowings by issuing notes payable...............
 Issuance of common stock ...............................................
  Net cash used by financing activities ............................
Increase (decrease) in Cash...................................................
Cash, beginning of year........................................................
Cash, end of year .................................................................

$ 35,600
100

(11,000)
(16,600)

8,100

(5,000)
(7,500)
8,100

(4,400)

(2,700)
(1,000)
1,200

300
(2,200)
1,500
2,600

$   4,100

writing assignment ! 
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P4-54B (Learning Objective 5: Making an ethical judgment) Community Bank has a loan
receivable from IMS Chocolates. IMS is 6 months late in making payments to the bank, and
Jan French, a Community Bank vice president, is assisting IMS to restructure its debt.

French learns that IMS is depending on landing a contract with Snicker Foods, another
Community Bank client. French also serves as Snicker Foods’ loan officer at the bank. In this
capacity, French is aware that Snicker is considering bankruptcy. No one else outside Snicker
Foods knows this. French has been a great help to IMS and IMS’s owner is counting on
French’s expertise in loan workouts to advise the company through this difficult process. To
help the bank collect on this large loan, French has a strong motivation to alert IMS of
Snicker’s financial difficulties.

" Required
Apply the ethical judgment framework outlined in the chapter to help Jan French plan her
next action. (p. 239)

writing assignment ! 

Decision Cases
Case 1. (Learning Objective 2: Using a bank reconciliation to detect a theft) Environmentol
Concerns, Inc., has poor internal control. Recently, Oscar Benz, the manager, has suspected the
bookkeeper of stealing. Details of the business’s cash position at September 30 follow.

a. The Cash account shows a balance of $10,402. This amount includes a September 30
deposit of $3,794 that does not appear on the September 30 bank statement.

b. The September 30 bank statement shows a balance of $8,224. The bank statement
lists a $200 bank collection, an $8 service charge, and a $36 NSF check. The account-
ant has not recorded any of these items.

c. At September 30, the following checks are outstanding:

d. The bookkeeper receives all incoming cash and makes the bank deposits. He also
reconciles the monthly bank statement. Here is his September 30 reconciliation:

Balance per books, September 30 ............... $10,402
Add: Outstanding checks ........................... 1,460

Bank collection.................................. 200
Subtotal...................................................... 12,062
Less: Deposits in transit.............................. $3,794

Service charge ................................... 8
NSF check......................................... 36

Balance per bank, September 30................. $  8,224
(3,838)

Check No. Amount

154 $116
256 150
278 853
291 990
292 206
293 145

APPLY YOUR KNOWLEDGE
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" Required

Benz has requested that you determine whether the bookkeeper has stolen cash from the busi-
ness and, if so, how much. He also asks you to explain how the bookkeeper attempted to con-
ceal the theft. To make this determination, you perform a proper bank reconciliation. There are
no bank or book errors. Benz also asks you to evaluate the internal controls and to recommend
any changes needed to improve them. (p. 226)

Case 2. (Learning Objective 2: Correcting an internal control weakness) This case is based
on an actual situation experienced by one of the authors. Gilead Construction, headquartered
in Topeka, Kansas, built a motel in Kansas City. The construction foreman, Slim Pickins, hired
the workers for the project. Pickins had his workers fill out the necessary tax forms and sent
the employment documents to the home office.

Work on the motel began on May 1 and ended in December. Each Thursday evening,
Pickins filled out a time card that listed the hours worked by each employee during the 5-day
work week ended at 5 p.m. on Thursday. Pickins faxed the time sheets to the home office,
which prepared the payroll checks on Friday morning. Pickins drove to the home office after
lunch on Friday, picked up the payroll checks, and returned to the construction site. At 5 p.m.
on Friday, Pickins distributed the paychecks to the workers.

a. Describe in detail the internal control weakness in this situation. Specify what nega-
tive result could occur because of the internal control weakness. (p. 233)

b. Describe what you would do to correct the internal control weakness. (pp. 232–234)

Ethical Issue
Kurt Hobbs owns apartment complexes in Columbus, Ohio. Each property has a manager
who collects rent, arranges for repairs, and runs advertisements in the local newspaper. The
property managers transfer cash to Hobbs monthly and prepare their own bank reconcilia-
tions. The manager of one property has been stealing large sums of money. To cover the theft,
he understates the amount of the outstanding checks on the monthly bank reconciliation. As
a result, each monthly bank reconciliation appears to balance. However, the balance sheet
reports more cash than Hobbs actually has in the bank. While negotiating the sale of this
property, Hobbs shows the balance sheet to prospective investors.

" Required

1. Identify 2 parties other than Hobbs who can be harmed by this theft. In what ways can
they be harmed?

2. Discuss the role accounting plays in this situation.

Focus on Financials: ! Yum! Brands
(Learning Objective 1, 2: Cash and internal control) Refer to the YUM! Brands financial
statements in Appendix A at the end of this book. Suppose YUM’s year-end bank statement,
dated December 30, 2006, has just arrived at company headquarters. Further assume the
bank statement shows YUM’s cash balance at $324 million and that YUM’s Cash and Cash
Equivalents account has a balance of $321 million on the books.

1. You must determine how much to report for cash and cash equivalents on the December
30, 2006, balance sheet. Suppose you uncover these reconciling items (all amounts are
assumed and in millions):
a. Interest earned on bank balance, $1.
b. Outstanding checks, $8.
c. Bank collections of various items, $2.
d. Deposits in transit, $3.
e. Book error—YUM overstated cash by $5.

(continued)
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Prepare a bank reconciliation to show how YUM arrived at the correct amount of cash and
cash equivalents to report on its December 30, 2006, balance sheet. Prove that your
answer is the actual amount YUM reported. Journal entries are not required. (p. 226)

2. Study YUM Brands’ Management Responsibility for Financial Statements and indicate
how that report links to specific items of internal control discussed in this chapter.
(Challenge)

Focus on Analysis: ! Pier 1 Imports
(Learning Objective 1, 5: Analyzing internal control and cash flows) Refer to the Pier 1
Imports financial statements in Appendix B at the end of this book.

1. Focus on Cash, Including Temporary Investments (this is the same as cash and cash
equivalents). Why did cash change during 2006? The statement of cash flows holds the
answer to this question. Analyze the 7 largest individual items on the statement of cash
flows (not the summary subtotals such as “net cash provided by operating activities”). For
each of the 7 individual items, state how Pier 1’s action affected cash. Show amounts in
millions and round to the nearest 1/10 of $1 million. (Challenge)

2. Pier 1’s Report of Management describes the company’s internal controls. Show how the
management report corresponds to 2 of the 4 elements in the definition of internal
control. (Challenge)

Group Project
You are promoting a rock concert in your area. Assume you organize as a corporation, with
each member of your group purchasing $10,000 of the corporation’s stock. Therefore, each of
you is risking some hard-earned money on this venture. Assume it is April 1 and that the con-
cert will be performed on June 30. Your promotional activities begin immediately, and ticket
sales start on May 1. You expect to sell all the firm’s assets, pay all the liabilities, and distribute
all remaining cash to the group members by July 31.

" Required

Write an internal control manual that will help to safeguard the assets of the business. The
manual should address the following aspects of internal control:

1. Assign responsibilities among the group members.

2. Authorize individuals, including group members and any outsiders that you need to hire
to perform specific jobs.

3. Separate duties among the group and any employees.

4. Describe all documents needed to account for and safeguard the business’s assets.

Quick Check Answers

For Internet Exercises go to the Web site www.prenhall.com/harrison.

1. g, e, h, d, f, c, a

Unused: b, i

2. a

3. d

4. a

5. c

6. e

7. a

8. d

9. b

10. b

11. c
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Chapter 4 Special Section

In This Section

Topic and Resources Page Learning Objectives

Demo Doc 1: Bank Reconciliations 1–5

Sample Question (copy and hand out to class) Special Section 2–3

Answer and Explanation (for use as instructor class notes) Special Section 4–9

Suggested Homework Problems Special Section 10

Textbook Example (E4-19): Bank Reconciliations Special Section 10–12 3

Teaching Tips

Bank Reconciliation

1 Students often get confused about who records a reconciling item when
preparing bank reconciliations. Remind them that the transaction has already
occurred; one of the parties (the bank or the company), however, is unaware of
it. Therefore, it is the party that has not yet recorded the transaction that
should record the reconciling item.

2 When trying to remember which types of transactions impact the bank’s side of
the reconciliation, the acronym DOE is useful. This stands for:

D Deposits in Transit

O Outstanding Checks

E Bank Errors

These are the three main items that will result in items on the bank’s side of the
reconciliation. The rest of the reconciling items are likely to be on the com-
pany’s side of the reconciliation.

3 When making journal entries for the reconciling items, remind students that
only the company makes these entries. The items on the bank’s side of the rec-
onciliation are made by the bank and (with the exception of an error) will be
made automatically as the unrecorded checks and deposits are processed by
the bank.

On the company’s side, any additions on the bank reconciliation will result in an
entry that debits cash, while subtractions will result in an entry that credits cash.
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Demo Doc 1 Bank Reconciliations

Bargain, Inc., has the following information for January 2009:

The rent collection of $1,300 is from tenants leasing extra space in Bargain’s
office building.

Bargain deposits all cash receipts and makes all payments by check.

Bank Statement for January 2009

800
1,400

1,000
2,500
2,000

Balance, January 1, 2009 ...................................
Deposits
 January 9 .......................................................
 January 18 .....................................................
Checks
 January 4 .......................................................
 January 12 .....................................................
 January 22 .....................................................
Other items:
EFT—payment of insurance expense..................
NSF check from Jim Sanders ..............................
Service charges ...................................................
EFT—monthly rent collection ............................
Interest on account balance ................................
Balance, January 31, 2009 .................................

5,000

2,200

(5,500)

(1,500)
(200)
(150)

1,300
50

1,200

Cash

Jan.   4

Jan. 12

Jan. 22

Jan. 30

1,000

2,500

2,000

400

Jan.   1

Jan.   8

Jan. 18

Jan. 28

Jan. 31

Bal. 5,000

800

1,400

900

Bal. 2,200
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Requirements

1. Prepare Bargain’s bank reconciliation at January 31, 2009.

2. Journalize any entries required by Bargain and update Bargain’s Cash 
T-account. Explanations are not required.

3. The employee at Bargain who opens the mail and physically collects the
cash is the same person who updates the cash receipts journal and prepares
the bank reconciliation. Is this a good internal control system?

4. In addition to this bank account, Bargain has certificates of deposit worth
$350 at January 31, 2009. What amount would be reported for cash on
Bargain’s January 31, 2009, balance sheet? How would this amount be
described?
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Demo Doc 1 Solution

Requirement 1

Prepare Bargain’s bank reconciliation at January 31, 2009.

! We need to add reconciling items to both the bank balance and Bargain’s cash
balance to update Cash to the correct balance for both parties.

! To more easily calculate the impact of these adjustments, we begin with a work sheet.

! Three columns are needed: one for Bargain, one for the bank, and one for recon-
ciling items in the middle.

! Begin with the balance both sides have for Cash at January 31, 2009.

! Differences arise because a valid transaction has not been recorded by both parties.

BankReconciling Items

January 31 Balance

Bargain

2,200 1,200

Bargain Inc.
Bank Reconciliation

January 31, 2009

Bank:
Balance, Jan. 31, 2009 .......................................
Add: Jan. 28 deposit in transit............................

Less: Jan. 30 outstanding check..........................

Adjusted bank balance, Jan. 31, 2009................

Books:
Balance, Jan. 31, 2009 .......................................
Add: Bank collection of rent...............................
 Interest earned on account .............................

Less: Insurance expense......................................
 NSF check......................................................
 Service charges ...............................................

Adjusted book balance, Jan. 31, 2009................

$ 1,200
900

2,100

(400)

$ 1,700

$ 2,200
1,300

50
3,550

(1,850)

$ 1,700

$1,500
200
150
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! For example, if the bank records service charges and Bargain does not, a reconcil-
ing item is required for Bargain to bring its Cash account to the correct balance.

! Each reconciling item is described in the Reconciling Items column and added to
or subtracted from the column of the party that has not yet recorded that trans-
action/entry.

Deposits

! According to the Cash T-account, Bargain made three deposits.

The three deposits are:

Jan. 9 $ 800

Jan. 18 1,400

Jan. 28 900

! However, the bank statement only shows two (the Jan. 9 deposit of $800 and the
Jan. 18 deposit of $1,400).

! The January 28 deposit for $900 has not yet been recorded by the bank.

! This is a deposit in transit—a deposit recorded by the company but not on the
bank statement—and should be recorded as a reconciling item that increases the
bank account.

Cash

Jan.   4

Jan. 12

Jan. 22

Jan. 30

1,000

2,500

2,000

400

Jan.   1

Jan.   9

Jan. 18

Jan. 28

Jan. 31

Bal. 5,000

800

1,400

900

Bal. 2,200

Cash

Jan.   4

Jan. 12

Jan. 22

Jan. 30

1,000

2,500

2,000

400

Jan.   1

Jan.   9

Jan. 18

Jan. 28

Jan. 31

Bal. 5,000

800

1,400

900

Bal. 2,200

Teaching Tip 1

Teaching Tip   1

Teaching Tip   2
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Checks

! According to the Cash T-account, Bargain wrote four checks.

The four checks are:

Jan. 4 $1,000

Jan. 12 2,500

Jan. 22 2,000

Jan. 30 400

! However, the bank statement only shows three (the Jan. 4 check for $1,000, the
Jan. 12 check for $2,500, and the Jan. 22 check for $2,000).

! The January 30 check for $400 has not yet been recorded by the bank.

! This is an outstanding check and should be subtracted to decrease the bank
account.

Insurance Expense Payment

! The insurance expense payment of $1,500 was made by the bank but has not yet
been recorded by Bargain.

! This will decrease Bargain’s Cash account.

NSF Check

! A check for $200 deposited by Bargain was returned to the bank for insufficient
funds. Bargain has not yet recorded this return because the company did not have
knowledge of the NSF prior to the bank statement.

! This will decrease Bargain’s Cash account.

Service Charges

! Service charges of $150 have been incurred with the bank but have not yet been
recorded by Bargain.

! This will decrease Bargain’s Cash account.

Rent Collection

! Rent revenue of $1,300 has been collected by the bank but has not yet been
recorded by Bargain.

! This will increase Bargain’s Cash account.

Interest Earned

! Interest of $50 has been earned with the bank but has not yet been recorded by
Bargain.

! This will increase Bargain’s Cash account.

Teaching Tip   1

Teaching Tip   2

Teaching Tip   1

Teaching Tip   2

Teaching Tip   1

Teaching Tip   2

Teaching Tip   1

Teaching Tip   2

Teaching Tip   1

Teaching Tip   2

Teaching Tip   1

Teaching Tip   2
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! Put all of these reconciling items into the work sheet:

! Both columns should have the same total.

! This is a good check to ensure that all calculations are correct.

! If the totals were not the same, there would be an error and/or some data would
be missing.

! Take these adjustments and prepare the formal bank reconciliation.

! List all additions and subtractions required for the bank and Bargain.

Requirement 2

Journalize any entries required by Bargain and update Bargain’s Cash 
T-account. Explanations are not required.

! Any reconciling items on Bargain’s side of the bank reconciliation should be
recorded as journal entries in Bargain’s books in order to update the Cash
account to its correct balance.

Insurance Expense Payment

! Cash decreases by $1,500 and Insurance Expense increases.

NSF Check

! Cash decreases and Accounts Receivable increases by $200.

200
200Accounts Receivable—J. Sanders

 Cash
Jan. 31

1,500
1,500Insurance Expense

 Cash
Jan. 31

Reconciling Items

January 31 Balance
Deposits in Transit
Outstanding Checks
Insurance Expense Payment
NSF Check
Service Charges
Rent Collection
Interest Earned
Total

Bargain

$ 2,200

(1,500)
(200)
(150)

1,300
50

$ 1,700

Bank

$1,200
900

(400)

$1,700

Teaching Tip 3

Teaching Tip 3

Teaching Tip 3
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Service Charges

! Cash decreases and Misc. Expense increases by $150.

Rent Collection

! Cash increases and Rent Revenue increases by $1,300.

Interest Earned

! Cash increases and Interest Revenue increases by $50.

! Post these adjustments to the Cash T-account:

! The final cash balance is $1,700, which is the same as the total on the bank
reconciliation.

Cash

Jan. 31 1,500
200
150

Jan. 31

Jan. 31

Bal. 2,200
1,300

50

Bal. 1,700

50
50Cash

 Interest Revenue
Jan. 31

1,300
1,300Cash

 Rent Revenue
Jan. 31

150
150Misc. Expense

 Cash
Jan. 31Teaching Tip 3

Teaching Tip 3

Teaching Tip 3

29366_16_ch4SS_p001-012  12/14/07  7:58 AM  Page 8



Instructor’s Edition Special Section Page 9 |  Chapter 4

Requirement 3

The employee at Bargain who opens the mail and physically collects the
cash is the same person who updates the cash receipts journal and prepares
the bank reconciliation. Is this a good internal control system?

! If an employee collects the cash and records the receipt of the cash and performs
the bank reconciliation, then there is an opportunity for fraud.

! The employee could steal the cash and delay recording the cash receipt or perhaps
never record the cash receipt. The employee could hide his or her act for a long
period of time by manipulating the bank reconciliations.

! To avoid this problem, most internal control systems require separation of
duties; that is, the employees who handle cash (both receipts and payments) are
not the same employees who maintain the accounting records and prepare the
bank reconciliations.

Requirement 4

In addition to this bank account, Bargain has certificates of deposit worth
$350 at January 31, 2009. What amount would be reported for cash on
Bargain’s January 31, 2009 balance sheet? How would this amount be
described?

! Certificates of deposit are considered to be cash equivalents.

! The $350 of certificates would be added to Bargain’s Cash balance of $1,700, for
a total balance of $2,050 on the balance sheet.

! This would be described as “Cash and Cash Equivalents.”
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Suggested Homework Problems

E4-16, E4-18, E4-19, E4-20, E4-21

P4-41A, P4-43A, P4-44A

P4-48B, P4-50B, P4-51B

Decision Case 1, Focus on Financials: Yum! Brands

Textbook Example: Bank Reconciliations

(E4-19 p. 245)

LeAnn Bryant’s checkbook lists the following:

The November bank statement shows:

Balance..........................................
Add: Deposits................................
Deduct checks:

Other charges:
NSF Check....................................

622
623
624
625

No.
$19
43
85*
50

Amount
116

(197)

$ 705

Service charges ..............................
$  8
12

Balance.......................................... $ 604
$  (20)

*This is the correct amount for check number 624.

Nov. 1
4
9

13
14
18
26
28
30

Date

622

623
624
625
626
627

Check No. Item

Consolidated Gas Co.

General Tire Co.
Exxon Mobil Oil Co.
Cash
St. Mark’s Church
Bent Tree Apartments

Dividends

Paycheck

Check

$  19

43
58
50
25

275

$116

846

Deposit Balance

686

759
701
651
626
351

802

$1,197

$   705
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Requirement

1. Prepare Bryant’s bank reconciliation at November 30.

! We can mark off amounts that appear on both the bank reconciliation and the
cash records of the company. Whatever is not marked off is a difference between
the two sets of records.

! Looking at the checkbook, we can see the following differences between it and
the bank statement:
• Outstanding checks 626 and 627
• Deposit in transit of $846 (paycheck)
• NSF check of $8
• Service charges of $12
• Error in checkbook showing check 624 for $58 instead of $85

! We can use these differences to prepare the bank reconciliation.

! The deposit in transit of $846 should be adjusted to increase the bank account.

! The outstanding checks of $25 and $275 (total of $300) should be adjusted to
decrease the bank account.

! The NSF check should be adjusted to decrease Bryant’s Cash account.

! The service charges will decrease Bryant’s Cash account.

! The error shows check 624 for $58 instead of $85. The $58 actually recorded is
the wrong number. It is too low.

! Therefore, to fix the error, we must increase the amount of the check.

! Increasing the check amount will cause an additional decrease of $85 – $58 = $27
to Bryant’s Cash account.

! We can now put this data into the formal bank reconciliation.

Adjustments

November 30 Balance
Deposits in Transit
Outstanding Checks
NSF Check
Service Charges
Error
Total

Bryant

$1,197

(8)
(12)
(27)

$1,150

Bank

$   604
846

(300)

$1,150
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! Hunter’s actual cash on November 30 is the same as the adjusted book balance of
$1,150.

Leann Bryant
Bank Reconciliation
November 30, 2008

Bank:
Balance, November 30 .......................
Add: Deposit in transit .......................

Less: Outstanding checks:
  Check No.
   626 .......................................
   627 .......................................
Adjusted bank balance .......................

Books:
Balance, November 30 .......................
Less: NSF check .................................
 Service charges ...............................
 Correction of book error................
Adjusted book balance .......................

$ 604
846

(300)
$1,150

$1,197

(47)
$1,150

$  25
275

$    8
12
27
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CHAPTER 4: CHAPTER OVERVIEW 
 

Internal Control and Cash 
 

 
This chapter begins with a discussion of the purposes and characteristics of an effective system of 
internal control.  The problems of internal control at Amex Products are discussed.  Also, a thorough 
discussion of the Sarbanes-Oxley Act concerning internal control systems is presented.  Various basic 
management concepts and controls are described.  Several limitations of internal control are mentioned. 
  
The bank account is introduced as a control device related to cash.  The discussion of the bank account 
includes illustrations of a check with remittance advice and a bank statement.  The bank reconciliation is 
illustrated, and the various “bank” and “book” reconciling items are described in detail, as are the 
subsequent journal entries.  There is a brief discussion relating to how managers use the bank 
reconciliation.  A mid-chapter summary problem allows students to review the preparation of a bank 
reconciliation and all related journal entries. 
 
Next follows a discussion of managing cash and the various internal controls over both cash receipts and 
cash payments.  The cash section of the chapter concludes with an explanation of how a petty cash fund 
may be used for small cash disbursements.  The chapter then explains how a budget may be used to help 
manage cash and how cash may be reported on the balance sheet. 
  
In the final section of the chapter, the authors discuss ethics and accounting.  Corporate and professional 
codes of ethics are covered.  Several situations are presented whereby students read a brief scenario, 
answer a question, and then read the authors’ suggested answers.  A four-step Decision Guideline covering 
ethical judgments is presented to help assess a potential situation as ethical or unethical.  External controls, 
including reputations and relationships with investors and creditors, must be considered in all ethical 
issues.  A final summary problem covers both the cash budget and the statement of cash flows. 
 
 
LEARNING OBJECTIVES 
 

After studying Chapter 4, your students should be able to: 
 

1. Set up an internal control system. 
 
2. Prepare and use a bank reconciliation. 
 
3. Apply internal controls to cash receipts and payments. 
 
4. Use a budget to manage your cash. 
 
5.       Make ethical business judgments. 
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SUGGESTED PRIORITY OF CHAPTER FOUR TOPICS 
 
 

Category 1 Topics:  MUST COVER 
 
! Internal control system 
! Bank reconciliation and related journal entries 
! Using a budget to manage cash 
! Ethical issues in accounting 
! Sarbanes-Oxley Act 
 
Category 2 Topics:  RECOMMENDED 
 
! Internal controls over cash receipts 
! Internal controls over cash payments 
 
Category 3 Topics:  IF TIME PERMITS 
 
! Petty cash 
! Reporting cash on the balance sheet 
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CHAPTER 4: LECTURE OUTLINE 
 

Internal Control and Cash 
 

 

A system of internal control is an organizational plan designed to safeguard assets, encourage adherence to 
company policies, ensure accurate and reliable accounting records, and promote operational efficiency. 

 
A. The company’s organizational plan and procedures should help the business achieve operational 

efficiency and eliminate waste.  
B.  The business should use methods and procedures that safeguard assets, monitor the authorization of 

transactions, and ensure the reliability of the financial records. 
C.  Congress passed the Foreign Corrupt Practices Act because of a noted increase in illegal payments, 

embezzlements, and other criminal business practices.  The act requires companies under SEC jurisdiction 
to maintain an appropriate system of internal control so that management is alerted to illegalities. 

D.        Exhibit 4-1 illustrates how Amex Products, Inc., reports on its system of internal controls. 
 
 
OBJECTIVE 1:  Set up an internal control system. 
A. Characteristics of an effective system of internal control include: 

1. Competent, reliable, and ethical personnel:  Attract top quality employees, train them well, and 
rotate them when needed. 

2. Assignment of responsibilities:  Each duty is clearly defined and assigned to an individual who is 
given the responsibility of carrying out the task. 

3. Proper authorization:  An organization generally has a written set of procedures.  Tasks that fall 
outside this set of procedures may be performed only if properly authorized. 

 4. Components of Internal Control:  By dividing responsibilities for transactions, a business 
limits the chances for fraud and promotes accuracy of the accounting records.  Components of 
internal control, including the shields of internal control, are illustrated in Exhibit 4-2 and  
Exhibit 4-3. 
a. Control environment 
b. Risk assessment 
c. Control procedures 
d. Monitoring of controls 

  e. Information system 
 5. Internal and external audits:  Internal and external auditors identify weaknesses in internal 

control. 
a. An audit is an examination of the company’s financial statements and the  

   accounting systems, internal controls, and records that produced them.  
b. Internal auditors are employees. 

 c. External auditors are accounting firms hired by a business to objectively examine its 
financial statements and the accounting systems, internal controls, and records that 
produce the statements. 

 6. Pre-numbering of documents and records:  A gap in sequence calls attention to a missing 
document or record. 

 7. Electronic and other controls:  Some examples of these follow. 
a. Encryption transforms data by a mathematical process into a form unreadable except with 

a decryption key.   
b. Firewalls limit access to hardware, software, or data to persons within a network. 
c. Intrusion detection devices are electronic monitors that identify unauthorized entry. 
d. Incident response procedures are designed to apprehend and remove hackers. 
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e. Audits by external specialists can be performed to test e-commerce systems for 
availability, security, and integrity. 

  f.  Electronic sensors on inventory items help reduce theft of merchandise. 
  g. Fidelity bonds insure and protect the company from employee theft. 
  h. Mandatory vacations and job rotation keep employees honest. 
 

B. The resources that management devotes to the system and opportunities for collusion limit the 
effectiveness of an internal control system. 

 1. Collusion between two or more people working together to defraud the firm may go undetected by 
the system of internal control. 

 2. An overly complex system may be inefficient in terms of benefits received for the costs incurred. 
 

C.  The bank account is a control device, because banks have practices for safeguarding cash.  The bank 
account balance and the cash balance on the books must be reconciled each period.  
1. The bank reconciliation explains the differences between the bank statement balance 
 and the general ledger balance of cash.  Common items that cause differences are: 

a. Items recorded by the company but not yet recorded by the bank: 
 (1) Deposits in transit—because these deposits have been recorded by the company 

but not yet by the bank, they are added to the bank’s balance. 
 (2) Outstanding checks—because these checks have been issued by the company but 

not yet paid by the bank, they are deducted from the bank’s balance.  
b. Items recorded by the bank but not yet recorded by the company: 

 (1) Bank collections—when the bank has collected money on behalf of the company, 
the amount collected is added to the book balance. 

 (2) EFT—when the bank has received or paid cash on behalf of the 
 company, the amount is added to or subtracted from the book balance. 
 (3) Service charges—fees charged by the bank for certain services are deducted from 

the book balance; check-printing charges are also deducted. 
(4) Interest revenue—interest earned on checking accounts is added to the book 

balance. 
(5) Nonsufficient funds and other returned checks—NSF (“hot”) checks received 

from customers and checks returned for other reasons (such as an unauthorized 
signature) are deducted from the book balance.   

  c. Errors made by either the company or the bank: 
   (1) The bank may have made an account identification error.  Errors made 
    by the bank are adjustments to the bank balance. 
   (2) The firm may have made a computation error or entered information  
    incorrectly.  Errors made by the company are adjustments to the book  
    balance. 
 
 
OBJECTIVE 2:  Prepare and use a bank reconciliation. 

A.  The bank reconciliation (Exhibit 4-7) is not a formal statement but a working paper of the accountant.  It 
begins with the ending bank balance and the unadjusted book balance.  (The exhibit on page 227 shows the 
cash records of the business that are used for the bank reconciliation.  The unadjusted book balance is also 
the cash balance from the trial balance.)  
1. As listed above, all items that are on the books but not on the bank statement, as well as all items 

on the bank statement but not on the books, must be added and subtracted.  
2. The reconciliation work sheet is complete when the adjusted bank balance equals the adjusted 

book balance. 
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Bank reconciliations are prepared in this format: 
 
Balance per bank $X 
Add:  Deposits in transit X 
 X 
Less:  Outstanding checks (X) 
 
   
 
Adjusted bank balance $X 

Balance per books $X 
Add:  Bank collections/EFT $X 
 Interest revenue X X 
   X 
Less:  Service charges $X 
 EFT X 
 NSF checks X X 
Adjusted book balance  $X 

 
Note:  Errors can affect either the book balance or bank balance and may either be added or deducted.  The 
side that makes the error is adjusted.   

 
B.  Journal entries are required for every adjustment to the book’s balance.  Merely entering adjustments on a 

reconciliation does not change account balances.  The bank will make the entries for the adjustments to the 
bank’s balance. 

 
C.  The amount of cash listed on the balance sheet is the adjusted book balance from the reconciliation. 
 
D.   Managers and owners use the bank reconciliation to help maintain control over cash. 
 
 
OBJECTIVE 3:  Apply internal controls to cash receipts and payments 

A.   Internal control over cash receipts protects cash and ensures correct accounting records.    
 1. Cash receipts should be deposited intact in the bank daily. 
 2. Cash registers provide control for cash received over the counter by maintaining a  
  record of the cash on a tape. 
 3. Cash received in the mail should be opened by a mailroom employee, who forwards remittance 

advices to the accounting department and the cash to the cashier.  
 
B.  Internal controls over cash receipts are detailed in Exhibits 4-9 and 4-10. 
 
C. Internal control over cash payments includes payment by check and control over purchases; the 

purchasing process and related documents are illustrated in Exhibit 4-11. 
 

D. To prevent significant unauthorized expenditures, disbursements should be made only with checks signed 
by an authorized person. 

 
E. The following documents relating to the purchasing process are held together in the payment packet 

(Exhibit 4-12) to await approval and payment by the accounting department. 
1. The purchasing process begins with the purchase request, which is prepared by the 

  sales department. 
2. Next, the purchasing department prepares the purchase order. 
3. The invoice, or bill, sent by the supplier requests payment for the merchandise ordered. 
4. Finally, the receiving report, prepared by the receiving department, lists the  

  merchandise received.  
 
F. Payment of the invoice should be made only after an assigned employee has compared and examined all 

documents to ensure that payment is made only for goods that were ordered and received. 
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G. Establishing a petty cash fund allows control over expenditures too small to pay by check. 
 1. Petty Cash is debited only when starting the fund or changing its amount. 
 2. A petty cash ticket is prepared for each disbursement and placed in the fund.   
 
H. Petty cash is an example of an imprest fund; at any time, the balance of cash on hand plus the petty cash 

tickets held in the fund equals Petty Cash (according to the ledger balance). 
 

 
OBJECTIVE 4:  Use a budget to manage your cash. 

A.  A budget is a financial plan that helps managers coordinate business activities.  A cash budget 
specifically helps plan cash receipts and payments. 

 
B.  The cash budget starts with the beginning-of-the-period cash balance.  These cash receipts and payments 

must be considered. 
1.   Revenue and expense transactions (operating activities) 
2.   Asset acquisition and sale transactions (investing activities) 
3.   Liability and stockholders’ equity transactions (financing activities) 
 

C.  The beginning cash plus expected receipts minus expected payments equal the expected ending cash 
balance. 

 
D.  As illustrated in Exhibit 4-13, if the expected cash balance is less than the budgeted cash balance, then new 

financing is needed; however, if the expected cash balance exceeds the budgeted cash balance, then that 
excess cash is available for additional investments. 

 
E. “Cash and cash equivalents” reported on the balance sheet include cash on deposit, time deposits, and 

certificates of deposit.  Cash equivalents, which are interest bearing, include very liquid assets such as 
certificates of deposits and time deposits.   

 

 

OBJECTIVE 5:  Make ethical business judgments. 

A.  Because ethics play an important role in business actions and decisions, corporations and professional 
groups have codes of conduct that encourage their employees’ (members’) ethical behavior. For example, 
all CPAs must abide by the AICPA Code of Professional Conduct. 

 
B.  Ethical issues in accounting are sometimes easy to resolve (Should I steal cash?), and sometimes they are 

harder to resolve (Should I report my supervisor’s errors?). 
 
C.  These four steps (presented in the Decision Guidelines) form a framework for ethical judgments. 

1. Identify the ethical issues. 
2. Specify the alternatives. 
3. Assess the possible outcomes. 
4. Make the decision. 
 

External controls also are a factor in ethical issues. 
1. Outsiders who interact with the company, including government agencies, investors, and creditors, play an 

important role in business decisions. 
2. Companies must keep their reputations clean by providing as accurate financial data as possible. 
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CHAPTER 4: ASSIGNMENT GRID 
 

Internal Controls and Cash 
 

     (Will have an X if 
available) 

Assignment Topic(s) L.O. Estimated 
Time 

(minutes) 

Level of 
Difficulty 

Excel 
Templates 

General 
Ledger 

Templates 
S4-1 Sarbanes-Oxley Act 1 30–45 Medium   
S4-2 Components of internal 

control 
1 30–45 Medium   

S4-3 Characteristics of an 
effective system of internal 
control 

1 5–10 Medium   

S4-4 Electronic devices and 
internal control 

1 20–30 Medium   

S4-5 Preparing a bank 
reconciliation 

2 5–10 Easy   

S4-6 Recording transactions 
from a bank reconciliation 

2 5–10 Easy   

S4-7 Using a bank reconciliation 
as a control device 

2 10 Medium   

S4-8  Control over cash receipts 3 5 Medium   
S4-9 Internal control over 

payments by check 
3 10 Medium   

S4-10 Using a cash budget 4 10 Medium   
S4-11 Preparing a cash budget 4 10–15 Easy   
S4-12 Making an ethical judgment 5 10 Medium   
E4-13 E-commerce pitfalls 1 20–30 Medium   
E4-14 Identifying internal controls 1 10–15 Easy   
E4-15 Identifying internal controls 

and weaknesses 
1 10–15 Easy   

E 4-16 Explaining the role of 
internal control 

1 20–30 Medium   

E 4-17 Improving internal controls 1,5 30–45 Medium   
E4-18 Classifying bank 

reconciliation items 
2 5–10 Easy   

E4-19 Preparing a bank 
reconciliation 

2 10–20 Easy X  

E4-20 Preparing a bank 
reconciliation 

2 10–20 Easy   

E4-21 Making journal entries from 
a bank reconciliation 

2 10–15 Easy   

E4-22 Evaluating internal control 
over cash receipts 

3 10–15 Easy   

E4-23 Internal control over cash 
payments 

3 10–15 Easy   

E4-24 Preparing a cash budget 4 15–20 Medium X  
E4-25 Resolving an ethical issue 5 15–30 Difficult   
E4-26 Compensating balance 

agreement 
4 10–20 Medium   

E4-27 Internal control over cash 
payments, ethical 
considerations 

3,5 20–30 Difficult   

29366_15_ch4AG_p19-20 20



Chapter 4 | Instructor’s Edition Special Section   Page 20 

E4-28 Preparing and using a cash 
budget 

4 20–30 Difficult X  

PQ4-29 to  
4-40 

Practice quiz All 20–30 Medium   

P4-41A Identifying the 
characteristics of an 
ineffective internal control 
system 

1 15–20 Medium   

P4-42A Identifying internal control 
weaknesses 

1,3 10–20 Difficult   

P4-43A Using the bank 
reconciliation as a control 
device 

2 20–30 Easy X  

P4-44A Preparing a bank 
reconciliation and the 
related journal entries 

2 20–30 Medium X  

P4-45A Identifying internal control 
weaknesses 

3 10–15 Medium   

P4-46A Preparing a cash budget and 
using cash-flow information 

4 30–45 Difficult X  

P4-47A Making an ethical judgment 5 15–30 Medium   
P4-48B Setting up an effective 

internal control system 
1 15–20 Medium   

P4-49B Identifying internal control 
weaknesses 

1,3 10–20 Difficult   

P4-50B Using the bank 
reconciliation as a control 
device 

2 20–30 Easy X  

P4-51B Preparing a bank 
reconciliation and the 
related journal entries 

2 20–30 Medium X  

P4-52B Identifying internal control 
weaknesses 

3 10–15 Medium   

P4-53B Preparing a cash budget and 
using cash-flow information 

4 30–45 Difficult   

P4-54B Making an ethical judgment 5 15–30 Medium   
Decision – 1 Correcting an internal 

control weakness 
1,3 20–30 Difficult   

Decision – 2 Using the bank 
reconciliation to detect a 
theft 

2 15–30 Medium   

Ethical Issue  Kurt Hobbs All 20–30 Medium   
Focus on 
Financials:  
YUM! Brands 

Cash and internal control 1,3 20–30 Medium   

Focus on 
Analysis:   
Pier 1 Imports 

Analytical cash flows 1,5 25–40 Medium   
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CHAPTER 4: AUTHOR’S CHOICE 
 

Internal Controls and Cash 
 
Suggested exercises and problems to enhance: 
 
Learning Objective 1:  Set up an internal control system. 
 
S4-1 to S4-4; E4-14 to E4-16; P4-41A 
 
These exercises entail setting up internal controls and give the student a chance to write 
out thoughts dealing with components of internal control and the Sarbanes-Oxley Act. 
 
Learning Objective 2:  Prepare and use a bank reconciliation. 
 
S4-5 to S4-7; E4-19 to E4-21; P4-43A; P4-44A 
 
These exercises and problems provide various ways to allow the student to grasp an 
understanding of the preparation and use of a completed bank reconciliation. 
 
Learning Objective 3:  Apply internal controls to cash receipts and payments. 
 
S4-8; S4-9; E4-22; E4-27; P4-45A; P4-52B 
 
These exercises and problems allow the student to apply internal controls to both 
receivables and payables in an organization. 
 
Learning Objective 4:  Use a budget to manage your cash. 
 
S4-10; E4-24; E4-26; E4-28; P4-46A; P4-53B 
 
These exercises and problems approach business operations from the standpoint of 
allowing the student to analyze and evaluate partial and fully-completed cash budgets in 
order to make business decisions. 
 
Learning Objective 5:  Make ethical business judgments. 
 
S4-1; S4-4; S4-12; E4-25; E4-47A; E4-54B 
 
These exercises and problems allow the student to conceptualize the importance of ethics 
in accounting and how good ethical business decisions lead to the success of a business. 
 

29366_15_ch4AC_p21



Chapter 4 | Instructor’s Edition Special Section   Page 22 

CHAPTER 4: 10 MINUTE QUIZ 
 

Internal Control and Cash 
 
Name  Date     Section     
 

 
 

Circle the letter of the best response. 
 
1. Which of the following would not be found in a company that has an effective system of internal 

controls? 
A. All checks and receipts are prenumbered and missing numbers are investigated. 
B. Every employee is required to take a regular vacation time each year while another 

employee performs his or her job. 
C. One employee is responsible for actual physical control over the inventory while a 

different employee enters inventory information in the computer. 
 D. The person who signs checks and makes deposits also reconciles the bank statement each 

month. 
 

Table 4-1 
Use the following code letters to indicate where the items described in questions 2–5 would appear on 
the July bank reconciliation for Rankin Company: 
  A. Add to the bank statement balance 
  B. Deduct from the bank statement balance 
  C. Add to the book balance 
  D. Deduct from the book balance 
  E. Does not appear on the bank reconciliation 
 
2. _____ Refer to Table 4-1.  The bank statement included an EFT debit on July 17 for $700 

representing Rankin’s July insurance payment to EverReady Car Insurance. 
 

3. _____ Refer to Table 4-1.  Included on the bank statement was a deduction for $40 for a safe 
deposit box; Rankin does not have a safe deposit box at the bank.   

 
4. _____ Refer to Table 4-1.  The bank reported $38 of interest earned by the account during July. 
 
5. _____ Refer to Table 4-1. A check written to Connally Supplies Company in June for $420 was 

not among the checks returned by the bank in either the June or the July bank statement. 
 
6. While preparing the bank reconciliation for March, the accountant for Oliver & Company 

discovered that a $694 check in payment of an account payable had been entered incorrectly in 
the journal as $649.  Which of the following statements is true? 
A. An adjusting entry must be made to debit Accounts Payable and credit Cash for $35. 
B. An adjusting entry must be made to debit Cash and credit Accounts Payable for $35. 
C. The bank should be notified and the bank balance corrected by adding $35. 
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D. No adjusting entry is needed for this reconciling item because it appears on the bank side 
of the reconciliation. 

 
7. Which of the following statements is true?  

A. Journal entries are required for every adjustment to the books’ balance. 
B. Preparing a bank reconciliation changes the cash balance on the books. 
C. A bank reconciliation has no effect on control over cash. 
D. Two of the above are true. 

 
8. Good internal control over cash receipts would include which of the following? 

A. A cash register receipt is given to every customer; each sale is rung up on the cash 
register. 

B. All incoming mail is opened by the mailroom employee, who prepares a tape of all cash 
receipts received each day. 

C. A fidelity bond covers all employees who handle cash. 
D. All of the above are good internal controls over cash receipts. 

 
9. Which of the following is not an element of internal control over cash payments?  

A. Checks are prenumbered in sequence to account for all payments and disbursements. 
B. The purchasing department is responsible for signing all checks in payment of purchases 

of merchandise. 
C. External auditors examine internal controls over cash payments to determine whether the 

accounting system produces accurate measurements for items related to cash 
disbursements. 

D.   Paid invoices are punched, stamped, or otherwise voided to prevent duplicate payment. 
 

10. Wolford Company’s policy is to begin and end each month with $5,000 cash on hand.  During 
October, management expects to collect $90,600 from customers and $200 in interest revenue on 
investments.  Expected payments are $58,200 for the purchase of inventory and $19,800 for 
operating expenses.  Debt repayment for October will total $8,700.  Dividends paid each month 
total $2,500.  How much cash, if any, will Wolford Company have to borrow in order to maintain 
the required $5,000 cash balance? 
A. $1,600 
B. $3,400 
C. - $0 - 
D. None of the above 

 
 
ANSWER KEY TO CHAPTER 4 QUIZ 
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5. B 
4. C 

2. D 
3. A 

1. D 

10. C 
  9. B 
  8. D 

  6. A  
  7. A 


