
Prof Albrecht’s Notes

Cash
Intermediate Accounting 1

Cash is an essential asset for all organizations, and it is positioned

prominently in the balance sheets of most companies.  Proper

accounting for cash is very important—everyone wants it to be

correct.  One of the primary tests performed by analysts is to see if a

company has sufficient cash to pay its bills and other financial

obligations.  The ramifications of too little cash are shown in the

following example.

In the United States, the airline industry benefitted greatly from the historic economic boom of the

1990s.  Prolonged economic growth fueled business success, which in turn afforded executives the

perks of business class travel.  Airline business class seating provides preferential treatment for

embarking and disembarking, roomy seats, delicious food and drink, and first class service.  Of course,

airlines charge a hefty premium for the privilege.  It is their most lucrative service.

As the national economy sputtered throughout the year

2000 and headed toward recession, many companies

started trimming costs.  As a result, more business

travelers flew coach and airline revenues shrank. 

Coupled with soaring fuel costs as OPEC curtailed

production, airline profits went into a tailspin.

When Al Qaeda terrorists high jacked four jetliners on

September 11, 2001, the airline industry's fate was

sealed.  Anthony Velocci (September. 24, 2001)

writes:

"The U.S. airline industry is near financial collapse—a casualty of the recent terrorist

assaults—and while a federal rescue package would certainly help, at least one or two major

My dog is worried about the economy because Alpo is up
to 99 cents a can.  That's almost $7.00 in dog money.

Joe Weinstein

Chao Soi Cheong/AP Photo
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carriers probably will fail.  No fewer than five airlines are on the 'most endangered' list. They are

AirTran, America West, Continental, Northwest and US Airways—based on their cash reserves,

as well as their ability to borrow money." 

Within two months, the U.S. airline industry laid off more than 50,000 employees and suspended a

substantial number of flights.  

Eventually, several airlines declared bankruptcy.  At one point in 2005, four of the seven largest U.S.

airlines were in bankruptcy proceedings (U.S. Airways, United Airlines, Northwest Airlines, Delta

Airlines).

When a company encounters financial distress that may (or may not) lead to bankruptcy, many parties

are affected.  The company's stock price certainly takes a hit.  Lenders, creditors and lessors may need

to restructure financial contracts, reasoning that receiving reduced or delayed payments is better than

receiving no payments at all.  Some employees may be furloughed or even discharged.  If bankruptcy

follows, then stockholders lose all value in their investment, lenders and creditors may be lucky to

receive pennies on the dollar, and employees are out of work. 

Cash is a form of money glossary, the medium of exchange.  If there was no money, then for any

transaction the buyer and seller generally would need to borrow or trade items of similar value. 

Because money exists, a seller can accept it instead of some other type of item and then later use it to

buy whatever is desired.  Money makes buying and selling much more convenient.

Glyn Davies3 writes that money has several functions.  Specific functions include it being a unit of

account, common measure of value, medium of exchange, means of payment, standard for deferred

payments, and a store of value.  General functions include it being the most liquid asset, the framework

of the market allocative system, a causative factor in the economy, and a controller of the economy. 

Davies (1996) concludes that the best definition of money is, "Money is anything that is widely used for

making payments and accounting for debts and credits."

3Glyn David has written two definitive works on Money.  The first is his book, History of

Money: From Ancient Times to the Present Day, published in 1996 with a 2nd edition in 2002
from the University of Wales Press.  His analysis, A Comparative Chronology of Money, is
available online at: [http://projects.exeter.ac.uk/RDavies/arian/amser/chrono.html].

104© 2014 by W. David Albrecht



Cash is reported as a current asset on a company's balance sheet.  Cash glossary is defined as ready

money, and is comprised of coins, paper currency, funds in checking accounts, petty cash, and foreign

currency.  The amount disclosed as cash also includes money orders, certified checks, cashiers checks,

and business and personal checks received but not yet deposited.  Funds in savings accounts are

normally included because banks routinely permit withdrawals without a period of waiting.

Accounting Research Bulletin #43 (1953) states that companies may report, " ... cash available for

current operations and items that are the equivalent of cash" (Chap. 3A, ¶4).  A good example of these

disclosures is found in K-Mart's balance sheet and notes in Exhibit 1.

SFAS No. 95, Statement of Cash Flows (1985), defines cash equivalents as very short-term investments

(less than three months from issue to maturity dates) that are part of a company's cash management

activities rather than part of its investing and financing activities.  Examples of cash equivalents are

Treasury bills, time deposits such as certificates of deposit, and money market funds.  Companies have

freedom to choose which temporary investments to include as a cash equivalent.  If some are excluded,

the company's policy should be disclosed on the face of the balance sheet or in the notes to the financial

statements.

Exhibit 1:  Excerpt from Sears Holding Corporation Annual Report, 2009

 
Cash and cash equivalents include all highly liquid investments with original maturities of three
months or less at the date of purchase. Our cash and cash equivalents balances as of the fiscal
years ended January 31, 2009 and February 2, 2008 are detailed in the following table.

millions January 31 February 2
2009 2008

Domestic
     Cash and equivalents $337 $595 
     Cash posted as collateral 14 29 
     Credit card deposits in transit      159      119 
     Total domestic cash and cash equivalents 510 743 
Sears Canada       663      879 
Total cash and cash equivalents 1,173 1,622 
     Restricted cash      124          0 
Total cash balances $1,297 $1,622 

In the United States, there has been a trend over the past fifty years for more companies to report both

cash and cash equivalents.  Exhibit 2, compiled from fifty years of the AICPA's Accounting Trends and

Techniques publication4, shows that 99% of sampled companies in 1950 reported cash only, whereas

4Accounting Trends and Techniques reports on the financial statement reporting
pracctices of 600 large U.S. corporations.
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only 1% reported both cash and cash equivalents.  By 2000, just 9% of sampled companies reported

only cash, whereas 91% reported both cash and cash equivalents.

Exhibit 2:  Trends in the Reporting of Cash

 
  2000 1990 1980 1970 1960 1950
Cash 53 123 384 490 587 596
Cash & cash equivalents 510 391 38 0 0 0
Cash & time deposits 7 10 71 46 4 0
Cash & marketable securities 27 73 107 64 9 4
No cash reported     3     3     0     0     0     0
    Total 600 600 600 600 600 600

Several factors have contributed to this trend.  First, business schools in the 1980s and 1990s graduated

more students trained in cash management techniques.  Second, banks and financial institutions over

time have created more products that make very short-term investments possible.  Third, improvements

in computers and data communications make it possible for banks and financial institutions to easily

convert cash to short-term investments and back again. 

Will the current practice of reporting cash equivalents along with cash continue?  Marie Leone reports

in “FASB Moves to Nix ‘Cash Equivalents’” (March 22, 2007, CFO.com [http://cfo.com/article.cfm/8907237]

that “The FASB staff had recommended that cash-flow statements should present only flow related to

cash. Items currently classified as cash equivalents would be classified in the same way as other

short-term investments.”  Due to pressures brought about from convergence to IFRS, the FASB has yet

to act on this matter.

When a company has operations and subsidiaries in multiple countries, cash & equivalents

denominated in foreign currencies need to be converted to U.S. dollars.  This is seen in Clorox financial

statements for the year ended June 30, 2013:
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Exhibit 3: Clorox Company 2013 Disclosures for Cash & Equivalents

CONSOLIDATED BALANCE SHEETS

The Clorox Company

As of June 30

Dollars in millions 2013 2012

ASSETS 

Current assets 

Cash and cash equivalents $ 299 $ 267 

Receivables, net 580 576 

Inventories, net 394 384 

Other current assets       147       149 

Total current assets 1,420 1,376 

Property, plant and equipment, net 1,021 1,081 

Goodwill 1,105 1,112 

Trademarks, net 553 556 

Other intangible assets, net 74 86 

Other assets       138       144 

Total assets $ 4,311 $ 4,355 

Note 1: Significant Accounting Policies

Cash and Cash Equivalents

Cash equivalents consist of highly liquid instruments, time deposits and money market funds with an initial

maturity at purchase of three months or less. The fair value of cash and cash equivalents approximates the

carrying amount.

The Company’s cash position includes amounts held by foreign subsidiaries, and, as a result, the repatriation

of certain cash balances from some of the Company’s foreign subsidiaries could result in additional tax costs.

However, these cash balances are generally available without legal restriction to fund local business

operations. In addition, a portion of the Company’s cash balance is held in U.S. dollars by foreign

subsidiaries, whose functional currency is their local currency. Such U.S. dollar balances are reported on the

foreign subsidiaries’ books, in their functional currency, with the impact from foreign currency exchange rate

differences recorded in other (income) expense, net. The Company’s cash holdings were as follows as of June

30:

          2013    2012 

Non-U.S. dollar balances held by non-U.S. dollar 

   functional currency subsidiaries $ 115 $ 81

U.S. dollar balances held by non-U.S. dollar 

   functional currency subsidiaries 36 35

Non-U.S. dollar balances held by U.S. dollar 

   functional currency subsidiaries 18 20 

U.S. dollar balances held by U.S. dollar 

   functional currency subsidiaries    130    131 

Total $ 299 $ 267 
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Prof Albrecht’s Notes

Proof of Cash

AKA Comprehensive Bank Reconciliation
Intermediate Accounting 1

More and more these days I find myself pondering how to

reconcile my net income with my gross habits.

John Nelson.

First, let's review the basics of the simple bank
reconciliation that a company can prepare. 
Although it can be prepared for any date in time, it
is usually prepared on the same date each month
(and corresponding with receipt of a bank
statement).

Let's say that the bank reconciliation is prepared for
the date of the bank statement, a common starting
point.  This is compared to the balance for cash in the general ledger for that date.  These two starting
points aren't equal, because factors such as deposits in transit, outstanding checks, Non-sufficient Funds
(NSF), funds collected by the bank, and charges levied by the bank on the company's account.

A simple bank reconciliation has two separate parts.  One part
starts with the ending cash balance on the bank statement. 
Appropriate adjustments are made, and then a "true" cash
balance for that date is computed.  The other part starts with the
balance in the ledger account for cash.  Appropriate adjustments
are made, and then a "true" cash balance for that date is
computed.  The bank statement properly reconciles to the ledger
account if ending cash balance is the same for both parts.  If it
isn't, you must locate the source of error and correct it.  A
template for a simple bank reconciliation follows:

Balance per bank x,xxx 
    + Deposits in transit xxx 
    ! Outstanding checks    (xxx)
    True Balance x,xxx 

Balance per books x,xxx 
    + Funds collected by bank xxx 
    ! Bank expense (xxx)
    ! NSF        (xx)
    True Balance x,xxx 

If you can count your money, you don't have a billion
dollars.

J. Paul Getty

A billion here, a billion there, pretty soon it adds up to real
money.

Senator Everett Dirksen (1896-1969)
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Journal entries are prepared for all adjustments to the cash balance in the books.  The bank statement is
the source document containing information for cash flows about which the company was unaware. 
Now that the company is aware, journal entries must be entered.  Journal entries for the above
adjustments follow:

Cash xxx  
Notes Receivable   xxx
Interest Revenue   xx

Bank Expense xxx  
Cash   xxx

Accounts Receivable xx  
Cash   xx

A simple bank reconciliation is intra period, as it only deals with cash amounts during the current
period of time.  A proof of cash, on the other hand, is inter period, because it reconciles the simple
bank reconciliation from last month to the simple bank reconciliation for the current month.

As an aid in explaining how to prepare a proof of cash, let’s say that the simple bank reconciliation for
last month (June 30) is:

Balance per bank (6/30) 7,234 
    + Deposits in transit 212 
    ! Outstanding checks    (583)
    True Balance 6,863 

   
   

Balance per books (6/30) 6,532 
    + Funds collected by bank 676 
    ! Bank expense (308)
    ! NSF      (37)
    True Balance 6,863 

7/10 Cash 676  
Notes Receivable   650
Interest Revenue   26

7/10 Bank Expense 308  
Cash   308

7/10 Accounts Receivable 37  
Cash   37

The journal entries for the June 30 simple bank reconciliation are recorded after someone has
completed the work of the bank reconciliation.  In real practice, it frequently takes a couple of weeks. 
In this example, the cash amounts were reconciled and journal entries are recorded on July 10.  

109© 2014 by W. David Albrecht



Proceeding to the next month.  The simple bank reconciliation for this date (July 31) is:

Balance per bank (7/31) 8,432 
    + Deposits in transit 642 
    ! Outstanding checks    (563)
    True Balance 8,511 

Balance per books (7/31) 8,772 
    + Funds collected by bank 118 
    ! Bank expense (296)
    ! NSF      (83)
    True Balance 8,511 

The first step is to lay out the two simple reconciliations, leaving room in the middle for two columns
of July data.

July July
Deposits Withdrawals

   & Credits Debits
6/30 (Inflows) (Outflows) 7/31

Balance per Bank 7,234 126,821 125,623 8,432 
    + DIT 212    
    + DIT    642 
    - Outstanding checks (583)   
    - Outstanding checks                                  (563)
    True Balances 6,863 ?  ? 8,511 

Debits Credits
6/30 (Inflow) (Outflow) 7/31 

Balance per books 6,532 127,809  125,569  8,772 
    + Funds collected by bank 676      
    + Funds collected by bank       118 
    - Bank expense (308)      
    - Bank expense       (296)
    - NSF         (37)                              
    - NSF                                        (83)
    True Balances 6,863 ? ? 8,511 

The goal is to determine the true cash inflows and outflows for the current month.  In the top part of the
proof of cash, reconcile from inflow and outflow numbers on the bank statement to the true amounts of
cash inflows and outflows for the month.  Likewise, in the bottom part of the proof of cash, reconcile
from inflow and outflow amounts in the cash ledger account to the true amounts of cash inflows and
outflows for the month.  If the two parts don't reconcile to the same amounts of true cash inflow and
outflow, then an error has been made.

The process is fairly straight forward.
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1. Any adjustments in the simple reconciliations that are additions affect the inflows column. 
Any adjustments in the simple reconciliations that are subtractions affect the outflows
column.

  2. Any adjustments in the prior month reconciliation are subtracted from the appropriate
column of inflows or outflows.  Any adjustments in the current month reconciliation are
added to the appropriate column of inflows or outflows.

Applying these rules, this is the completed proof of cash:

July July
Deposits Withdrawals

   & Credits & Debits
6/30 (Inflow) (Outflow) 7/31

      Balance per Bank 7,234  126,821  125,623  8,432 
          + DIT 212  (212)    
          + DIT   642    642 
          - Outstanding checks (583)   (583)  
          - Outstanding checks                             563      (563)
          True Balances 6,863  127,251 125,603 8,511 
               
               
        Debits Credits

6/30 (Inflow) (Outflow) 7/31 
      Balance per books 6,532  127,809  125,569  8,772 
          + Funds collected by bank 676  (676)    
          + Funds collected by bank   118    118 
          - Bank expense (308)   (308)  
          - Bank expense     296  (296)
          - NSF         (37)               (37)          
          - NSF                             83       (83)
          True Balances 6,863  127,251 125,603 8,511 

There is an alternate approach to treating NSF checks, but we won't cover it in this semester's class. 
The intuition for why adjustments are added or subtracted from the interior columns will be discussed
in class.
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