Chapter 7: Fraud, Internal Control, and Cash

Financial Accounting, Fifth Edition
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F>JB#¥r (Study Objectives)
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3 FERE R ) B U AE I U N IR (Explain the applications of internal con-

trol principles to cash receipts)

4 FERE PSR F R U AR IR 4 S R A (Explain the applications of internal con-

trol principles to cash disbursements)

5 il RAT RAUMTTE (Prepare a bank reconciliation)

6 fEREIL 4R 7730 (Explain the reporting of cash)
7 WIS EE A AN (Discuss the basic principles of cash management)



1 BHIES5AEREF] (Fraud and Internal Control)

1.1 EE (Fraud)
o B BTN N R T 40 R R 2 AN S AT N
o ERIKTVERI=ANAZ (Three factors contributing to fraudulent activity):
— Hl% (Opportunity)

— L/ KT (Motivation/Pressure)

— AL (Rationalization)

1.1.1 PEAZR (Sarbanes-Oxley Act, SOX)
o NIRRT H RSO UE IV 55 i i 1 ] AT R
o BN HTTHIT LA 0N PR R KT HEAT S E

. WUANAFLHIEEE RS (PCAOB).

1.2 AEREFI (Internal Control)
- HHY:

— LRI (Safeguard assets)
— RS E X AEREA AT S (Enhance accuracy and reliability of ac-

counting records)
— PEEIEEWE (Increase efficiency of operations)

— WRfRIESFIEAE M (Ensure compliance with laws and regulations)
o PRSI HA EEH B/ (Five Primary Components):

1. #3858 (Control environment)

2. K vPL (Risk assessment)

#1753l (Control activities)

r‘>.°°

{5 25418 (Information and communication)

5. 4% (Monitoring)



1.2.1 AEITHELESNAIIEN] (Principles of Internal Control Activities)

1. BAZ#A3L (Establishment of Responsibility): —IifTE5 5 4f H— A7,

(Segregation of Duties): AHIKHRTT R 73 FLZs AR G .
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(Documentation Procedures): i/ g5 X4, H#RITE HE

4. LY (Physical Controls): MR, [12E RF%E.

5. M AER%ZE (Independent Internal Verification): HBA7 7 T8 ##Z 2
Xk, FFHEHEHREZER.

6. ANEIFEEH (Human Resource Controls):

o T HHWA (Background checks)
o KA (Rotation of duties)
o 5EfIRMR (Require vacations)

o I TH{R (Bonding of employees)

1.2.2 AERITHIFIPRSE (Limitations of Internal Control)
o WAANHEIE RS (Costs should not exceed benefit)
« NABE (Human element)

o VA (Size of the business)

2 I &ITH| (Cash Controls)
2.1 MEWANEFIFIEENA (Cash Receipts Controls)

2.1.1 EBYWAIEF (Over-the-Counter Receipts)

« EIR#A3 (Establishment of Responsibility): AT E N 7 CISCER 1) AbEE
AN

o AT E (Segregation of Duties): A A 7735 57K i F I &R AF
B4

o X% EF (Documentation Procedures): f#FVCFGEATR (HEZFIRN) . IR
PR ALK



L5 FiEHl (Physical, Mechanical, and Electronic Controls): i/ {#
A A ERAT B FEAF O s BRHI3E AL X s A58 FH ISR AL

M NE#%E (Independent Internal Verification): &4 Hif Il &N
W 5% B SN B ARAT AR 0T

AS1ZEFEES] (Human Resource Controls): XL Gt TR, ER
AT TR,

Bk -y
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WIT%E:

o Ethics Insight
f"‘. [\ A recent study by the Association of Certified Fraud Examiners found that
» 9| twothirds of al employee thefts involved a fraudulent disbursement by an
employee. The most common form (28.3% of cases) was fraudulent billing schemes. In
these, the employee causes the company to issue a payment to the employee by sub-
mitting a bill for nonexistent goods or services, purchases of personal goods by the em-
ployee, or inflated invoices. The following graph shows various types of fraudulent dis-
bursements and the median loss from each.

Breakdown of Fraudulent Disbursements

Billing

I
($130,000) 38.3%

Expense reimbursement
($25,000)

Check tampering
($120,000)

Payroll
($50,000)

Category (Median Loss)

Wire transfers
($500,000) & |%

0% 10% 20% 30% 40% 50% 90%

Source: 2006 Report to the Mation on Occupational Fraud and Abuse, Association of Certified Fraud
Examiners, www.acfe.com/documents/2006_ritn.pdf, p. 14.

#3 How can companies reduce the likelihood of fraudulent disbursements?
=

K 1: Ethics Insight

Bt AT XK HA R G 5T
KRB 5 2 EARAL, STt A 7 F )
BRI RS, RTG53, &mE” oy
EMIR A, A EARITXTIK

WA, LR, sl

RIS H AR,
o BREEYE BSIOURE, ZHIUR GT . RIH. BT
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2.1.2 HREFUWANIES] (Mail Receipts)
o PEHIREF

— P AIERARBHECE, gbliE R, JRERKSCE B
TALHTEE clerk %5818 LA SL DT

— IEHIEAR S S RIR A 55T

— IHREIAREZ 2RI, clerk PREFREIA

o TZUEN]: 8K SR HRS 0 B (Segregation of record-keeping from physical cus-
tody) .
2.2 WeZHEFIWEARNA (Cash Disbursements Controls)

o [ SCER SR BB SO BE e AT A B S

FENH]:
— MfHERS] (Voucher system): (I BN G5 X 28 5 ORI A SRS H
FepLi

— ZERINEESE (Petty cash fund): HT AT/ NI

2.2.1 HMEZHIEHIERERNNA

N4 (Establishment of Responsibility): [N FEE N R (WETE) 25
HX 5

AR E (Segregation of Duties): ANF A 70nl # SIS SCEEEAA
eSS H .

X #2F (Documentation Procedures): A H #idw 5 > 52 4% 712 1K 5 !:
K EUAEAERAER K2, BOR A TAAH AR EHRIRETRH; ExEL
114 E‘{ﬂ— ”o

Y58 FiEH] (Physical, Mechanical, and Electronic Controls): %75 H
SCERAFTIAE GRS AR Y, BRAITT I A FIALAS FH A 23 8 € 85K 3T B SR G4

N AER#ZE (Independent Internal Verification): 1432 525 R =X B H
T ARAT XK 5

AN1ZEIEESH] (Human Resource Controls): X4 a0 mdt 7%, Bk
TR T E A



2.2.2 RNHEEH| (Voucher System)
o B NBRPTA SCEESCH A B BOL ) — B 5
o B (Voucher): NHRFEESCHI R IR

2.2.3 THAMEEE (Petty Cash Fund)
o AT S INIR I
o BRAEDIR:

1. Wirk4: (Establishing the fund)
2. NFH:&EF At (Making payments from the fund)
%4> (Replenishing the fund)

A BTN S 4 ) A A )
o BU/METLIL 4 4% (Minimizes the amount of currency on hand)

o QIEHATE Z A EILFE (Creates a double record of bank transactions)

o HRATREUI TR (Bank reconciliation)

3 RITHEA SEHIHFE (Use of a Bank)

3.1 IRITXMKE (Bank Statements)
o BRATHIKERER AL LL TS B

— A &SR (Debit Memorandum): A7k % NSF (fFRA L) LE

faray
~3 o

— B85 &SFE (Credit Memorandum): FEICEEHE . FEIRANZE,

3.2 RITHRFIFTR (Bank Reconciliation)
3.2.1 BETEMSHHE
o HE: WA RAT R, HHERIREE (R e RT.
o WA
— EIRTER (Deposits in transit)
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Nt

National Bank & Trust
Midland, Michigan 48654 Member FDIC

ACCOUNT LATRD COMPANY Statement Date/Credit
STATEMENT 77 WEST CENTRAL AVENUE Line Closing Date
MIDLAND, MICHIGAN 48654 April 30, 2022
457923
ACCOUNT NUMBER
Balance Deposits and Credits Checks and Debits Balance
Last Scatement No. Total Amount No. Total Amount This Stacement
13,266.90 20 34,808.10 26 32,154.85 15,007.45
Amounts Deducted from Account Amounts Added to Account -
(debits) (credits) Daily Balance
Date No. Amount Date Amount Date Amount
42 438 644.95 4-2 4,278.85 42 16,888.80
43 EFT 1,000.00 43 2,137.50 43 18,240.65
45 436 2,260.00 45 1,350.47 44 17,083.86
4-4 437 1,185.79 4-7 082.46 45 15,154.33
4-3 438 776.68 4-8 1,320.28 47 14,648.80
4-8 439 1,781.70 4-9 EFT 1,035.00 4-8 11,767.4%
47 440 1,487.90 4-11 2,720.00 49 12,802.4%
4 EFT 320.00 4-12 757.41 4-11 13,036.87
438 441 2,100.00 4-13 1,218.56 4-12 13,468.28
4-11 442 1,688.60
4-12 443 1,226.00
| 420 msF 42880 | 42v 184587 | 427  13,00645 |
4-20 459 1,080.20 4-29 2,029.45 4-20 14,429.00
4-20 DM 120.00 4-30 2,128.80 4-30 18,007.45
4-30 DM 30.00
4-30 461 B800.15
Symbols: €M Credit Memo EC Error Correction NSF Not Sufficient Funds EFT Electronic
DM Debit Memo  INT Interest Earned SC  Service Charge Funds Transfer

2: Example of Bank Statements

— RRIFZE (Outstanding checks)
— fR17#& =R (Bank memoranda)

— $51% (Errors)

3.2.2 RITREVATDIER

RITX MR R AN
(Per Bank Statement)

WEEIH

TEi# 473K (Deposit in Transit) +
ARSI S (Outstanding Checks) -
4T R (Bank Errors) +/-

y)

Cash

Balances

W4 R0

¥ (Reconciliation Procedures)

T T AR B
(Per Books)

IETREN
(CORRECT BALANCE)

~

EEU= #H1E
BATFEUCEESE (Notes collected) +
NSF 3% (NSF/bounced checks) -
f45 %% (Service charges) -
MK £ % (Book Errors) +/-

IETREN
(CORRECT BALANCE)




3.3 & 1: Laird 2FBRITREIFTIZR (Illustration: Laird Com-

pany Bank Reconciliation)
B2 (Given Information)

o HRATXIIK B RN (Balance per bank statement, April 30): $15,907.45
o KA AR%N (Balance per books, April 30): $11,589.45
« JFIEB (Reconciling Items):

— FEIR7EFK (Deposit in transit): $2,201.40 (4 A 30 HA7#, 475 H 1 H

e 2))
— RAIMEZE (Outstanding checks): $5,904.00
* XIS 453: $3,000.00

* XELE 457: $1,401.30
* WS 460: $1,502.70

— 123RHEIR (Error): 3C2 5 443 L&A $1,226.00, RiCH $1,262.00, Z4H
$36.00
— $R1TH R (Bank memoranda):
+ NSF ¥ Z (J.R. Baron): $425.60
* SCERENRIZR: $30.00
* FOUREEHE: $1,000.00 A4 + $50.00 FIE - $15.00 F&%% = $1,035.00 1%
i

RITRENITIFR (Bank Reconciliation Statement)

RITXI IR R A
(Bank Statement Balance Adjustments)

P4 A CHRAT X B $15,907.45
hn: fEEAFK $2,201.40
/N $18,108.85
W AR SILSR ($5,904.00)
BEERITRE $12,204.85
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I T R EE R
(Book Balance Adjustments)
Bleam KM - $11,589.45

n: FEUCEE R $1,035.00
R IR $36.00
/N $12,660.45
J: NSF %% ($425.60)
AT IR 55 T ($30.00)

R ERE S $12,204.85

%53 R (Adjusting Entries)

HHA KPR BFR51LRA Evsl 951
4 H30H & 615.40
AR 2 H 45.00
RS (J.R. Baron) 425.60
U S i 1,000.00
AR 50.00
A K K 36.00

&it 1,086.00 1,086.00

4%1%P (Journal Explanation):
o MEHEM $615.40 = 5 RB $12,204.85 - PHEEFTRA $11,589.45
o ZRIERA $45.00 = AT FLE9% $30.00 + FHEFESCT2E3 $15.00
o MUK $425.60 = NSF SCEEEH, #A J.R. Baron 181
o MUEEFLD $1,000.00 = 4RAT CRIHTIR A A 4
o FISUIA $50.00 = FLUCEHRE = MR ION
o RIfFIRFORZD $36.00 = HHIF 2 2E #443 Mid IR (JEZ 00 H $36.00)

3.4 HBHFZHEEEMK (Electronic Funds Transfers, EFT)
o S ML ARSI SENIEA RIS RS LB RN ST R 5
o PRRL: IRERE, neEfEl.

11



Investor Insight
Poor internal controls can cost a company money even if no theft occurs.

For example, Eastman Kodak Co., SunTrust Banks Inc., and Toys “R" Us Inc.
all recently reported material weaknesses in internal controls. When a company an-
nounces that it has deficiencies in its internal controls, its stock price often falls.

Under the Sarbanes-Oxley Act companies must evaluate their internal controls sys-
tems and report on any deficiencies. Some analysts estimate that as many as 10% of
all publicly traded companies will report weaknesses in their internal contrals. The esti-
mate for smaller companies is even higher.

Source: William M. Bulkeley and Robert Tomsho, “Kodak to Get Auditors Adverse View Wall Street
Journal Onfine (January 27, 2005).

Why would a company's stock price fall if it reports deficiencies in its internal
= controls?

Kl 3: Investor Insight

[e] 3R

: At ARTIREAITHIRIGES SN TER?

[B]% -

MBEIEM (Increased Risk): PYH{Z il BRIE B INIA 55 4 o 5 R AN
VRS, PRI 5515 2 R nT SE 1k

A HAA (Compliance Costs): fR#E SOX V4%, A= U EHRIE,
FEAE AN o LT A 1 9

BEME (Reputation Damage): 7 W% M FHF R EEFE L, &

M 23 w4

RERAFHEM (Future Uncertainty): P57 55 0] BTN IR E
N, 5] R & E e MR

ERBMENK (Legal Liability Risk): 2B a] G S 20 & 4 51 A0
I AR V1A

EE

LS MEE. SunTrust FRAT < BrH S SF IR 2 7] AR Py s i) 2K 2

BB k.
FMSERE: 29 10% LWkl aRskia, haE tedl .

4 IEHIRSE (Reporting Cash)

4.1 MEHRESEN

o BORBNET: DA NRIRANINT ™, R AR T AT sh 5 i AL

- MEFMNY (Cash equivalents): FEH. mimaltErI#Rst, @EHEE 3 NH AR

12




o ZMRHIINE (Restricted cash): AREHHEHMINE, TR

A Delta DELTA AIR LINES, INC.

Balance Sheet (partial)
December 31, 2007

{in millions)
Assels
Current assels
Cash and cash equivalents $2,648
Short-term investments 138
Restricted cash 520
Accounts receivable, net 1,066
Parts inventories 262
Prepaid expenses and other 606
Total current assets $5,240

4: Cash Example

5 MEER5SIT (Managing and Monitoring Cash)
5.1 IEEMEARREN
o I AT [ i
TRFFIK PEAT KT
FEIR A 5 S AT
TR 2K S H AL

PRGN E B4 (Invest idle cash)

5.2 IEME (Cash Budget)
o AT ERE, EEER 1-2 T
o AT HEA P E

o PRIEFFRAKILAERA (Fan: $15,000)

13



5.3 FRIEESE (Petty Cash Fund)
5.3.1 #BIERE
o FHT A INEGRI
o WR=AIPIR:
1. %7244 (Establishing the fund)
2. \IEL&HZ AT (Making payments from the fund)
3. #M72%E 4 (Replenishing the fund)

5.4 G 2: wWYERNEES

ERIEIAR: Laird A7 T 3 A 1 HHRE®S $100 FIEHN &R S

F 1. WAL FEHINERS (Establishing Petty Cash Fund)
HER WRRMR5REE F5 55
3A1TH FHIlE 100

Bl 100

SrRRBR: WOLF RIS ER, WEEI GG E e EF HIEK .

5.5 fI 3: AFEERANEEE (TWMEFER)

FREAR: 3 A 15 H, ZHNEMRE NERAN T $87. e R P4 $13, HH
PLR 28 FUSCHE : BEHE $44. Wk S $38. %32 T $5.

x 2 (MR FHI4HSE (Replenishing Petty Cash Fund)

HEA WREMRE5HEE B WA
3H 15 H M#EsEHA 44

YR 38

eI 5% H 5

4 87

SRR AATERE I, ARAE PR ST TR, (R A el 5 3 < T P AR

5.6 I 4: AFEERANEEE (AUESER)

Bt : BBEMFRROLN, RE AT AT $12 Blain b B, H5R%N
FEEHT $88.

14



X 3: MEHHFAEHL (Cash Shortage Situation)

HER KRE#M5IHE &/ %A
3H 15 H Mk 44
YkLH 38
R I5 5% H 5
PR 4 3
M4 88

DFRUAA: LS I G S SIS TP, EHICN BlEish” K
S
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AEE S 2% (Highlights)
o HATREUH

(Bank reconciliation)

Bl
o FHI A4S (Petty cash fund)

£ 30 (Review Questions)

L NRIFEEARLEREHEANZ A TH/ENMA SR ? (Permitting only desig-
nated personnel to handle cash receipts is an application of the principle
of:)

A. BRFT/rES (segregation of duties)

(

B. HAZEHiS7 (establishment of responsibility)
7T (independent check)
(

D. HAhfZd

other controls)
FHER: B
2. AXMUERERNBRS XERBUATHIEWAIXA? (The use of prenum-
bered checks in disbursing cash is an application of the principle of:)
A. BREHfSL (establishment of responsibility)
B. BR515r & (segregation of duties)
C. W, MU 7424 (physical, mechanical, and electronic controls)
D. XMHFE)F (documentation procedures)
EMHER: D
3. fRITHK P RVIEHIFF A €3E: (The control features of a bank account do not
include:)
AL HARAT H AR SE K R AU IE#PE (having bank auditors verify the cor-
rectness of the bank balance per books)

B. H/MEBAIFA P44 (minimizing the amount of cash that must be
kept on hand)

C. RMEFrARITZ Z MM EILF (providing a double record of all bank trans-

actions)

16



D. JEI A FHAERAT RN AL R R L4 (safeguarding cash by using a bank as
a depository)

EMRER: A

RITRFIATRPWB—INEEZEZRAMIAESR? (The reconciling item in a
bank reconciliation that will result in an adjusting entry by the depositor
is:)

A, KAISCEE (outstanding checks)

B. fEI&1F#K (deposit in transit)

C. WATHER (

D. #RATMRS % (bank service charges)

a bank error)

IEfHZER: D
. XTMEREHVIERIEIARZ? (Which of the following statements correctly
describes the reporting of cash?)

A. MEAREMEZENYE I (Cash cannot be combined with cash equivalents)

B. Z[RH| LT LS5 44 IFF (Restricted cash funds may be combined
with Cash)

C. MEAER TR F=E 505 T E AL (Cash is listed first in the current assets sec-

tion)

D. ZBRHIE 4R ARk S N aI %= (Restricted cash funds cannot be re-

ported as a current asset)

EMRER: C
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