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UNDERSTANDING
THE ACCOUNTING
CHAPTER 7 STUDY
GUIDE:
MASTERING
INTERNAL
CONTROL AND
CASH
MANAGEMENT

A s  y o u  p r o g r e s s
t h r o u g h  y o u r
a c c o u n t i n g
coursework, few topics
carry as much practical
w e i g h t  a s  t h o s e
c o v e r e d  i n  t h e
Accounting  Chapter
7  Study  Guide.  This
chapter  serves  as  the
b r i d g e  b e t w e e n

theoretical  accounting
principles and the real-
world  safeguards  that
protect  a  business's
most liquid asset: cash.
W h e t h e r  y o u  a r e
preparing for an exam
o r  b u i l d i n g
f o u n d a t i o n a l
knowledge for a career
in  finance,  mastering
t h e  c o n c e p t s  i n
Chapter 7 is essential.
This guide will walk you
through the core ideas,
common  pitfalls,  and
effective  study
strategies to  help you
succeed.

What Is
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the
Accountin
g Chapter
7 Study
Guide

About?
Chapter  7  in  most
i n t r o d u c t o r y
accounting  textbooks
focuses  on  internal
c o n t r o l  a n d  t h e
management  of  cash
a n d  c a s h
equivalents.  While
e a r l i e r  c h a p t e r s
i n t r o d u c e  t h e
accounting  cycle  and
financial  statements,
Chapter  7  shifts  the
f o c u s  t o  h o w
companies  protect
their  resources  and
ensure the accuracy of
their  financial  records.

The  study  guide  for
this  chapter  typically
covers internal  control
p r i n c i p l e s ,  b a n k
reconciliations,  petty
cash  funds,  and  the
reporting  of  cash  on
the balance sheet.
Understanding  these
topics is not just about
passing  a  test.  It  is
about  learning  how
businesses  prevent
theft,  detect  errors,
and  maintain  reliable
financial  information.
These  are  skills  that
e m p l o y e r s  v a l u e
highly,  regardless  of
whether  you  plan  to
w o r k  i n  p u b l i c
accounting,  corporate
finance,  or  small
business management.

CORE CONCEPTS
COVERED IN THE
ACCOUNTING
CHAPTER 7 STUDY
GUIDE
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Internal
Control:
The
Foundatio
n of
Financial
Integrity
Internal  control  refers
to  the  policies  and
procedures  that  a
c o m p a n y  u s e s  t o
safeguard  assets,
e n s u r e  a c c u r a t e
accounting  records,
promote  operational
efficiency,  and
encourage  compliance
w i t h  l a w s  a n d
r e g u l a t i o n s .  T h e
Accounting  Chapter
7  S t u d y  G u i d e
e m p h a s i z e s  t h a t

internal  control  is  not
just  about  preventing
fraud.  It  is  also about
c r e a t i n g  a n
environment  where
financial  information  is
reliable  and  decision-
makers  can  trust  the
data they receive.

THE FIVE
COMPONENTS OF
INTERNAL CONTROL

Most  study  guides
break  internal  control
into  five  interrelated
c o m p o n e n t s ,  a s
defined  by  the
C o m m i t t e e  o f
S p o n s o r i n g
Organizations  of  the
Treadway  Commission
(COSO):

Control
Environment:
The overall
attitude of the
organization
toward internal
control. This
includes
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management's
integrity, ethical
values, and
commitment to
competence.
Risk
Assessment:
The process of
identifying and
analyzing risks
that could
prevent the
organization
from achieving
its objectives.
Control
Activities: The
specific policies
and procedures
that help ensure
management's
directives are
carried out.
These include
approvals,
authorizations,
verifications, and
reconciliations.
Information
and
Communication
: The systems

that capture and
communicate
relevant financial
information to
the right people
in a timely
manner.
Monitoring: The
ongoing
evaluation of
internal control
systems to
ensure they are
working as
intended.

KEY PRINCIPLES OF
INTERNAL CONTROL
ACTIVITIES

Within  the  control
activities  component,
t h e  A c c o u n t i n g
Chapter  7  Study
Guide  h igh l igh ts
several  key  principles
that  students  must
m e m o r i z e  a n d
understand:

Establishment1.
of
Responsibility:
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Assign specific
tasks to specific
individuals.
When
responsibility is
clearly defined,
employees are
more
accountable for
their actions.
Segregation of2.
Duties: Do not
give one person
too much control
over a
transaction.
Ideally, the
person who
authorizes a
transaction, the
person who
records it, and
the person who
handles the
related asset
should be
different
individuals.
Documentation3.
Procedures:
Use pre-
numbered

documents and
require that all
documents be
accounted for.
This creates an
audit trail that
makes it easier
to track
transactions.
Physical4.
Controls: Use
locks, safes,
security systems,
and limited
access to protect
assets. Cash
registers and
inventory
storage areas are
common
examples.
Independent5.
Internal
Verification:
Have someone
who does not
handle the asset
or record the
transaction verify
the accuracy of
the records.
Bank
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reconciliations
are a classic
example of this
principle.
Human6.
Resource
Controls:
Implement
thorough
background
checks,
mandatory
vacations, and
bonding of
employees who
handle cash.

The
Sarbanes
-Oxley
Act and
Its

Connectio
n to
Chapter 7
N o  m o d e r n
Accounting  Chapter
7 Study Guide would
be  complete  without
d i s c u s s i n g  t h e
Sarbanes-Oxley  Act  of
2002 (SOX). Passed in
the  wake  of  major
corporate  scandals  at
Enron,  WorldCom, and
others,  SOX  requires
p u b l i c l y  t r a d e d
companies to maintain
strong  internal  control
systems  and  to  have
those systems audited
annually. For students,
understanding  SOX
helps  expla in  why
internal  control  is
taken  so  seriously  in
the business world. The
law imposes significant
penalt ies  for  non-
compliance,  which  is
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why  companies  invest
heavi ly  in  contro l
procedures.

CASH
MANAGEMENT AND
CONTROL

Why Cash
Requires
Special
Attention
Cash is the most liquid
asset a company owns.
It  is  also  the  asset
most  susceptible  to
t h e f t  a n d
misappropriation.  For
t h i s  r e a s o n ,  t h e
Accounting  Chapter
7  S t u d y  G u i d e
devotes  considerable
a t tent ion  to  cash
management  and
control.  Cash  includes
c o i n s ,  c u r r e n c y ,
checks, money orders,

and  bank  deposits.  It
d o e s  n o t  i n c l u d e
postage stamps,  IOUs,
or  checks  that  have
been returned unpaid.

The Petty
Cash
Fund
Most  businesses  keep
a small amount of cash
on  hand  to  pay  for
minor  expenses  such
as  postage,  office
supplies,  or  employee
reimbursements.  This
is called a petty cash
fund. The study guide
typically  covers  the
three steps involved in
managing petty cash:

Establishing1.
the fund: The
company writes
a check to the
petty cash
custodian, who
cashes it and
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places the cash
in a secure
drawer or box.
Making2.
payments: As
employees need
minor items,
they submit
receipts to the
custodian, who
pays from the
fund and keeps
the receipts as
documentation.
Replenishing3.
the fund: When
the cash gets
low, the
custodian
presents the
receipts to the
accounting
department,
which issues a
check to restore
the fund to its
original amount.
At this point, the
expenses are
recorded in the
general ledger.

A  c o m m o n  e x a m

quest ion  involves
calculating the amount
needed  to  replenish
the fund or identifying
which accounts should
b e  d e b i t e d  a n d
c r e d i t e d  d u r i n g
replenishment.  Pay
close attention to  this
s e c t i o n  o f  y o u r
Accounting  Chapter
7  Study  Guide.

Bank
Reconcili
ations: A
Critical
Skill
O n e  o f  t h e  m o s t
i m p o r t a n t  s k i l l s
covered in Chapter 7 is
prepar ing  a  bank
reconciliation. A bank
reconci l iat ion  is  a
schedule that explains
the difference between
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t he  cash  ba lance
s h o w n  o n  t h e
company's  books  and
the  cash  ba lance
shown  on  the  bank
statement.  Differences
arise due to timing and
errors.

COMMON ITEMS
THAT CAUSE
DIFFERENCES

Deposits in
transit: Deposits
that the
company has
recorded but the
bank has not yet
processed. These
are added to the
bank balance.
Outstanding
checks: Checks
that the
company has
written and
recorded but
have not yet
cleared the bank.
These are
subtracted from

the bank
balance.
Bank service
charges: Fees
the bank deducts
from the
company's
account. These
are subtracted
from the book
balance.
Interest
earned: Interest
the bank adds to
the account. This
is added to the
book balance.
NSF checks:
Non-sufficient
funds checks
that were
deposited but
bounced. These
are subtracted
from the book
balance.
Errors: Mistakes
made by either
the company or
the bank. These
require
adjustments to
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the appropriate
balance.

When preparing a bank
reconciliation,  begin
w i t h  t h e  b a n k
statement balance and
the  book  balance.
Adjust  each  for  items
that have not yet been
recorded on the other
side.  The  goal  is  to
arrive  at  an  adjusted
balance that both sides
agree  on.  Once  the
r e c o n c i l i a t i o n  i s
complete,  journal
entries must be made
for any adjustments to
the book balance.

Reporting
Cash on
the
Balance

Sheet
C a s h  a n d  c a s h
e q u i v a l e n t s  a r e
reported  as  the  first
item  under  current
assets on the balance
s h e e t .  C a s h
equivalents are short-
term,  highly  l iquid
investments  that  can
be  converted  to  cash
within three months or
less. Examples include
Treasury  bills,  money
market  funds,  and
commercial paper. The
Accounting  Chapter
7 Study Guide  often
includes  guidance  on
h o w  t o  c l a s s i f y
restricted  cash,  which
is cash set aside for a
specific  purpose  and
n o t  a v a i l a b l e  f o r
general use. Restricted
cash  may  be  classified
as  current  or  non-
current  depending  on
when it will be used.
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STUDY
STRATEGIES FOR
THE ACCOUNTING
CHAPTER 7 STUDY

GUIDE

Focus on
the Bank
Reconcili
ation
Format
Many students struggle
w i t h  b a n k
reconciliations because
they  try  to  memorize
s t e p s  w i t h o u t
understanding  the
l o g i c .  I n s t e a d  o f
memorizing,  focus  on
the  purpose:  you  are
r e c o n c i l i n g  t w o
independent  sets  of
records.  The  bank's
r e c o r d s  a n d  t h e
company's  records

should  u l t imate ly
agree.  Work  through
s e v e r a l  p r a c t i c e
problems  unti l  the
process  becomes
second  nature.  Your
Accounting  Chapter
7 Study Guide should
i n c l u d e  s a m p l e
r e c o n c i l i a t i o n s .
Recreate them step by
step without looking at
the answers.

Use
Flashcard
s for
Internal
Control
Terminolo
gy
Chapter 7 introduces a
significant  amount  of
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terminology related to
internal control. Create
flashcards  for  terms
such as segregation of
duties,  independent
internal  verification,
bonding,  mandatory
v a c a t i o n ,  a n d
preventive  controls
ve rsus  de tec t i ve
controls .  Knowing
these  terms  will  help
you  answer  multiple-
choice  questions  and
write  strong  essay
responses.

Connect
Each
Principle
to a Real-
World

Example
One of  the best  ways
to  remember  internal
control principles is to
think  about  how  they
a p p l y  i n  r e a l
b u s i n e s s e s .  F o r
example,  why  does  a
restaurant require both
a server and a cashier?
That  is  segregation of
duties.  Why  does  a
retail  store  use  pre-
numbered  sales  slips?
That  is  documentation
procedures.  When you
connect a principle to a
concrete  example,  it
becomes  much  easier
to  recal l  during  an
exam.

Practice
Journal
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Entries
for Petty
Cash and
Bank
Reconcili

ations
T h e  Account ing
Chapter  7  Study
Guide  wi l l  a lmost
certainly  ask  you  to
prepare journal entries.
For petty cash, practice
the entries to establish
the  fund,  replenish  it,
and adjust it if the fund
size changes. For bank
r e c o n c i l i a t i o n s ,
practice  the  entries
t h a t  r e s u l t  f r o m
adjustments  to  the
book balance. Common
e n t r i e s  i n c l u d e
recording bank service
charges,  collecting

notes receivable by the
bank, and adjusting for
NSF checks.

COMMON PITFALLS
TO AVOID

Confusing
the Bank
Balance
with the
Book
Balance
A  frequent  mistake
s tuden ts  make  i s
mixing up which side of
the  reconciliation  to
adjust.  Remember:
i t e m s  t h a t  t h e
company knows about
but the bank does not
(deposits in transit and
outstanding  checks)
are adjustments to the
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bank  balance.  Items
that  the  bank  knows
about but the company
does  not  ( serv ice
charges,  interest,  NSF
c h e c k s )  a r e
adjustments  to  the
book  balance.  Keep
this distinction clear in
your mind.

Forgettin
g to
Prepare
Journal
Entries
A bank reconciliation is
not complete until  the
company  records  the
necessary  journal
entries.  These  entries
are  required  only  for
adjustments  to  the
book balance,  not  the
bank  balance.  Many
students complete the

reconciliation  correctly
but  forget  to  prepare
the  entries,  losing
valuable  points  on
exams.

Overlooki
ng
Restricte
d Cash
When  reporting  cash
on the  balance sheet,
be  careful  to  exclude
a n y  c a s h  t h a t  i s
restricted for a specific
purpose  unless  the
restriction will be lifted
within the current year.
M i s c l a s s i f y i n g
restricted  cash  is  a
c o m m o n  e r r o r  o n
e x a m s  a n d  i n
professional practice.

HOW THE
ACCOUNTING
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CHAPTER 7 STUDY
GUIDE FITS INTO
THE BIGGER

PICTURE

Chapter  7  is  not  an
isolated  topic.  The
i n t e r n a l  c o n t r o l
concepts  you  learn
here  will  reappear  in

later chapters covering
accounts  receivable,
inventory,  and  fixed
assets.  For  example,
t h e  p r i n c i p l e  o f
segregation  of  duties
applies just as much to
t h e  p e r s o n  w h o
approves


