
Chapter 14 Audit of Cash and Bank Balances

	LEARNING OBJECTIVES

1.
Understand the internal controls over custody of cash.
2.
Design and perform audit tests of cash and bank balances.

3.
Recognize the possible fraud and errors of cash and bank balances.

4.
Recognize the extended audit procedures of the general cash account to test further for material fraud.
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1.
Importance and Assertions for the Audit of Cash and Bank Balances
1.1
Importance of the audit of cash and bank balances
(Pilot, Jun 13)

1.1.1
The audit of cash is considered an important part of an audit mainly due to two reasons:

(a)
Almost all business transactions will be ultimately settled through the cash accounts, the audit of cash accounts also assists in the verification of other asset and liability accounts as well as revenue and expenses.
(b)
Cash is the highly liquid asset in a company and it is an area of high inherent risk since there is a relatively high risk of misappropriation.
1.2
Assertions for auditing cash and bank balances
(Pilot)
1.2.1
The assertions for auditing cash and bank balances are as follows:
	Assertions
	Descriptions

	1.
Existence
	· To ensure that the cash is actually in existence and belong to the company at a given date or at the year-end date.

	2.
Completeness
	· To ensure that there is no unrecorded cash.

	3.
Accuracy
	· To ensure cash at bank stated on the reconciliation is accurate.

	4.
Cut-off
	· To ensure that amounts are correctly recorded in the proper period.

	5.
Presentation and disclosure
	· To ensure that the cash balance and related statement of comprehensive income entries are correctly disclosed in the financial statements in accordance with legislation and accounting standards.

	6.
Detail tie-in
	· Cash in the bank as stated on the reconciliation foots correctly and agrees with the general ledger.


2.
Internal Controls for Cash and Bank Balances
2.1
Inherent risks
2.1.1
Unless the client’s business is a retail business which involves significant amount of cash balances daily, the cash balance is usually immaterial in most audit.

2.1.2
From a good internal control point of view, an imprest petty cash fund is usually maintained. It is operated by established a fixed amount of petty cash fund transferred from the business’s general cash in bank account.
2.1.3
Cash is more susceptible to theft; therefore, there is high inherent risk for the existence, completeness, and accuracy objectives.

2.1.4
Internal control objectives for cash:

	Control objectives
	Description

	Existence
	(i)
Division of duties among custody, recording, authorization and replenishing petty cash fund.

(ii)
Imprest petty cash fund system in existence to control petty cash. (accuracy, existence and completeness)

(iii)
All disbursements should be authorized and claims be on approved forms (occurrence).

(iv)
Independent cash counts on a regular and surprise basis.

	Completeness
	(i)
Prenumbered petty cash vouchers should be used for withdrawing cash from the fund and a limit should be placed on the size of reimbursements.


2.1.5
Control activities for cheque receipts:
(Jun 14)

(a)
Segregation of duties in the handling of cheque receipts and recording.

(b)
Immediate preparation of incoming cheque listing and endorsement of incoming cheques.

(c)
Timely deposit of cheques, preferably on a daily basis.

(d)
Cash receipt journal vouchers prepared from cheque listing an pay-in slips and approved by senior accounting staff before input into cash book.

(e)
Periodic bank reconciliations prepared by an independent accounting staff members.

(f)
Independent review of bank reconciliation.
3.
Substantive Procedures
3.1
Analytical procedures

3.1.1
Since cash does not have a predictable relationship with other financial statement accounts because of its residual nature, therefore, the auditor’s use of analytical procedures for auditing cash balances is limited to:

(a)
Compare with prior years’ cash balances and to budgeted amount.

(b)
Identify receipts of the next accounting period and investigate the long outstanding cheques, determine whether they should be reflected in the balances at year end period.
3.2
Substantive procedures of cash receipts and payments transactions

3.2.1
The substantive procedures:

	Audit Objectives
	Substantive Procedures

	1.
Occurrence / Existence
	· Select samples of cash receipts from cash book and trace to remittance advices, pay-in slips, and bank statement.

· Select samples of cash payments from cash book and trace to payment vouchers (with supporting documents) and bank statements.

· Scan through the entries and trace all the unusual items, like contra items, stopped payment items and cancelled cheques, to support documents and authorization.

	2.
Completeness
	· Trace a sample of remittance advices and pay-in slip to cash receipt journal.
· Trace a sample of payment vouchers (with supporting documents) to cash book.

	3.
Accuracy
	· Agree the total of cash receipts and payments to general ledger.

	4.
Valuation
	· Compare a sample of remittance advices with amount in cash receipts recorded in the cash book.

· Compare a sample of (cancelled) cheques with amounts in cash recorded in the cash book.

	5.
Cut-off
	· Compare the dates for recording a sample of cash transactions with the dates of cash deposited in bank or cheques sent.

	6.
Classification
	· Examine a sample of cash receipts and payments transactions for proper classification.


3.3
Test of details of cash balances
3.3.1
The substantive procedures for test of details of cash balances
	Audit Objectives
	Substantive Procedures

	1.
Occurrence, completeness and valuation
	· Agree balance on bank confirmation with bank reconciliation and cash book.

· Trade deposits in transits, outstanding cheques and other reconciling items to cut-off bank statements.

	2.
Accuracy
	· Check calculation of bank reconciliation and agree with book balance on cash book and general ledger.

	3.
Cut-off
	· For cash receipts, observe cash count for the last day of the year end and trace deposits to cash receipts journal and cut-off banks statement.

· For cash disbursement, record the last cheque issued at the year end date and trace to cash payments in the cash book; and trace outstanding cheques on bank reconciliation and investigate any cheque clearing after a long delay.

	4.
Classification, presentation and disclosure
	· Review board of directors’ minutes, bank letter, loan agreement or other documents for any restrictions on cash.

· Ensure bank loans and overdrafts are not offset against positive bank balances in the financial statements.


4.
Bank Reconciliation
4.1
Audit procedure of testing bank reconciliation
(Pilot, Jun 10, Jun 13, Jun 14)
(a)
Test the mathematical accuracy of the bank reconciliation and agree the balance in the cash book.
(b)
Agree the bank balance on the bank reconciliation with the balance on bank confirmation.

(c)
Trace the deposits in transit on the bank reconciliation to the cut-off bank statement covering a week after the date on which the bank account is reconciled.

(d)
Agree any charges included on the bank statement to the bank reconciliation.

(e)
Agree the adjusted book balance on the cash account lead schedule.

(f)
Trace bank transfers for last week of financial year under review and first week of the following year for proper cut-off.

(g)
Identify irregular items and obtain necessary explanation.

5.
Bank Confirmation

5.1
Importance of bank confirmation


(Pilot)
5.1.1
The sending of bank confirmation is important to auditing of cash for the following reasons:

(a)
Direct confirmation of bank balances gives the auditor independent, third-party evidence.

(b)
The bank letter may reveal details of security, borrowings and contingent liabilities which need to be disclosed in the financial statements.

(c)
Information obtained from bank confirmation requests assists the auditor in discharging his responsibilities to obtain sufficient appropriate audit evidence by providing external evidence in relation to such matters as the existence, completeness and valuation of assets and liabilities.

(d)
The auditor may need to carry out additional tests on matters after reviewing the replies from banks.

5.2
Sending bank confirmation
5.2.1
When the auditor determines to send bank confirmation, the following matters should be considered:

(a)
The format of the letter is usually standard and agreed between the banking and auditing professions (HKSA 505 (Clarified) External Confirmations, Appendix 2: Standard Bank Confirmation Request Form).

(b)
Ensure that all banks that the client deals with are circularized.

(c)
The entity is to complete and sign the authorization on the bank confirmation request, requesting its completion by the bank and then directly return to the auditor.

(d)
The balance for each bank account should be agreed to the following items:

(i)
bank reconciliation

(ii)
interest charges to interest expense account in the general ledger

(iii)
details of loans to the disclosure in the statement of financial position to ensure it is correctly classified into the current and non-current elements

(e)
If the bank does not respond to a confirmation request, the auditor should send a second request or ask the client to remind the bank on this matter.
	Question 1

You have worked on the audit for Company A for a few years and this year you are in charge of the audit. A newly recruited accounting graduate who has no practical experience is assigned as your assistant. You have already conducted tests of controls for the transaction cycles and control risks are assessed as relatively low for these cycles. You decide the first task to set for your assistant is the verification of cash at bank and in hand. A lead schedule stating all the bank balances and cash in hand balance of the current and last years, bank statements and bank reconciliation statements are provided by the client.
Required:

(a)
The balance of cash account is relatively small compared to the balances of other assets. Why is the audit of cash an important part of the audit?
(4 marks)
(b)
(i)
List the audit objectives and related management assertions for cash at bank and in hand.
(4 marks)
(ii)
List the audit procedures that should be performed on the bank reconciliation statements. The items which appeared in the bank reconciliation statements are mainly unpresented cheques and deposits in transit.
(7 marks)
(c)
To confirm the amount of the bank balances, (1) bank statements are a reliable source of audit evidence and (2) no more further audit procedure is required.
Evaluate this statement by considering the circumstances under which evidence gathered is in general considered to be reliable in accordance with HKSA 500 Audit Evidence.
(5 marks)


(HKIAAT PBE Paper III Auditing and Information Systems Pilot Q3)


6.
Fraud-Related Audit Procedures
6.1
When the auditor assesses the client’s control over cash is weak and suspects that some type of fraud or defalcation involving cash has occurred, the following audit procedures are typically used to detect fraudulent activities in the cash accounts:

(a)
Proof of cash

(b)
Testing for kiting (補空)
(c)
Testing for lapping

6.2
Proof of cash

6.2.1
A proof of cash is used to reconcile the cash receipts and disbursements recorded on the client’s books with the cash deposited into and disbursed from the client’s bank account for a specific time period. The purposes of the proof of cash are to ensure:

(a)
All cash receipts recorded in the client’s accounting records were deposited in the client’s bank account.

(b)
All cash payments recorded in the client’s accounting records have been cleared.

(c)
No bank transactions have been omitted from the client’s accounting records.

6.2.2
However, a proof of cash cannot detect a theft of cash when the cash was stolen before being recorded in the client’s books. If the auditor suspects that cash was stolen before being recorded in the client’s books, the audit procedures for testing the completeness in recording cash receipt transactions should be performed.
6.3
Test of kiting

6.3.1
When cash has been stolen by an employee, he can conceal the cash shortage by means of kiting. This involves an employee covering the cash shortage by transferring money from one bank account to another and recording the transactions improperly on the client’s books.

6.3.2
The cash shortage can be covered up by preparing a cheque on one account just before year end; however, this transaction is not recorded until the next period. The cheque is deposited in a second account just before year-end and recorded as a cash receipt in the current period.
6.3.3
Kiting is detected by preparing an interbank transfer schedule. Interbank transfer schedule is usually obtained if there are numerous bank transfers, regardless of internal controls or for the purpose of detecting suspected fraud.

6.3.4
Audit procedures that should be done on interbank transfer schedule are as follows:
(a)
Verify the accuracy of the information by comparing the disbursements and receipts to cash book.

(b)
Compare the dates of transfers on the schedule with the bank statement, noting that all transfer a few days before and after the end of the reporting period has been included on the schedule.

	6.3.5
	Example 1

	
	Which of the following cash transfers results in a misstatement of cash at 31 December 2007?

Bank transfer schedule

Disbursement (SCB)
Receipt (HSBC)
Transfer

Recorded in books

Paid by bank

Recorded in books

Received by bank

A

31 Dec 07

4 Jan 08

31 Dec 07

31 Dec 07

B

4 Jan 08

5 Jan 08

31 Dec 07

4 Jan 08

C

31 Dec 07

5 Jan 08

31 Dec 07

4 Jan 08

D

4 Jan 08

11 Jan 08

4 Jan 08

4 Jan 08

Ans: B is correct because the receipt is recorded on the books prior to year-end, while the disbursement is recorded subsequent to year-end. Therefore, the cash on the books is overstated.


6.4
Test for lapping

6.4.1
Additional procedures can be performed to try to detect attempts at lapping accounts receivable collections include:

(a)
Obtaining a cut-off bank statement and checking the proper listing of outstanding cheques and deposits in transit on bank reconciliation.

(b)
Checking the details of customer payments listed in bank deposits in comparison to details of customer payment in daily remittance list or other record of detail postings.
(c)
Comparing the cheques listed on a sample of deposit slips from the reconciliation month to the detail of customer credits listed on the day’s posting to customer accounts receivable.
HKSA 505 “External Confirmations” – Bank Confirmation
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EXTERNAL CONFIRMATIONS

To The Manager Insot or§ page:

(Name of bank)

offce Date
Dear si,

REQUEST FOR BANK CONFIRMATION OF INFORMATION FOR AUDIT PURPOSES.

ac (Customer's Name)

For the purposes of our annual auit please complete the attached form to show the fllowing informatin relating o our affalrs
wih your bank a5 at the close of business on For cach ffem, please sato any factors which may
limit the completeness of your eply; f here i noting o report tate ‘none”

Please confirm the positon by completing the section headed "Bankers' Confirmaton” on the final page of his request.

You are hereby authorised {0 retur tis request ater completion and together with any remarks you may have (o our auditors,
Messrs of

You are heraby authorised to debi any charge fo this sarvice t our account number
Itis understood that your reply 10 ths request il in no way prejudice your ights i respect of your GeneralLien as Bankers.
Yours faintaly,

(Authorised Signaturels and Chop)

em 1 Deposits, Fixed o at Call held in your books

ReceptNo.  [pate |Amount IterestRate  [Due Date

Local
(Currency.

Foreign
(Currency

em2  Savings Accounts held in your books

Iaccount No. JBalance

Local
(Currency

[Foreign
(Curency

em3  Current Account Balancels held in your books. Please state whether in credit (Cr) or overdraw (Dr)

IAccount No. JBalance

Local
(Currency

Foreign
(Curency





[image: image3.png]em4  Facilities granted to us. Please state by types of facil
[Types of Faciies [Reference No. [interest Rate [Amount |Maturiy Date _[Guarantor
Local
(Currency
Foreign
(Curency

o5 Loan Account Debit Balancels (excluding Loans in connection with Inward cargoes) in your books

laccount No. JBatance

Local
(Curmency.

Foreign
(Curmency

ems  Accounts closed during the year to confirmation date

lAccount No. [Account Type Date Ciosed

Local
(Curmency

Foreign
(Cumency.

em7  Advances to Manufacturers andior Packing Credits Account andior Exports Loans granted Outstanding in your
books

{Account No. jBalance

ems  Acceptances Outstanding in your books

Reference No. |Amount Jssue Date Matury Date

Biis Rocaivablo by you (Banker)

of which, goods released|
‘against Trust Receipt

i hold by you for Colection

Atoratvely, banks may complete this secton by attaching the relevant bank failty lttrs. Any relevant information ot
included In such letters should be separately included above.
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mo

Partal payments held by you

0n account o em &

Reference No.

|Amount

0

rrevocable Letters of Credit Outstanding in your books.

[Batance Unutiized

[Expiry Date

O account o tem & and
tem 10

11 Bills raceivablo by us (customer)
it purchased by you (and Reference No. JAmount
Joutstanding a thi date)

i hold by you for Collection
Hem 12 Margin deposit held by you
Reference No. JAmount

(O account o tem 11

Hom 13

Loans granted in connection with Inward Cargoes Outstanding in your books

Reference No.

JAmount

IDetats of Cargo
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Mom 14 Guarantees’

(Given by you on our behalf (To whom ssued [Reference No. [Notional Amount

i) Shipping Guarantees.

W) Others (speciy the type.
of guaranteo
e.g.fmancal quarantes,
performance bon, elc)

[Recived by you on our behaf

em 15 Derivative Contracts! Structured Product Contracis’ Outstanding

(Cantract No. Notional Amount (Contract Rate  |Matury Date

1) Exchange Rate Contracts

) Interest Rate Contracts

i)Other derivaive contracts! structured
product contracs.

tom 16 Other direct or contingent iabil

‘Gommon examples of guarantees include financial quaranoes, advance payment guarantess, shipping guarantees and
performance bond, bid boad and retenton bond guarantaes. Banks are recommended Lo provido additonal explanatory
otes for thelems or terms used in the bank confirmation, wher the natura of the guarantes s not readily apparent.
Common examples of dervalive conlracts! structured product conlracts include forward rate agreements, option
contracts,futures conlracts, swap arrangements, bullon contracts, commodiy conlracts and siruclured

products. Banks are recommendsd 1o provide addilonal explanatory notes for the toms or terms used in the bank
confirmation, where the nature of the derivative coniract / structured product coniract is ot readily apparent.
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Mem 17 Securities and other documents ofttle held by you

IAgainst Faciies granted

For Safe Custody

BANKERS’ CONFIRMATION

{We confirm that the balances and information which we have inserted under ftems 1 10 17 above are carrect and complet

[This nformation Is given in strictest confidence, fo tho purposes of your audi, without any responsibilty for error
lomission on the part of ths Bank, ts employees. agens or nfarmanis.

Authorised signatory for and on behalf o the Bank
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