CHAPTER- 2
AUDIT OF CASH AND MARKETABLE SECURITIES
Sources and nature of cash:
Cash normally includes checking accounts; cash on hand, petty cash fund and less frequently, savings account.  Cash sales, collections of receivables, and investment of additional capital typically increase the account; business expenditures decrease it.
Audit objectives for cash:
The auditors’ objectives in the examination of cash are to determine that:
1. Internal control over cash transactions is adequate.
2. The recorded cash is valid (existence and rights)
3. All cash accounts are recorded (completeness)
4. Cash schedules are mathematically correct and agree with general ledger account(clerical accuracy)
5. The presentation and disclosure of cash, including restricted funds (such as compensating balances and bond sinking funds) is adequate.
Internal control over cash transactions:
Audit procedures for cash
The following audit procedures indicate the general pattern of work performed by the auditors in the verification of cash.  Selection of the most appropriate procedures for a particular audit will be guided, of course by the nature of the internal control in force and by other circumstances of the engagement.
A) Consider internal control for cash
1. Obtain an understanding of internal control for cash
2. Assess control risk and design additional tests of controls for cash
3. Perform tests controls
a) Prove footings of cash journal and trace postings to ledger accounts
b) Compare the detail of a sample of cash receipts listings to the cash receipts journals, accounts receivable postings, and authenticated deposit slips.
c) Compare the detail of a sample of recorded disbursements in cash payments journal, accounts payable postings, purchase orders, receiving reports, invoices, and paid cheques.	
4. Reassess control risk and design substantive tests.
B) Perform substantive tests of cash transactions and balances:
1. Obtain analysis of cash balances and reconcile to general ledger
2. Send confirmation letter to banks to verify amounts on deposits
3. Obtain or prepare reconciliations of bank accounts as of the balance sheet date 
4. Obtain a cutoff bank statement containing transactions of at least 7 business days subsequent to b/s. 
5. Count and list cash on hand
6. Verify the client’s cutoff the cash transactions
7. Trace all bank transfers for the last week of audit year and first week of following year
8. Investigate any checks representing large or unusual payments to related parties
9. Determine proper financial statement presentation and disclosure.
Cash is the only account included in every cycle except inventory and warehousing. Cash is important because of its susceptibility to theft, and cash can also be significantly misstated.
In the audit of cash, auditors must distinguish between verifying the client’s reconciliation of the balance on the bank statement to the balance in the general ledger, and verifying whether recorded cash in the general ledger correctly reflects all cash transactions that took place during the year. It is relatively easy to verify the client’s reconciliation of the balance in the bank account to the general ledger, but a significant part of the total audit of a company involves verifying whether cash transactions are correctly recorded. For example, each of the following misstatements ultimately results in the improper payment of or the failure to receive cash, but none will normally be discovered as a part of the audit of the bank reconciliation:
• Failure to bill a customer
• An embezzlement of cash by intercepting cash receipts from customers before they are recorded, with the account charged off as a bad debt
• Duplicate payment of a vendor’s invoice
• Improper payments of officers’ personal expenditures
• Payment for raw materials that were not received
• Payment to an employee for more hours than he or she worked
• Payment of interest to a related party for an amount in excess of the going rate
If these misstatements are to be uncovered in the audit, their discovery must occur through tests of controls and substantive tests of transactions, which we discussed in preceding chapter. The first two misstatements can be discovered as part of the audit of the sales and collection cycle, the next three in the audit of the acquisition and payment cycle, and the last two in the tests of the payroll and personnel cycle and the capital acquisition and repayment cycle, respectively (arens p.733 needed)


[image: ]
Audit of the General Cash Account
 In testing the year-end balance in the general cash account, the auditor must accumulate sufficient appropriate evidence to evaluate whether cash, as stated on the balance sheet, is fairly stated and properly disclosed in accordance with five balance-related audit objectives used for all tests of details of balances (existence, completeness, accuracy, cutoff, and detail tie-in).
PHASE I
· Identify Client Business Risks Affecting Cash
Most companies are unlikely to have significant client business risks affecting cash balances. However, client business risk may arise from inappropriate cash management policies or handling of funds held in trust for others.
Client business risk is more likely to arise from cash equivalents and other types of investments. Several financial services firms have suffered large trading losses from the activities of individual traders that were hidden by misstating investment and cash balances. The auditor should understand the risks from the client’s investment policies and strategies, as well as management controls that mitigate these risks.
· Set Tolerable Misstatement and Assess Inherent Risk
The cash balance is not material on many audits, but cash transactions affecting the balance are almost always extremely material. Therefore, the potential often exists for material misstatement of cash.
Because cash is more susceptible to theft than other assets, there is high inherent risk for the existence, completeness, and accuracy objectives. These objectives are usually the focus in auditing cash balances.
· Assess Control Risk
Internal controls over year-end cash balances in the general account can be divided into two categories:
1. Controls over the transaction cycles affecting the recording of cash receipts and disbursements
2. Independent bank reconciliations
in the acquisition and payment cycle, major controls include adequate segregation of duties between the check signing and accounts payable functions, signing of checks only by a properly authorized person, use of pre-numbered checks printed on special paper, careful review of supporting documentation by the check signer before checks are signed, and adequate internal verification. Similar controls apply to electronic payments. If controls affecting cash-related transactions are operating effectively, control risk is reduced as are the audit tests for the year-end bank reconciliation.
A monthly bank reconciliation of the general bank account on a timely basis by someone independent of the handling or recording of cash receipts and disbursements is an essential control over the ending cash balance. The reconciliation ensures that the accounting records reflect the same cash balance as the actual amount of cash in the bank after considering reconciling items. More important, the independent reconciliation provides an opportunity for an internal verification of cash receipts and disbursements transactions.
Careful bank reconciliation by competent client personnel includes the following actions:
• Compare cancelled checks or electronic bank records of payment with the cash disbursements records for date, payee, and amount
• Examine cancelled checks or electronic bank records of payment for signature, endorsement, and cancellation
• Compare deposits in the bank with recorded cash receipts for date, customer, and amount
Account for the numerical sequence of checks, and investigate missing ones
• Reconcile all items causing a difference between the book and bank balance and verify their appropriateness for the client’s business
• Reconcile total debits on the bank statement with the totals in the cash disbursements records
• Reconcile total credits on the bank statement with the totals in the cash receipts records
PHASE II Design and Perform Tests of Controls and Substantive Tests of Transactions ( arens page 461)
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PHASE III
· Design and Perform Analytical Procedures
Auditors commonly compare the ending balance on the bank reconciliation, deposits in transit, outstanding checks, and other reconciling items with the prior-year reconciliation. Similarly, auditors normally compare the ending balance in cash with previous months’ balances. These analytical procedures may uncover misstatements in cash.
· Design Tests of Details of Cash Balance
The starting point for the verification of the balance in the general bank account is to obtain bank reconciliation from the client for inclusion in the auditor’s documentation.
To audit cash in the bank, the auditor verifies whether the bank reconciliation received from the client is correct. The balance-related audit objectives and common tests of details of balances in the audit of the cash account are shown in Table 23-1 (p. 739). The most important objectives are existence, completeness, and accuracy. Therefore, they receive the greatest attention. In addition to these balance-related objectives, the auditor also performs tests related to the four presentation and disclosure objectives, such as review of minutes and loan agreements to determine if there are restrictions on cash that must be disclosed.
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The following three cash audit procedures merit additional discussion because of their importance and complexity: receipt of a bank confirmation, receipt of a cutoff bank statement, and tests of the bank reconciliation.
· Receipt of a Bank Confirmation
If the bank does not respond to a confirmation request, the auditor should send a second request or ask the client to communicate with the bank to ask them to complete and return the confirmation to the auditor. As a convenience to auditors as well as to bankers who are requested to fill out bank confirmations, the AICPA has approved the use of a standard bank confirmation form.
· Receipt of a Cutoff Bank Statement
A cutoff bank statement is a partial-period bank statement and the related copies of cancelled checks, duplicate deposit slips, and other documents included in bank statements, mailed by the bank directly to the CPA firm’s office. The purpose of the cutoff bank statement is to verify the reconciling items on the client’s year-end bank reconciliation with evidence that is not accessible to the client. To fulfill this purpose, the auditor requests the client to have the bank send the statement for 7 to 10 days subsequent to the balance sheet date directly to the auditor.
Many auditors verify the subsequent period bank statement if a cutoff statement is not received directly from the bank. The purpose is to test whether the client’s employees have omitted, added, or altered any of the documents accompanying the statement.
Obviously, this tests for intentional misstatements. The auditor performs the following verification in the month subsequent to the balance sheet date:
• Foot the lists of all cancelled checks, debit memos, deposits, and credit memos
• Verify that the bank statement balances when the footed totals are used
• Review the items included in the footings to make sure that they were cancelled by the bank in the proper period and do not include any erasures or alterations
· Tests of the Bank Reconciliation
A Well-prepared independent bank reconciliation is an essential internal control over cash. Auditors test the bank reconciliation to determine whether client personnel have carefully prepared the bank reconciliation and to verify whether the client’s recorded bank balance is the same amount as the actual cash in the bank except for deposits in transit, outstanding checks, and other reconciling items.
In verifying the reconciliation, the auditor uses information in the cutoff bank statement to verify the appropriateness of reconciling items. The auditor’s verification of the reconciliation involves several procedures:
• Verify that the client’s bank reconciliation is mathematically accurate.
• Trace the balance on the bank confirmation and/or the beginning balance on the cutoff statement to the balance per bank on the bank reconciliation to ensure they are the same.
• Trace checks written and recorded before year-end and included with the cutoff bank statement to the list of outstanding checks on the bank reconciliation and to the cash disbursements journal in the period or periods prior to the balance sheet date. All checks that cleared the bank after the balance sheet date and were included in the cash disbursements journal should also be included on the outstanding check list.
	MARKETABLE SECURITIES:
The most important group of investments, from the viewpoint of the auditors, consists of stock and bonds because they are found more frequently and usually are of greater dollar value than other kinds of investment holdings.  Bank certificates of deposit, commercial paper issued by corporations and the cash surrender value of life insurance policies are other types of investments often encountered.  Investment of temporarily idle cash in selected types of marketable securities is an element of good financial management.  Such holding are regarded as a secondary cash reserve, capable of quick conversion to cash at any time, although producing low rate of return.
The auditors’ objectives in examination of marketable securities:
The auditors’ objectives in the examination of marketable securities are to determine that:
1. Internal control over marketable securities is adequate
2. Marketable securities are valid in that they exist and are the property of the client (existence and rights)
3. All marketable  securities  are recorded (completeness)
4. Valuation of marketable securities is in accordance with the lower of cost or market method of accounting (valuations)
5. Marketable security records and schedule are mathematically correct and agree with general ledger accounts (clerical accuracy)
6. The presentation and disclosure of marketable securities, including current/noncurrent classification and necessary disclosures, is adequate.
Internal control of marketable securities:
The major elements of adequate internal control over marketable securities include the following:
1. Separation of duties between the executive authorizing purchases and sales of securities, the custodian of the securities, and the person maintaining the record of investments.
2. Complete detailed records of all securities owned and the related revenue from interest and dividends.
3. Registration of securities in the name of the company
4. Periodic physical inspection of securities by an internal auditor or an official having no responsibility for the authorization, custody, or record keeping of investments.
Audit procedures for securities:
Listed below are procedures typically performed by auditors to achieve the objectives described earlier:
A) Consider internal control for securities:
1. Obtain an understanding of internal control for securities
2. Assess control risk and design additional tests of controls for securities
3. Perform additional tests of controls for those controls the auditors plan to rely upon to restrict their assessment of control risk, and reduce the extent of substantive testing such as:
a) trace transactions for purchases and sales of securities through the system
b) Review reports by internal auditors on their periodic inspection of securities
c) Review monthly reports by officers of the client’s company on securities owned, purchases and sold, and revenue earned
4. Reassess control risk and design substantive tests for securities
B) SUBSTANTIVE TEST
1. Obtain or prepare analyses of the securities investment account and related revenue accounts and reconcile top the general ledger
2. Inspect securities on hand and compare serial numbers with those shown on previous examinations
3. Obtain confirmation of securities held by others.
4. Vouch purchases and sales of securities during the year
5. Determine market value of securities at date of balance sheet
6. perform analytical procedures
7. Make independent computations of revenue from securities
8. Verify the client’s cutoff of securities transactions
9. Evaluate the method of accounting for securities
10. Evaluate financial statement presentation and disclosure of securities.









13

image1.png
W Relationships of Cash in the Bank and Transaction Cycles

Capital Acquisition and Repayment Cycle' Acquisition and Payment Cycle
oy Captalstodcommon Dividends payable ‘Accounts payable
0
Redemption | Issue of Payment Payment
ofstock | stock of
diidends
Paid-in capital

of par—common
&) Redemption

ssue of
of stock

stock

(1) Decrease cash

lesand Colection Cyce Payolland Persomnel yde
Accrued wags,
o salres, o,
Gros sl inbank
ane_\ sgom Foyment
= o\ e[ |
dscounes
Accounts receiable

taken

v

Cash
receipts 4~

3]
\ Withheld income taxes
= “\\ o

Payment

Accrued payroll

tax expense

Payment





image2.png
Transaction-Related Audit Objectives, Key Existing Controls, Tests of Controls, Deficiencies,
and Substantive Tests of Transactions for Cash Receipts— Hillsburg Hardware Co.

Transaction-

Related Substanive Tests

Audit Objectives Key Existing Controls* Test of Controlst Deficiencies’ _ of Transactions!

Recorded cash Accountant independently Observe whether Review cash receipts
receiptsare for recondles bank account accountant journaland mster e
funds actually . recondies bank for unusual transactons
received by the account (3). and amauns (1)
company Batch ttals of cash Examine file of batch Trce cash recepts entries
(occurence) recepts are compared totals forinitls from the cash recepts

with computer surmary of date control journal enties to e
reports (C4) derk (&), bank statement (19).
Prepare a proof of cash

receipts (18).

Cash received is Preisting of cash receipts Obsenv prelsting of  Prelisting of cash _ Obtai prelsing of cash
recorded in the s prepared (C2). cash recepts (4) snotusedto  recepts andtrace amounts
cash eceipts Chedks ae retrictively Obsenve endorsement  verfy recorded tothe cash receipts
joumal endorsed (C3). of incoming cashreceipts joumal tesing for names,
(completeness). cheds 5) o). amouns, and dates (15).

Batch ttals of cash recepts  Examine file of batch Compare the prelisting with
are compared with computer  totalsfr nitas of the duplicte deposit
summar reports (CA). data control etk (). slp (16).

Statements are sentto cus- Observe whether monthiy
tomers each month (C5). sttements re sent (6).

Cash receipts Accountent independently Observe whether Obtin preliting of cash
are deposited and recondles bank account accountant reconcies receipts and trace
recorded at the . bank account 3) amouns to the cash
amouns received Batch ttals of cash recepts  Examine file of atch receiptsjouml, testing
(eccuray). are compared with computer  totlsfr nitas of for names, amourts,

summary reports (CA). data contrl lrk 8). and dates (15)

Statements are sentto cus- Observe whether monthiy Prepare proof o cash
tomers each month (C5). sttements re sent (6). receipts (18).

Cash receipts are Statements are sent to Observe whether Trece selected entres from
conecty included in customers each morth ‘monthlystatements the cash receipts joumal
the accounts ). are sen (6. tothe accountsreceivable
receivable masterfle  Computer automaticaly Examine evidence that master fle and test for
and are comectly posts transactons to accounts receivable dates and amouns (20).
summarized (posting  the accounts receiable maser fle is Trece selected aredis from
and summarizaion). master fle and recondied to the accouns receivable

general ledger (C8). genera ledger (7). master fileto the cash

Accounts receivable Examine evidence that receiptsjouml and test
‘master fle i reconcied accounts receivable for dates and amounts (21).
tothe generalledger on master fle is Use audit software to foot
2 monthiy basis (C9) recondied to and ross foot the soes

genera ledger (7). journaland trce ttals
tothe generl ledger (2)

Cash receipts transactions  Cash receipts ransactons Examine evidence of Examine prelsingfor
are cortecly cassfied  areintenallyverifed interna verifiaton proper account
(dessifcaton). ). (1) dassifiation (17).

Cash receipts are Procedures require Observe unrecorded cash Compare date of depositper
recorded on the recording of cash on ata point n time (). bank statement to the
coedt dates a daly basis (C7) datesinthe cash eceipts
(Giming). journaland prelsing of

cash receipts (16).

Cortros (0 and Deficencie (0)ar rom contol mati for cash receipts in Figure 12-5.
e number i parentheses fter each est ofcontrol end substantive tes of tansaction refrs to an audi procedure n the performance format audit program in
e 166 (0. 462).




image3.png
the Bank

Balance-Related Audit Objectives and Tests of Details of Balances for General Cash in

‘Common Tests of Details
of Balances Procedures.

Comments

Cashin the bank as stated on the
recondiiation foots correctly and
agrees with the general ledger
(detail iein).

Foot the outstanding check and electronic
payment ist and deposits n transit.

Prove the bank reconciation a5 to
additons and subtractons, incuding
al reconciing tems.

Trace the book balance on the
reconciation to the general ledger.

These tests are done entirly on the bank
reconcilation, with no reference to
documents or other records except the
general ledger

Cashiin the bank as tated on the
econdiision exss (exstence).
Exsting cash i the bank i recorded
(complteness).

Cashin the bank as stated on
the reconcltion i accurate
(acaurac).

(See extended discussion for each of these,)
Receipt and tests of a bank confirmaion.
Receipt and tests of a ctoff bank statement.
Tests o the bank recondiiation.

Extended tess of the bank reconcilaton.
Proof of cash,

Testsfor kiting

These are the three most important objectives
for cash n the bank.The procedures are
combined because of their lose nter-
dependence. The las three procedures
should be done only when there are
intemal control deficiencies.

Cash receipts and cash disbursements
transactions are recorded i the
proper period (cutof).

Cash receipts:

Count the cash on hand onthe st day
ofthe year and subsequently trace to
depositsn transit and the cash receipts
journal.Trace deposisin transit o
subsequent perod bank statement
(cutoffbank statement)

Cash disbursemens:

Record the las check number used on the
Tastday of theyear and subsequently
trace to the outstanding checks and the
cash disbursements jourl,

Trace outstanding checks to subsequent
period bank statement.

When cash receipts received after year-end
are included in the journal, a beter cash
position than actualy exists is shown. It is
called holding open’ the cash receipts
journal. Holding open the cash disburse-
ments journal reduces accounts payable
and usually overstate the current ratio.

The firstprocedure fsted forreceipts and
disbursements cutofftess requires the
auditor’s presence on the client’s premises
atthe end of the last day ofthe year





