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Teacher Resource 14.1
Presentation Notes: Internal Controls
Before you show this presentation, use the text accompanying each slide to develop presentation notes. Writing the notes yourself enables you to approach the subject matter in a way that is comfortable to you and engaging for your students. Make this presentation as interactive as possible by stopping frequently to ask questions and encourage class discussion.  
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This presentation covers some of the internal financial controls companies can institute to protect their assets.

	Presentation notes
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The purpose of internal controls is to protect the assets of a company. Assets include cash, inventory, tools, equipment, and so on. Safeguarding assets is extremely important to the financial health of any company.
Ethical leadership is probably the strongest of all controls. Managers lead by example, and if managers demonstrate integrity and intolerance for dishonesty, their employees will understand that they are expected to behave the same way.
Businesses implement a system of internal controls to ensure that work provided by their employees is both honest and accurate. Owners and managers first set up policies that define how business is to be conducted. Then they establish procedures to ensure that employees work in accordance with these standards. 
Sound personnel practices are a critical factor in ensuring honesty. These include performing thorough background checks, hiring people with the background and necessary training to do the job, paying workers a competitive wage, and providing a promotional path. In addition, workers who have access to assets or journals should be supervised.

	Presentation notes

	[image: C:\Users\Mika\Documents\Pearson\2014\May\7\Accounting_Lesson14_Presentation_ROOT_050514\Slide3.JPG]
The first internal control is called cash control. Whenever cash is used to transact business, it’s important to make a record of the transaction. This can be done by using a cash register with a tape or other recording device, using a safe with a manual register stored nearby so that cash can be transferred quickly and easily, making daily cash deposits to the bank, or writing checks—never using cash—for all expenditures.

	Presentation notes
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Segregation means to keep separate. The key to proper segregation of accounting duties means that those who handle the cash or other assets don’t also handle the recording of the assets. That way one person can’t steal and then cover his or her tracks by misreporting events in the financial statements. 
It should be noted that the segregation of duties doesn’t eliminate the possibility of theft, but theft would require the cooperation of two or more employees.







	Presentation notes
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Just as each Monopoly® group has a rotating banker, many companies rotate the duties of the accounting department. In this way, no one gets too comfortable and so familiar with the processes that they become complacent, negligent, or devious in carrying out their job tasks. As duties rotate, the work is accomplished by different people who can spot discrepancies that may arise, and prevent the dishonest actions of another employee. 

	Presentation notes


Teacher Resource 14.2
Anticipation Guide: Internal Controls
	Establishing company policies is one type of internal control.

	My guess:
	I agree            I disagree

	My reason:
	

	I learned:
	Establishing company policies is the first step when companies implement internal controls. Procedures are then established to ensure that employees work in accordance with the established standards. Another type of internal control—often considered the strongest of all—is ethical leadership, managers leading by example.

	Writing checks for all cash expenditures is a legitimate way of creating a record of all cash used to transact business.

	My guess:
	I agree            I disagree

	My reason:
	

	I learned:
	Checks act like cash in that the money is quickly removed from your account, and the benefit is that you have a record of all checks written—either on your bank statement or in your checkbook registry. Otherwise it’s very difficult to keep track of all cash transactions. 

	Usually, employees who handle cash also record assets because they are the ones who know what to record.

	My guess:
	I agree            I disagree

	My reason:
	

	I learned:
	Segregation of duties is one of the types of internal financial controls. Segregation of accounting duties means that those who handle the cash or other assets do not also handle the recording of the assets. This ensures that one person can’t steal and then cover his or her tracks by misreporting events in the financial statements. 




	Most employees in an accounting department perform the same duties for an extended period of time so they can become experts at their job.

	My guess:
	I agree            I disagree

	My reason:
	

	I learned:
	Many companies rotate the duties of the accounting department. They do this so that no one gets too comfortable and so familiar with the processes that they become complacent, negligent, or devious in carrying out their job tasks. 

	It is a good idea for managers to have employees check each other’s work for dishonest behavior.

	My guess:
	 I agree            I disagree

	My reason:
	

	I learned:
	One benefit of rotating accounting department duties (mentioned above), is that work is accomplished by different people who can spot discrepancies. This helps to prevent the dishonest actions of another employee. 


Teacher Resource 14.3
Answer Key: Internal Controls Vignettes
1. Miss Penny, the bookkeeper for Schmitt and McDermott Law Offices, receives, records, posts, and prepares the deposits as clients pay for the attorneys’ services. Also, Miss Penny pays, records, and posts expenses as they arise. So, each month she writes herself a few checks for $100 and records the expense as advertising or courier service. Because these expense accounts are substantial, the partners never notice any money missing.
What are the internal control problems at Schmitt and McDermott Law Offices? How could they be remedied?
Miss Penny handles too many functions. The same person who signs the check shouldn’t also be recording in the journal, posting to the ledger, and reconciling the bank statements. This problem could be solved by instituting budgeting controls. Once a discrepancy was noticed between expected expenses and actual expenses, an investigation could pinpoint the problems. Also, duties could be segregated so that Penny doesn’t have so much influence over the accounting process. In addition, the various accounting functions could be rotated among different people so that no one person has an opportunity to write himself or herself checks. Finally, bonding and insuring employees may serve as a preventative measure to protect the company’s assets. Although bonding doesn’t prevent stealing, results from background investigations do help companies weed out people with certain histories of behavior that may make them a risk to the firm. If a claim is filed with the insurance company providing the bond, then the company’s assets are covered.
2. Lumbardi’s Lumberyard sells wood supplies to contractors on big projects needing truckloads of lumber. All day long, Lumbardi’s is preparing deliveries in large trucks, and contractors are going in and out of the lumberyard with purchases in the backs of their pickups. Each time anyone leaves the yard, he or she must pass the staffed kiosk with a receipt generated by the sales staff inside the store that reflects the items in the back of the truck.
Once a customer pays for his or her merchandise at Lumbardi’s Lumberyard, why should he or she have to show a receipt at the kiosk before leaving? Why is this control necessary?
Keeping a tight control on inventory is necessary to inhibit theft of Lumbardi’s property. Without evidence of payment in the form of a sales receipt, anyone could claim they purchased materials and walk off the lumberyard with merchandise that wasn’t paid for. The check register personnel and the person at the kiosk checking sales receipts serve as a double-check for the company to ensure that merchandise isn’t stolen or inadvertently taken from the store.
3. At Kathy’s K-9 Care, cash sales aren’t always accounted for and sales receipts aren’t prenumbered. The owner has noticed that the pet shop makes more money when she’s present, but she believes that because she has a vested interest in the business, she’s a better salesperson than her hired help.
What are the internal control problems at Kathy’s K-9 Care? How could they be remedied?
Kathy may find that it isn’t necessarily her ability to sell but perhaps a dishonest sales clerk that allows for fewer sales to be recorded and less revenue to be collected when Kathy isn’t in the shop. When cash isn’t accounted for at the time of the transaction, the opportunity for an employee to steal cash is increased. Prenumbered receipts would allow the owner or bookkeeper to cross-check the inventory that was sold with the revenue that was earned. Discrepancies could be remedied quickly if this process was done daily. Bonding employees is another option, although many small businesses can’t afford it.
4. Faye’s Fashions does a very good business in women’s clothing. There are numerous deliveries from wholesale garment manufacturers each day and therefore many invoices that must be paid on a regular basis. Nadia is in charge of authorizing invoice payment and making sure that no payments are made without first receiving the clothing and accessories. She examines thoroughly all supporting documents such as receiving reports, purchase requisitions, freight bills, and any other paperwork that indicates a shipment should be received and paid for.
Why is cross-checking receipts with paperwork a necessary control at Faye’s Fashions?
Cross-checking receipts with the necessary paperwork allows the company to keep track of what was ordered, delivered, and paid for. Without this attention to detail, items could be delivered and not paid for, items that were ordered may not get delivered, and items may get invoiced, paid for, and then not delivered. Keeping track of the money and the merchandise in an organized, systematic manner is a vital function of accounting.
5. In Scott’s Psychotherapy office, where he and other therapists pool their resources to pay for secretaries, bookkeepers, and support staff, postage and petty cash aren’t accounted for in any systematic way. The doctors simply “ante up” once a month to fill the coffers for incidentals that the employees need from time to time. About the same time that the newest secretary was hired, business started booming and the doctors had to increase the money each of them donated to the general petty cash fund.
What are the internal control problems at Scott’s Psychotherapy office? How could they be remedied?
The therapists at Scott’s Psychotherapy office building are at risk of employees pilfering their assets because there’s currently no record of cash and postage coming in or going out. This problem could be remedied by implementing accounting controls such as a cash register for all cash deposited and spent and a post register for all stamps purchased and used. These registers would indicate all the details necessary to follow the money/stamps. For example, the date, the amount, and the use of each item should be recorded. Also, one person should be responsible for keeping petty cash and only one of the therapists should replenish the petty cash fund after the receipts have been presented to prove payments were made. Bonding employees is another option, although many small businesses can’t afford it.
6. The Jelly Bean Factory produces the best jelly beans in the world and not surprisingly has lots of controls in place. For example, the accountant, Manuela, who signs the payroll checks knows all employees by name, scrutinizes the total payroll each month, and knows approximately what the total employee expense should be each month.
Why should this particular accountant at the Jelly Bean Factory be so familiar with the employees with whom she doesn’t really work directly? Why is this control necessary?
Knowing all employees and how much they should be paid allows the company to keep track of employee expenses. If the accountant didn’t have such an intimate understanding of whom the employees are and what they cost the business, it may be possible for someone to fill out more than one timecard or record additional hours not worked on a timecard. Not only would money be lost through wages for work not performed and possibly insurance costs, but also as tax collection agents for the government, the company’s tax consequences of additional employees that didn’t perform additional work would be substantial.
7. Gus’s Gizmos is a gadget shop. Gus has a small staff to help him with the sales, repairs, and bookkeeping. He has many customers to whom he extends credit. After a year of nonpayment, Bob the bookkeeper simply writes off the nonpayment as bad debt. Even Bob and some of his relatives have taken advantage of this lax repayment policy.
What are the internal control problems at Gus’s Gizmos? How could they be remedied?
Apparently, people know that Gus doesn’t go after people who don’t pay him, so he ends up giving away his merchandise to unscrupulous employees and customers. At least some of the bad debt incurred may be collectible through a collection agency. Companies that don’t even attempt to collect the money owed may incur greater loss in the long run when people learn that they don’t try to make people pay. Gus needs to take responsibility by approving all write-offs of bad debts. Perhaps that will wake him up to the fact that he is giving away a lot of merchandise rather than actually selling it!
8. At Henrico’s Hardware, one employee, Jasmine, receives invoices to be paid, providing they’re legitimate. A legitimate invoice will have a requisition, pertain to the hardware business, and the list price for the item(s) will be in line with market prices. Once the employee verifies a legitimate invoice, she authorizes payment by initialing it and forwarding the bill onward for payment.
At Henrico’s Hardware, why does one person authorize payment and another person make the payment? Why is this control necessary? Why not simplify matters by having the same person authorize and pay the bill?
The reason you have two people or more involved in the payment process is so that employees don’t have an opportunity to pay themselves without a legitimate reason. Having one person authorize and another make the payment is an example of segregation of duties and of checks and balances that companies put in place to safeguard their cash.
9. The Paint Store is growing so fast that the owners can’t keep up with the bookkeeping aspect of the company. They can barely keep enough salespeople on the floor to assist all of their customers. As soon as they hire an accountant to help sort out their actual earnings and expenses, they find out that when customers report discrepancies on their statements, no one has been trying to reconcile the problems.
What are the internal control problems at The Paint Store? How could they be remedied?
Whenever items are returned and not recorded, items are overcharged and not corrected, or items are undercharged and not corrected, the actual financial state of the business is not known. One of the most important aspects of the accountant’s or owner’s job is to establish a true picture of the financials by tracking the money flow in and out of the company so that good decisions may be made. One remedy could be that at least two people are made evaluators for statement discrepancies. One person would handle the problem with the customer and the other would be responsible for recording and correcting the problem internally by creating a paper trail. Bonding employees is another option, although many small businesses can’t afford it.
10. Wally’s Warehouse Stores pays employees to check customers’ receipts as they leave. These clerks look to see that the items on the receipt are the same as the items in the basket. Their job is to make sure that no extra items are in the basket and that customers don’t leave without all of the items they paid for. Once the items on the receipt have been verified as the items in the basket, the clerk draws a line with a permanent marker through the receipt.
Why does Wally’s Warehouse Stores draw a line through its customers’ receipts upon leaving? Why is this control necessary?
Having an extra employee use the register receipt to double-check the work of the checker and the customer helps ensure that all of the items in the basket and under the basket were paid for. Inventory controls help the company keep track of its inventory. As an added insurance, employees could rotate through this front-door duty so that customers don’t get too friendly with the last internal control check before leaving the store. As large amounts of inventory are sold quickly and many people flow through the doors, it’s easy for the checkers to put items in the wrong basket, to accidentally leave some items out of the basket, and for customers to make mistakes or purposely shoplift.
Teacher Resource 14.4
Quiz: Internal Controls
Directions: Choose one of the three ideas below to illustrate your understanding of internal controls. If you have an idea that would work better for you, ask your teacher if you may use your business idea to illustrate your understanding of internal controls.
[bookmark: OLE_LINK1][bookmark: OLE_LINK2]First, think about the actual transactions that would occur in the business you choose and make a list of a series of events that may take place over the course of a day. Use what you learned from the various activities during this lesson as the foundation for your answer. Remember the purpose of internal controls: to protect the assets of a company. The assets include cash, inventory, tools, equipment, and so on.
Then consider the transactions you listed and think of at least four internal controls for your business. For every internal control you illustrate, state your rationale for that control. You must name at least four internal controls that would protect the assets of the business and state how those controls would have the intended effect. The more controls and supportive reasoning you can think of, the better!
Use a separate sheet of paper to write down your responses. Be sure to include your name and today’s date.
· Bake sale for the finance club
· School store for the accounting class
· Lemonade stand in your neighborhood
Teacher Resource 14.5
Answer Key: Internal Controls Quiz

Answers will vary and may include the following:
Segregation of duties: The students selling the inventory are different from those counting the money at the end of the day. Also, they are different from those who donated the inventory. The student in charge needs to compare the amount of cash received with the number of items sold to verify the correct amount of money was received. Use a cash register and/or safe to lock up money and ensure that only the manager in charge has the combination. In the case of a school store, someone needs to verify receipt of items before payment is approved. Also, one person needs to write checks and another person should be the authorized signer. When different students serve different functions of the business, it minimizes the chances that one person will have an opportunity to take advantage of the flow of money at any point in time.
Rotation of duties: Different students could rotate through the various jobs such as selling, counting the money, and counting the beginning and ending inventory. As different students perform the various duties throughout the business session, they’d have to sign off on how much cash and inventory was on hand at the beginning and end of their shift. In this way there would be less chance of workers pocketing cash or inventory during their time on a particular job.
Budgeting: If the club/business decides ahead of time how much money it wants to make, then it can figure out how much inventory it has to sell to achieve that goal. After beginning inventory has been procured and recorded at the start of the sale, that amount can be compared with the ending inventory and the money that was earned at the end of the sale. Someone needs to be responsible for making bank deposits and reconciling the checking account, if there is one. Having expectations in terms of cash and inventory allows the owners one measure of internal control, because if the expectations aren’t met, an investigation may uncover the cause of the discrepancy.
Inventory control: One person could act as greeter at the table where the sales take place and oversee the transactions to make sure that people leave with only what they pay for. In this way, the inventory and cash are tracked, the salespeople aren’t tempted to give freebies to their friends, and friends aren’t tempted to ask the salespeople for freebies.
Cash control: All money should be deposited in the bank daily or counted, recorded, signed off by at least two interested parties, and kept in a safe until it can be deposited. Keeping a close eye on the cash will make it less likely to disappear.


Teacher Resource 14.6
Key Vocabulary: Internal Controls
	Term
	Definition

	budgeting
	The process of predicting revenue and expenses for comparison purposes. If expectations aren’t met, an investigation may take place to reveal the cause of the discrepancy. Conversely, budgeting is planning for each dollar received so the money can be used effectively and to avoid overspending.

	controls
	Policies and procedures companies follow to safeguard their assets.

	independent verification
	The practice of having one employee check the work of another employee who either has access to the assets or records the journal entries.

	internal controls
	Policies and procedures companies follow to safeguard their assets from employee theft.

	rotation of duties
	Different people taking turns doing the same job so that a fresh pair of eyes might notice discrepancies.

	segregation of duties
	Separating responsibilities among employees so that people in jobs who handle cash, inventory, or other assets are different from the people who account for those assets. This also applies to liabilities.
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Cash controls are a record of cash used to transact

business
I

Make a record of all cash used to transact business:

» Cash register with tape

« Safe with manual
register stored nearby

« Daily cash deposits to
the bank

» Writing checks for all
cash expenditures

How do cash controls safeguard the company’s assets?
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Segregation of duties separates handling of assets
from recording assets
B

« Segregation means to keep separate.
« Only authorized transactions are allowed.
« One person handles cash or other assets.

« Another person handles recording of assets.

What are some examples of segregation of duties?
How does segregation of duties safeguard the
company’s assets?
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Independent verification and documentation help to
identify discrepancies in employees’ work
B

« Many companies rotate duties
within the accounting department
so employees can verify each
other’s work.

« This enables workers to spot
discrepancies in the work of other
employees.

« Companies should have policies
about what files to keep, how
long to keep them, and how to
dispose of them properly.

What are some examples of rotation of duties?
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Internal controls safeguard company assets

« Internal control policies establish a standard for
employee honesty and accuracy.

« Internal control processes ensure adherence to that
standard.

« The business world uses six types of internal financial
controls:

o Strong leadership and a culture of integrity

o Sound personnel policies and supervision

o Security of assets, especially cash and inventory
o Segregation of duties

o Independent verification

o Documentation that supports valuations




