
intermediate accounting chapter 5 solutions

intermediate accounting chapter 5 solutions often revolve around critical concepts like cash and internal
controls, requiring a thorough understanding for students and professionals alike. This comprehensive guide
delves deep into the intricacies of Chapter 5, providing detailed explanations and insights into solving common
problems encountered in intermediate accounting. We will explore the fundamental principles of cash
management, the essential elements of effective internal control systems, and how these concepts translate
into practical application through chapter 5 solutions. Expect to gain clarity on topics such as bank
reconciliations, petty cash funds, compensating balances, and the various components of a robust internal
control framework. This article is designed to be your go-to resource for mastering intermediate accounting
chapter 5.
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Understanding the Importance of Cash and Internal Controls

Cash, the most liquid asset on a company's balance sheet, holds a paramount position in financial reporting and
management. Its inherent susceptibility to theft and mismanagement necessitates stringent controls.
Understanding the foundational principles of cash management is not merely an academic exercise; it's a crucial
aspect of safeguarding a company's financial health and ensuring the accuracy of its financial statements.
Chapter 5 of intermediate accounting typically dedicates significant attention to these vital areas, laying the
groundwork for more complex financial analyses later in the curriculum.

Internal controls are the policies and procedures implemented by an organization to ensure the reliability of
financial reporting, operational efficiency, and compliance with laws and regulations. For cash, these controls
are particularly critical due to its ease of conversion into other assets and its direct impact on daily
operations. A robust internal control system acts as a deterrent against fraud and errors, providing
management with reasonable assurance that business objectives will be achieved. Effectively addressing
intermediate accounting chapter 5 solutions requires a firm grasp of why these controls are designed and how
they function in practice.

Key Concepts in Intermediate Accounting Chapter 5

Chapter 5 of intermediate accounting introduces several core concepts that are essential for understanding
cash and internal control systems. These concepts form the building blocks for solving practical problems and
interpreting financial information accurately. Mastering these areas will significantly enhance a student's
ability to tackle more advanced accounting topics.

Cash and Cash Equivalents

Defining what constitutes "cash" and "cash equivalents" is the first step. Cash typically includes physical
currency, coins, checks received but not yet deposited, and balances in checking and savings accounts. Cash
equivalents are short-term, highly liquid investments that are readily convertible to known amounts of cash
and that are so near their maturity that they present an insignificant risk of changes in value due to interest
rate fluctuations. Examples include Treasury bills, commercial paper, and money market funds with original



maturities of three months or less.

Bank Reconciliations

Bank reconciliations are a critical process for verifying the accuracy of a company's cash balance. They
compare the cash balance recorded in the company's accounting records with the balance reported by the bank.
Differences arise from timing variations, such as deposits in transit, outstanding checks, bank service charges,
and NSF (non-sufficient funds) checks. The goal of a bank reconciliation is to identify and correct these
discrepancies, ensuring the book balance is adjusted to reflect the true cash position.

Petty Cash Funds

A petty cash fund is a small amount of cash kept on hand by a business for the purpose of paying for minor
expenses that cannot be paid conveniently by check. This system involves establishing a fixed amount for the
fund, designating a custodian, and maintaining a voucher system to track all disbursements. Reimbursing the fund
replenishes it to its original balance, and journal entries are made to record the expenses incurred.

Compensating Balances

Compensating balances are minimum average balances that a borrower must maintain in its bank account as a
condition of a loan agreement. These balances are often legally restricted and not available for general use by
the company. Disclosure of compensating balances is important for financial statement users to understand the
company's liquidity. They are typically classified as either legally restricted or not legally restricted, and
their impact on available cash must be understood when analyzing a company's financial position.

Internal Control Principles

The COSO (Committee of Sponsoring Organizations of the Treadway Commission) framework is a widely
accepted model for internal control. It comprises five integrated components: the control environment, risk
assessment, control activities, information and communication, and monitoring. Understanding these components
is crucial for recognizing the importance of controls over cash transactions. For example, segregation of
duties, where no single individual has control over all phases of a transaction, is a fundamental control
activity for cash handling.

Solving Common Chapter 5 Problems

Tackling exercises and problems related to intermediate accounting chapter 5 requires a systematic approach.
Many questions will focus on applying the concepts discussed to specific scenarios, testing a student's ability
to perform calculations and prepare journal entries.

Preparing a Bank Reconciliation

A typical bank reconciliation problem will provide a bank statement balance and a book balance, along with a
list of reconciling items. The process involves adjusting both balances. For the bank balance, additions are made
for deposits in transit and subtractions for outstanding checks. For the book balance, additions are made for
credit memos (e.g., notes collected by the bank) and subtractions for debit memos (e.g., service charges, NSF
checks). The ultimate goal is to arrive at an adjusted cash balance that is identical for both the bank and the
book. Journal entries are then made to record the adjustments to the book balance.



Establishing and Managing a Petty Cash Fund

Problems involving petty cash typically require students to set up a fund, record disbursements, and make
reimbursement entries. For instance, establishing a fund for $200 would involve a journal entry debiting Petty
Cash and crediting Cash. Subsequent disbursements are recorded in a voucher register. When the fund is depleted
to a certain level, the custodian submits vouchers, and a journal entry is made to debit the various expense
accounts and credit Cash for the total amount of the vouchers. The Petty Cash account remains at its fixed
balance until it is officially changed.

Accounting for Compensating Balances

When a compensating balance is present, companies must disclose it. If the balance is legally restricted and not
available for general use, it is typically presented separately from cash and cash equivalents in the current
assets section of the balance sheet. Problems might require students to reclassify portions of cash or show
appropriate disclosures in financial statement notes. Understanding the impact on liquidity is key here.

Identifying and Evaluating Internal Control Weaknesses

Some problems may present a scenario describing a company's cash handling procedures and ask students to
identify potential control weaknesses and suggest improvements. This requires applying the principles of
internal control, such as segregation of duties, physical controls, and independent verification. For example, if
the same person who receives cash also records it, this would be a significant control weakness.

Practical Applications and Case Studies

The concepts learned in intermediate accounting chapter 5 have direct real-world implications. Companies of all
sizes rely on sound cash management and internal control systems to operate effectively and avoid financial
losses.

Fraud Prevention and Detection

A significant portion of internal controls is dedicated to preventing and detecting fraud. By implementing strong
controls over cash, businesses can significantly reduce the risk of employee theft or misappropriation. Bank
reconciliations, for instance, can help uncover unauthorized transactions. Segregation of duties prevents
individuals from having the opportunity to both perpetrate and conceal fraud.

Cash Flow Management

Effective cash management ensures that a company has sufficient liquidity to meet its short-term obligations.
This involves forecasting cash inflows and outflows, managing accounts receivable and payable efficiently,
and investing surplus cash wisely. Chapter 5 provides the foundational knowledge for understanding how to
track and manage the company's most liquid asset.

Financial Statement Analysis

Users of financial statements, such as investors and creditors, rely on accurate reporting of cash.
Understanding the nuances of cash and cash equivalents, including the impact of compensating balances,
allows for a more informed analysis of a company's financial health and its ability to meet its obligations.



Advanced Topics and Further Study

While Chapter 5 covers the fundamentals, several advanced topics build upon these principles. Understanding
these can provide a more comprehensive view of cash management and control.

Investment in Marketable Securities

Short-term investments in marketable securities that mature within three months are considered cash
equivalents. However, more complex investment strategies, such as trading securities or available-for-sale
securities with longer maturities, are accounted for separately and require different valuation methods. This
transition from cash equivalents to other investments is an important distinction.

Foreign Currency Transactions

When companies engage in international business, they deal with multiple currencies. Accounting for foreign
currency transactions and their subsequent translation into the reporting currency adds another layer of
complexity to cash management and financial reporting, often covered in later chapters.

The principles of internal control also extend to other areas of the business, such as inventory management,
revenue recognition, and accounts payable. A solid understanding of the foundational internal control
concepts introduced in Chapter 5 will be invaluable as you delve into these more complex accounting areas.

Q: What are the most common errors found during a bank reconciliation for
intermediate accounting chapter 5?
A: The most common errors found during a bank reconciliation often stem from timing differences between when a
transaction is recorded by the company and when it is processed by the bank. These include unrecorded deposits
(deposits in transit) and unrecorded checks (outstanding checks). Other common errors involve
misinterpretations of bank statements, such as overlooking bank service charges or incorrectly recording NSF
checks.

Q: How does the concept of segregation of duties apply to cash handling in
intermediate accounting chapter 5?
A: Segregation of duties is a fundamental internal control principle crucial for cash handling. In intermediate
accounting chapter 5, it means that no single employee should have control over all aspects of a cash
transaction. For example, the person who receives cash should not be the same person who records it in the
accounting system or the one who reconciles the bank account. This separation minimizes the opportunity for
fraud or error.

Q: What is the accounting treatment for a petty cash fund when it is
established and when it is replenished?
A: When a petty cash fund is established, a journal entry is made to debit the Petty Cash account and credit
Cash for the amount of the fund. For example, if a $200 fund is established, the entry would be Debit Petty
Cash $200, Credit Cash $200. When the fund is replenished, a journal entry is made to debit the various expense
accounts for which the money was spent, based on the supporting vouchers, and credit Cash for the total
amount disbursed. The Petty Cash account itself remains at its established balance.



Q: Why is it important to disclose compensating balances in intermediate
accounting chapter 5?
A: Compensating balances are minimum amounts a borrower must maintain in a bank account as a condition of a
loan. It's crucial to disclose these because they represent funds that are not freely available for the
company's general use, thereby affecting its actual liquidity. Users of financial statements need this
information to accurately assess the company's financial health and its ability to meet short-term
obligations.

Q: What is the primary goal of performing a bank reconciliation in
intermediate accounting chapter 5?
A: The primary goal of performing a bank reconciliation is to ensure the accuracy of the company's cash
balance as reported in its accounting records by comparing it to the balance reported by the bank. It aims to
identify and account for all discrepancies between the two balances, such as unrecorded transactions or bank
errors, so that the true cash position of the company is accurately reflected.

Q: How do journal entries differ for the establishment of a petty cash fund
versus subsequent reimbursements?
A: The journal entry for establishing a petty cash fund is a single entry that increases the Petty Cash asset
account and decreases the Cash asset account by the fund's total amount. In contrast, subsequent
reimbursements involve multiple journal entries. Each reimbursement requires recording the actual expenses
incurred by debiting various expense accounts and crediting Cash for the amount needed to bring the petty cash
fund back to its original balance.

Q: What are the key components of an effective internal control system
over cash, as typically covered in intermediate accounting chapter 5?
A: Key components of an effective internal control system over cash, as often discussed in intermediate
accounting chapter 5, include: segregation of duties, a system of authorization for transactions, accurate
record-keeping, physical controls over assets, and independent verification (like bank reconciliations). The
COSO framework's five components (control environment, risk assessment, control activities, information and
communication, and monitoring) also provide a broader perspective.
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