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Section 1: Understanding Segregation of Duties

Segregation of duties means dividing financial responsibilities so that no single person controls a
transaction from start to finish. In a large organization, different people authorize, process, record, and
review each transaction. In asmallrural Alaska municipality with one or two finance staff, that separation
is usually impossible — but the audit requirement does not go away. The solution is compensating

controls.

The Four Key Functions

Definition

Risk If One Person Controls
All

Compensating Control

Authorization Approving a transaction
before it occurs

Custody Handling cash, checks, or
assets
Recording Enteringtransactions in the

accounting system

Review Checking the work after itis
done

Unauthorized expenditures;
payments without proper
approval

Theft, loss, or diversion of funds

Errors go undetected; records
manipulated

Mistakes or fraud not caught

Mayor or council pre-approves
expenditures through budget adoption
and invoice signatures

Pre-numbered receipts; same-day
deposit; restricted check stock access

QuickBooks audit trail enabled; closing
date password held by mayor

Mayor reviews and signs reconciliations,
payroll, and reports monthly

The Core Principle

Auditors do not expect perfect segregation in a two-person office. They expect compensating controls.

A compensating controlis an alternative oversight procedure that reduces risk when traditional separation is not

possible.

The minimum standard: if one person performs multiple roles, another person must review the work and

document that review.

Documentation is everything. A control that exists but is not documented will be treated by auditors as a control

that does not exist.
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Section 2: Desighing Compensating Controls

Control Design Principle

1. Add independent review

2.Require signed evidence of
review

3. Increase oversight
frequency

4. Limit access where
possible

5.Use standardized logs and
checklists

6. Leverage technology

How to Implement It

Every key financial process must be reviewed by someone who did not prepare
it. In most small cities, this is the mayor. The reviewer examines the work,
confirms accuracy, and signs and dates the document.

Verbalapprovalis never sufficient. Acceptable evidence: signature, initials, and
date onthe document. Unacceptable: 'We talked about it' or 'The mayor knows
about it.'

Monthly review is the minimum. High-risk areas (cash, payroll, grants) may
warrant more frequent review. The more concentrated the duties, the more
frequent the oversight.

Restrict physical access to check stock, petty cash, and bank cards. Restrict
QuickBooks access using user roles. Hold the closing date password with the
mayor, not the clerk.

Maintain logs for cash receipts, disbursements, and journalentries. Use SNAPP
checklists (Monthly Close, Procurement, NPR-A Compliance) as built-in
control documentation.

Enable QuickBooks audit trail. Review it quarterly for unauthorized changes.
Use electronic payments where possible for automatic bank documentation.
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Section 3: Oversight Models for Small Offices

Choose the model that best fits your city's staffing and governance structure. Most small North Slope
cities use Model 1 or Model 3.

Model 1: Clerk handles daily Citieswith an active, Reviews and initials bank reconciliations; reviews and
Mayor operations; mayor engaged mayor who signs payroll summary; reviews and signs check register;
Oversight reviews monthly isavailable monthly reviews financial reports before council presentation
Model 2: 1-2 council members Citieswhere the Reviews financial reports and grant status; reviews large
Council assigned tofinance mayor isless disbursements; reportsto full council; asks questions
Finance oversight; monthly available but council | about unusual items

Committee review meetings isactive

Model 3: Mayor reviews monthly; Most cities — Mayor does monthly operational review; council receives
Hybrid councilreviews quarterly = provides two layers of | financial report package at every meeting; council reviews
(Mayor + oversight audit report and corrective actions

Council)

Model 4: CPA or accountant Citieswith complex Reviews QB data quality quarterly; assists with year-end
External performs periodic review | grants or limited local @ close and audit preparation;identifiesissues before the
Support oversight capacity auditor finds them

Model 3 Is the Strongest for Small Cities

Combining monthly mayor review with regular council oversight creates two independent layers of accountability.
If either layer fails (mayor is unavailable, council meeting cancelled), the other still provides coverage. Thisis the
model SNAPP recommends for most participating cities.
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Section 4: Process-Specific Compensating Controls

Financial
Process

Who
Performs

Compensating Control

Evidence

Cashreceipts

Disbursements /
check writing

Bank

reconciliation

Payroll
processing

Journal entries

Grant
expenditures

Financial
reporting

Year-end close

Cash theft;
unrecorded
payments

Unauthorized or
unsupported
payments

Errors concealed;
unauthorized
transactions
hidden

Ghost
employees;
incorrect pay
rates;
unauthorized
overtime

Manipulation of
financialrecords;
improper
reclassifications

Unallowable
costs; spending
outside scope

Inaccurate
reports submitted
to grantorsor
NSB

Data errors
lockedinto
audited financial
statements

Clerkor
assistant

Clerk
prepares

Clerk
reconciles

Clerk
processes

Clerkenters

Clerk
records

Clerk
prepares

Clerk
performs

Pre-numbered receiptsissued;
daily receipt log maintained;
same-day deposit; mayor reviews
monthly totals

Mayor reviews invoice and signs
check; no checkissued without
approved invoice on file

Mayor reviews, initials, and dates
every reconciliation within 15days

Mayor reviews payroll summary
before processing; council-
approved salary schedule onfile;
timesheets signed by supervisor

Alljournal entries documented
with written explanation; mayor
reviews journal entry listing
monthly

Allowability verified against grant
budget before recording; mayor
signs all drawdown requests
before submission

Reportsreconciled to QuickBooks
before submission; mayor reviews
andsigns all reports

Pre-audit self-assessment
completed; SNAPP advisor
reviews key items; closing date set
after audit

Receipt log; deposit slips; bank statement
matching

Signed invoice attached to check copy;
checkregister reviewed by mayor

Mayor initials and date on reconciliation
summary

Mayor signature on payroll summary;
signed timesheets; salary resolution

JE listing with explanations; mayor initials
on listing

Procurement checklist; mayor signature
on drawdown forms

Reconciliation worksheet; mayor
signature on report

Self-assessment checklist; closing date
confirmation
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Section 5: Documentation Standards

Thesingle most important rule in compensating controls: if it is not documented, auditors treat it as not
done. Every review, every approval, and every oversight activity must produce written evidence.

Strong Documentation Weak Documentation (Will Generate a Finding)
(Accepted by Auditors)

Signed and dated bank
reconciliation summary

Invoice with approval
signature and date before
payment date

Payroll summary with mayor
signature before processing
date

Council meeting minutes
noting financial report was
presented and discussed

Mayor initials and date on
check register

Written journal entry
explanationwith preparerand
reviewer signatures

The Evidence Rule

Reconciliation completed but no reviewer signature

Invoice on file but no evidence of approval

'Mayor verbally approved payroll' with no written evidence

Financial report prepared but no evidence council received it

Check register printed but unsigned

Journal entry in QB with no supporting documentation

! Verbal approvalis never sufficient. 'We talked about it' is not an internal control. The auditor's test is: can you show
me the document with asignature, initials, and a date? If you cannot, the control did not happen.
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Section 6: Common Audit Findings and Prevention

m Root Cause Consequence Prevention

Inadequate segregation
of duties

No evidence of
independent review

Lack of governing body
oversight

Informal approval
processes

One person controls all
financial functions with no

compensating controls

Controls exist informally
but are not documented

Council does not receive or
review financial reports

Expenditures approved
verbally or after the fact

Material weakness or significant
deficiency; documented in audit
report

Same as above —
undocumented controls =no
controls in audit terms

Control environment weakness;
demonstrates lack of
accountability

Authorization control weakness;
potential for unauthorized
payments
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controls per this guide;
document every review

Require signatures, initials, and
dates on everyreviewed
document

Financialreports as standing
agenda item; documented in
minutes

Require signed approval on
invoices before checks are
written
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Monthly Compensating Controls Checklist

Completethis checklist monthly to confirm all compensating controls were performed and documented.

Monthly Compensating Controls Checklist

oo o0 o oooolololo

Bank reconciliation completed for every account — reviewed and signed by mayor
Check register reviewed and initialed by mayor

Payroll summary reviewed and signed by mayor before each pay period was processed
All disbursements supported by approved invoices with signatures

Journal entries documented with explanations and reviewed

Cash receipt log maintained and reconciled to deposits

Grant expenditures verified against approved budget before recording

Grant reports reconciled to QuickBooks and signed by mayor before submission
Financial report package prepared and presented to council— noted in minutes
QuickBooks audit trail reviewed for any unusual or unauthorized changes

All control documents filed in the appropriate audit folder
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Glossary

Authorization The act of approving a financialtransaction before it occurs. One of the four key
functions that should be separated.

Compensating Control An alternative oversight procedure used when traditional segregation of duties
is not possible. Typically involves independent review and documented sign-
off.

Custody Physicalcontrol of cash, checks, or assets. One of the four key functions that

should be separated.

Independent Review Examination of completed work by someone who did not prepare it. The
foundation of compensating controls in small offices.

Recording Entering transactionsinto the accounting system. One of the four key functions
that should be separated.

Review Checking completed work for accuracy and compliance. One of the four key
functions that should be separated.

Segregation of Duties Dividing financial responsibilities among different people so no single person
controls a transaction from start to finish.
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Disclaimer

This guide is published by the Arctic Slope Community Foundation as part of the SNAPP Modified Virtual

Support Program. It provides practical guidance for implementing compensating controls in small
municipal finance offices.

SNAPP provides advisory and technical assistance only. This guide does not constitute legal, accounting,
or audit advice. Internal control requirements vary by funding source and regulatory environment.
Participating municipalities remain solely responsible for designing, implementing, and documenting
internal controls appropriate to their circumstances.

Arctic Slope Community Foundation | SNAPP | Page 10 of 10



	Section 1: Understanding Segregation of Duties
	The Four Key Functions

	Section 2: Designing Compensating Controls
	Section 3: Oversight Models for Small Offices
	Section 4: Process-Specific Compensating Controls
	Section 5: Documentation Standards
	Section 6: Common Audit Findings and Prevention
	Monthly Compensating Controls Checklist
	Glossary
	Disclaimer

