ACCT 100 – PROFESSOR FARINA

LECTURE NOTES

Chapter 9: Cash 

Chapter 9: an overview

Chapter 9 has the following primary objectives:

· Learn why cash is an important asset 
· Learn to prepare a bank reconciliation, with necessary journal entries
· Understand how to account for petty cash 
· Learn how to account for change funds in cash registers of retail and service firms.
Cash

Businesses use the word “cash” to mean:

· Money in bank checking accounts. This is where most of the cash transactions take place in small businesses.

· Money in bank savings accounts

· Cash on hand:

· Petty cash: a small amount of cash to pay bills when checks are not 


appropriate.
· Change fund: cash in a cash register or drawer for making change to 


customers for cash sales.

· Investments in money market funds or short-term bank certificates of deposit, 



covered in more advanced courses. 

Cash is a very important asset, as firms must have cash to pay bills.  It is the most liquid of all assets and tends to be one of the easiest assets to steal if adequate controls are not in place.    

Change fund
A change fund is a cash fund that is placed in the cash drawer at the end of each day, so cash is available the next day to make change for customers. It is typically found in retail businesses and some service establishments.  The amount of the change fund stays the same. At the end of the day, the store manager should count the cash in the cash register. The amount of cash counted, less the amount of the change fund, should be compared against the sales per the cash register tape.  Small differences are expected and should be recorded in a temporary account called Cash Short and Over. Large differences should be investigated. 

The Cash Short and Over account is debited for cash shortages and credited for cash overages. If the Cash Short and Over account has a debit balance at the end of the accounting period, the balance is an expense on the income statement. If the balance of Cash Short and Over is credit, it is reported as revenue on the income statement. 

Here is a guided example on how to use the Cash Short and Over account when recording sales.

https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/22580/en-us/23819.mp4
Petty Cash

What we need to know about Petty Cash may be summarized as follows:

· Many businesses use a petty cash fund to pay for small items when preparing a check is not practical.
· The amount of the petty cash fund should be small and controlled by one individual. This individual keeps track of each payment made from petty cash.
· Petty Cash is an asset account. Petty Cash is debited when the fund is established (debit Petty Cash, credit Cash). After that, no further journal entries are made to Petty Cash.
· When the petty cash fund is replenished (brought back up to its original balance) a journal entry is made that debits the expenses paid from the petty cash fund.  
Checking Accounts and the Bank Reconciliation

If your cash balance (also referred to as “balance in books”) exactly matched the bank’s cash balance (“balance on bank statement”), there would be no need to reconcile the checking account.  In business, however, the cash balance in books rarely equals the bank statement balance.  Most of the time, this is due to timing differences between the books and the bank.  For example: you write a check for $100 and mail it to a vendor on March 31. Your bank prepares your bank statement on March 31. Will this $100 check show up on your March 31 bank statement? No. Is this $100 check recorded in your books? Yes. Because of such differences, the only way to know the true balance of cash is to prepare a bank reconciliation. The bank reconciliation should be prepared monthly. 
These types of timing differences are known as reconciling items. A basic understanding of the typical reconciling items will be helpful in learning how to prepare the bank reconciliation. These reconciling items can be separated into two categories: (1) Items we know about, but the bank doesn’t, and (2) Items on the bank statement we did not know about previously. These items are discussed below.
Items we know about, but the bank doesn’t:
· Outstanding checks: checks written but that haven’t been paid (cleared) by our bank

· Deposits in transit: deposits not yet recorded by our bank

· Bank errors: errors in recordkeeping made by our bank

Items on the bank statement we did not know about (before receiving the bank statement):
· Service charges and other fees charged by the bank

· Collections: collections of cash from customers made by the bank on our behalf

· Non-sufficient funds (NSF) checks. NSF checks are checks we deposited from customers that subsequently were not paid by the customer’s bank due to lack of funds.

· Our errors: errors we made in our books.
Preparing the bank reconciliation
The bank reconciliation is a form with two sections. Here is a basic format of the two sections, with XX representing dollars:

First section:

 Balance on bank statement


XXX

Add: deposits in transit and bank errors 
XX






XXXXX

Deduct: outstanding checks and bank errors (XX)
Adjusted Bank Balance


XXX
Second section:

Balance in books



XXX

Add: deposits not recorded, or our errors
XXX






XXXXXX
Deductions: NSF checks from customers (X)
                    Bank service charges            (X)


       Our errors                              (X)
  (XXX)

Adjusted book balance


XXX
The following table summarizes how reconciling items fit in the two bank reconciliation sections.
	Reconciling item
	Recorded under
	Add or deduct
	Journal entry required?

	Deposit in transit: a deposit recorded in books but not on bank statement
	Balance on bank statement
	Add
	No

	A bank error that decreased the balance in our checking account
	Balance on bank statement
	Add
	No

	Outstanding checks: checks recorded in the books but have not been paid by our bank
	Balance on bank statement
	Deduct
	No

	A bank error that increased the balance in our checking account
	Balance on bank statement
	Deduct
	No

	Payments from customers to our bank directly, not on our books
	Balance in books
	Add
	Yes

	Our errors that decreased the balance in our checking account
	Balance in books
	Add
	Yes

	“Nonsufficient funds” (NSF) checks from customers
	Balance in books
	Deduct
	Yes

	Bank fees or charges
	Balance in books
	Deduct
	Yes

	Our errors that increased the balance in our checking account
	Balance in books
	Deduct
	Yes

	Online payments to vendors not recorded in the books
	Balance in books
	Deduct
	Yes


The following exercise will give you practice analyzing reconciling items.

	Exercise

At Livermore Delivery and Courier Service the following items were found to cause a difference between the bank statement and the firm's records.


	1.
	A deposit in transit.

	2.
	A debit memorandum for a dishonored check.

	3.
	A credit memorandum for a promissory note that the bank collected for Livermore.

	4.
	An error found in Thompson's records, which involves the amount of a check. The firm's checkbook and general journal indicate $808 as the amount, but the canceled check itself and the listing on the bank statement show that $880 was the actual sum.

	5.
	An outstanding check.

	6.
	A bank service charge.

	7.
	A check was issued by another firm that was charged to Livermore's account by mistake.


	Required: Indicate whether each item will affect the bank balance or the book balance when the bank reconciliation statement is prepared. Also indicate which items will require an accounting entry after the bank reconciliation is completed. Use the following form.  The first one is done as an example. 


Bank or book balance?
Add or deduct? 
Journal entry required?
1.
Bank



Add


No
2.

Etc.

The solution is on the next to last page of these notes.

Once we are familiar with the reconciling items, it is time to prepare the bank reconciliation and related journal entries. Once the bank reconciliation is complete and balances, we need to adjust our books for those entries under the “Book balance” area. Increases to cash will require that the cash account be debited.  Decreases in cash will require that the cash account be credited.  The offsetting entry will depend on the nature of the adjustment.  
Here are two guided examples illustrating the preparation of the bank reconciliation and related journal entries. The first example shows how to prepare the adjusted bank balance section:
https://ezt-media.prod.mheducation.com/MHHE/EZT/Video/21439/en-us/23586.mp4



This second example shows how to prepare the entire bank reconciliation and related journal entries:
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=8gMpJulyVF5khyozHyXP1N
Additionally, the next to last page of these notes contain an example of preparing a bank reconciliation and related journal entries. The solution to this example is on the last page.
Internal Controls for Cash 
Internal controls are procedures that must take place within a business to help safeguard assets against theft and misappropriations or misuse.  These procedures should address an overall plan to safeguard all assets, including cash.  It should also address specific items including, but not limited to, who handles cash; who records cash receipts and payments; who can sign checks; who should have access to online accounts; and who should reconcile the accounting records to the bank statement. 

Here are some important internal controls over cash. 
· All large cash payments should be made with checks 

· All cash received should be deposited daily
· Personal checks received from customers should be endorsed and deposited daily 

· Signature cards should be maintained and updated annually 

· Require more than one signature on checks 

· Preprinted deposit slips should be used 

· Checks should be pre-numbered, and all checks should be accounted for 

· Checks should be placed in a locked cabinet with limited access 

· Bank reconciliations should be prepared monthly; the person who prepares the bank reconciliation should not handle or deposit cash receipts nor write or sign checks
· Require employees working with cash to take mandatory annual vacations
· Companies using online banking should allow only authorized check signors access to the company’s online account

· User identification and passwords to online accounts should be changed frequently
.

Solution to Exercise 
Bank or book balance?
Add or deduct? 
Journal entry required?
1. Bank


Add


No
2. Book


Deduct


Yes

3. Book


Add


Yes

4. Book


Deduct


Yes

5. Bank


Deduct


No

6. Book


Deduct


Yes

7. Bank


Add


No
Example of a bank reconciliation
Chan Corporation received a bank statement showing a balance of $14,950 as of October 31, 20X1. The firm’s records showed a book balance of $14,367 on October 31. The difference between the two balances was caused by the following items.
1. A deposit in transit on October 31 for $862

2. Check numbers 7107 for $129, 7098 for $60, and 7107 for $1,610 were outstanding.
3. An electronic funds transfer of $100 was received from Kate’s Kitchens as payment on account on October 31 but was not recorded.

4. A debit memorandum for an NSF check from James Dear for $429.

5. A bank service charge for $25.

Required: prepare the October 31 bank reconciliation. After the reconciliation is completed, prepare the required journal entries. Omit explanations.
The solution is on the next page.

	
	
	Chan Corporation
	
	
	

	
	
	Bank Reconciliation Statement
	
	
	

	
	
	October 31, 20X1
	
	
	

	
	
	
	
	
	
	
	
	

	Balance on bank statement
	
	
	
	         14,950 
	
	
	

	Additions: deposit in transit of October 31
	
	
	
	               862 
	
	
	

	
	
	
	
	
	         15,812 
	
	
	

	Deductions for outstanding checks:
	
	
	
	
	
	
	

	
	Check 7017
	
	
	            129 
	
	
	
	

	
	Check 7098
	
	
	               60 
	
	
	
	

	
	Check 7107
	
	
	         1,610 
	
	
	
	

	
	Total outstanding checks
	
	
	
	           1,799 
	
	
	

	Adjusted bank balance
	
	
	
	         14,013 


	
	
	

	
	
	
	
	
	
	
	
	

	Balance in books
	
	
	
	         14,367 
	
	
	

	Additions:
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	ETF from Daphne's Kitchens, October 31
	
	
	
	               100 
	*
	
	

	
	
	
	
	
	         14,467 
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	Should

	Deductions:
	
	
	
	
	
	
	equal

	
	NSF check from James Dear
	
	*
	            429 
	
	
	
	

	
	Bank service charge
	
	*
	               25 
	               454 
	
	
	

	Adjusted book balance
	
	
	
	         14,013 
	
	
	

	
	
	
	
	
	
	
	
	

	* This item requires a journal entry.
	
	
	
	
	
	
	

	 
	 
	POST.
	 
	 
	
	
	
	

	DATE
	DESCRIPTION
	REF
	DEBIT
	CREDIT
	
	
	
	

	20X1
	 
	 
	 
	 
	
	
	
	

	Oct. 31
	Cash
	 
	100
	 
	
	
	
	

	 
	    Accounts Receivable/Kate’s Kitchens     
	 
	 
	100
	
	
	
	

	31
	Accounts Receivable/James Dear
	 
	429
	 
	
	
	
	

	 
	       Cash
	 
	 
	429
	
	
	
	

	31
	Miscellaneous Expense
	 
	25
	 
	
	
	
	

	 
	       Cash
	 
	 
	25
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