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Report on Internal Controls for Local Coffee

Local Coffee is a small, independently owned coffee shop in Saint Paul, Minnesota.  Located just off historic Grand Avenue, it is a bulwark for the environmentally conscious consumer.  The shop uses fair trade products as much as possible, and even serves smoothies in biodegradable plastic cups made from corn.  This environment fosters a sense of community that is truly an asset to the store; customers and employees enjoy a geniality not found in every coffee house.  Unfortunately this atmosphere also tends to reduce the utilization of internal controls.  It is my belief that there are many specific weaknesses in the internal controls of Local Coffee that can be reduced or eliminated without risking the unique spirit the store represents.
Because the Grand Avenue area has historically had such low crime, Local does not have a real alarm system.  They do have security stickers on their windows, as well as fake video cameras.  As the neighborhood around the store continues to feel the effects of the mortgage crisis, it is likely that crime will worsen.  The store has two entrances, one on the street and one through the shopping center to which it is attached.  The shopping center entrance is secured by a sliding iron gate and a master lock.  It is also inherently protected by the security system of the mall itself.  An employee of Local who wishes to remain anonymous described the front door as being in such sorry shape that “a 12-year-old could kick it in”.  This represents a significant risk for burglary.  If the store were robbed there are several hundred dollars worth of coffee beans for the taking as well as thousands of dollars worth of machinery.  To reduce this exposure Local’s owner, Cathy Hauser, has a couple of options.  If the front doors were replaced, or reinforced by a sliding gate used after hours, theft would be discouraged.  If the appearance of such a gate is a concern for management, an alternative would be to have a very simple alarm system installed.  Such a system would be low cost, as it would only need to detect the pushing open of the front door.
Another physical weakness of internal control exists with petty cash.  Cathy keeps a drawer behind the counter with $344.00 in cash at all times.  This money is intended for emergency restocking of supplies like cream, or espresso.  The cash is not locked, and receipts from its use are not kept.  This situation is unacceptably risky.  At minimum, the petty cash should be in a lock box with a key held by senior employees.  Receipts from all purchases should be kept in a file with the box.  Another problem exists with how the petty cash is actually used.  In practice, employees use the petty cash as a change box.  They swap bills back and forth throughout the day without keeping any record.  This practice could lead to misstatements of earnings for the day, and encourages theft.  If employees regularly need to use the petty cash for this purpose, then there clearly is not enough change in the register to start the business day.  In the future this amount should be increased, which may ultimately eliminate the need for the petty cash all together.
As with many small businesses, Local has a problem making its cash deposits to the bank every single day.  Although it is store policy to make the deposit every night, in practice the envelopes pile up on Cathy’s desk in the office.  It is not uncommon for as many as three days worth of cash to be sitting in plain sight.  This practice represents a significant risk for employee theft.  While the office is reasonably safe from trespassing customers, it is entirely accessible to the Local workers.  There have been problems in the past where the deposits made at the bank did not match the initial count, indicating that theft had occurred.  There are a few different practices that could help to alleviate this concern.  It may not be practical for Cathy to run to the bank every single night, so this responsibility could be shared with senior employees.  As it stands, the employees already have access to the cash until it gets to the bank.  Handing them the envelope to make the deposit doesn’t really create more responsibility than they already have.  Deposit receipts from the bank would still be used to verify accuracy.  If management is firmly opposed to this suggestion, it may be worth installing a simple lock box or safe in the office.  This would provide a secure location for storing the deposits, and would also be low cost.  Alternatively, placing a lock on the envelopes themselves would discourage an employee from sneaking into the back room and slipping out a few bills.  The best option, however, is to have employees make the deposits every night.  It costs no extra money and solves the problem without any extra effort on the part of management.
Oftentimes when shipments of inventory arrive to the shop, there are two employees on duty dealing with a major customer rush.  This leads to the shipment being signed for without much thought, and the boxes getting tossed to the side until the workers can look over them properly.  This haphazard way of receiving inventory is prone to error, and can lead to significant problems if a shipment is later discovered to be incorrect.  Furthermore, the responsibility for ordering inventory is unclear; sometimes it is done by management, and other times by senior employees.  The store has credit accounts at its suppliers, and so a phone call or a mouse click is all they need to do to initiate an order.  There is no easy solution to the problem of how to better receive inventory.  The small size of the store itself makes having three employees on duty impractical, and management is undoubtedly opposed to such a suggestion due to the cost.  If possible, Local should consult with its suppliers and shipping carriers to see if they can deliver supplies only at specific times of day, outside their busiest hours.  With such an understanding in place, the shippers would be better off and employees could perform a count of any shipments received before signing for them.  Whenever an order is placed on account, an invoice is mailed to Cathy at the shop.  However, because the invoices are sent to the store, it would be fairly easy for an employee to intercept an invoice to prevent her ever seeing it.  This could be remedied several different ways.  If the invoices were mailed directly to Cathy’s home, the system would be much more secure.  Alternatively, electronic notifications could be sent, which would then enjoy the security of her password.  It would also be practical to have all orders go through Cathy, who would be the only person authorized to place them with suppliers.  At bare minimum, a clear cut system of responsibility should be put in place to ensure that only specific people are ever placing orders.

When credit cards are used by customers, employees at Local regularly swipe and return them without verifying the signature on the back.  Although this may represent only a small risk to the store itself, it could become a serious problem.  This practice makes it easy for customers to fraudulently use credit cards.  If this were to happen enough, VISA or MasterCard could revoke the store’s right to accept the card.  This would certainly be bad for business.  All employees should be trained on proper evaluation of credit card signatures, and the procedure should be performed on every purchase.  It can be done while the credit card is being processed and typically adds little to no time to the transaction.  A skilled employee can even make small talk while this is being done.  
Another payment method concern exists regarding checks.  There are a handful of “special clients”, they are friends of Cathy’s, who the employees are told they may accept personal checks from.  It was a decision on the part of management to allow personal checks from these customers; however it may create a risky environment for employees.  If a new employee were confronted with an angry customer who wanted to pay by check, they may feel obligated to comply without knowing who the person really was.  It may also make employees feel that these customers are entitled to certain privileges when they should not be.  If personal checks are going to be accepted at all, it would be better from an employee perspective if the policy was uniform.  The current system encourages deviation from procedure and could lead to confusion.
At present, the power structure at Local Coffee is very simplistic.  Cathy Hauser is the owner and manager.  Her partner Nancy handles the accounting and tax issues for the business but is not involved in day to day operations.  Below Cathy is every employee of the store, all of whom share the same title and theoretically the same responsibilities.  After working at the store for some time there are token pay raises given, but nothing of substance.  Despite this, senior employees have very different expectations.  They are asked to help with ordering, any number of other administrative tasks, and they must train all the new employees.  As with most coffee shops, Local has fairly high turnover, but there are a handful of employees who have been there for several years.  It would make the implementation of stricter internal control easier if some of these employees were given titles and possibly pay increases reflective of the expectations placed on them.  This would help to give everyone in the store a very clear picture of who is supposed to be doing what.  In the current system, there can be a certain level of confusion surrounding activities like ordering until Cathy gives it her official “OK”.  Not only would the creation of an employee management structure strengthen internal controls on processes, it would likely improve worker morale.  The loyalty of an employee who has proven faithful for years ought to be rewarded, if it isn’t management sends a very negative message to everyone.

The current internal controls in place at Local Coffee shop are effective, but they can be expanded and improved greatly.  Cathy is the lynchpin of the whole system right now, and if she were sick or unavailable it would become increasingly unstable with every day.  It is understandable that a small business owner would want to keep an eye on everything that happens in her store.  However, by sharing responsibility with employees, but continuing to track the flow of cash, management can significantly increase the effectiveness of internal control.

