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The Strategic Imperative of Treasury Internal Controls

In the modern corporate landscape, the treasury function has evolved from a back-office administrative unit into a
strategic nerve center. Responsible for managing an organization's liquidity, funding, and financial risk, the treasury
department handles high-value transactions that can significantly impact a company's solvency and reputation.
Consequently, the implementation of a robust system of internal controls for treasuryis not merely a compliance
requirement but a fundamental necessity for institutional survival. These controls serve to safeguard assets, ensure
the accuracy of financial reporting, and promote operational efficiency by mitigating risks such as fraud, error, and
market volatility.

Technical frameworks for treasury controls, often inspired by the COSO (Committee of Sponsoring

Organizations of the Treadway Commission)framework, emphasize a multi-layered approach. This involves
establishing a control environment, assessing risks continuously, implementing control activities, maintaining
information systems, and conducting regular monitoring. For organizations ranging from small businesses to global
enterprises, the treasury's ability to manage foreign exchange (FX), interest rate fluctuations, and commaodity price
risks depends heavily on the integrity of its internal procedural architecture.

Core Theoretical Framework: The Three Lines of Defense

To understand treasury controls at a professional level, one must apply the Three Lines of Defensemodel. This
model provides a structured way to assign responsibilities and ensure that no single point of failure can jeopardize
the organization’s financial health.

 First Line: Operational Management. This includes the treasury staff who execute transactions. They are
responsible for maintaining effective internal controls and executing risk and control procedures on a day-to-day
basis.

e Second Line: Risk Management and Compliance. This function (often the Middle Office) monitors the first line.
They set the boundaries, such as VaR (Value at Risk) limits or counterparty credit limits, and ensure that the
treasury team operates within the Board-approved Treasury Policy.

e Third Line: Internal Audit. This provides independent assurance to senior management and the Board.
Internal auditors evaluate the effectiveness of the first and second lines, ensuring that the control environment is
not only designed well but is also functioning as intended.

Taxonomy of Treasury Risks

Effective controls must be mapped to specific risk categories. In a technical treasury environment, these are
categorized as follows:



Risk Category

Liquidity Risk

Market Risk

Credit Risk

Operational Risk

Description

The risk that the organization cannot
meet its short-term financial
obligations.

Risk of loss due to changes in FX
rates, interest rates, or commodity
prices.

The risk that a counterparty (e.g., a
bank or investment partner) defaults.

Risk of loss from inadequate internal
processes, people, or systems (e.g.,

Primary Control Mechanism

Cash flow forecasting and maintained
liquidity buffers.

Hedge effectiveness testing and stop-
loss limits.

Approved counterparty lists and credit
rating monitoring.

Segregation of duties (SoD) and dual
authorization.

fraud).

Technical Analysis of Segregation of Duties (SoD)

The cornerstone of any treasury control checklist is the Segregation of Duties. The objective is to ensure that no
single individual has the capability to initiate, authorize, and record a transaction in its entirety. In a sophisticated
treasury department, the functions are typically split into three distinct modules: the Front Office, Middle Office, and
Back Office.

1.The Front Office (Execution)

The Front Office is responsible for interacting with financial markets. Their duties include negotiating rates for FX
trades, placing investments, and managing debt issuance. Key controls here include Dealing Mandates, which
specify who can deal in which instruments and up to what financial limits. Telephone recordingor  digital  audit
trails of electronic trading platforms (like Bloomberg or 360T) are essential for resolving disputes and deterring
unauthorized activity.

2.The Middle Office (Risk & Compliance)

The Middle Office acts as the watchdog. They perform independent valuations of financial instruments (mark-to-
market), monitor compliance with the Treasury Policy, and manage the Value at Risk (VaR) models. Technically,

the Middle Office ensures that the Front Office has not exceeded their delegated authority limits. For example, if
a dealer is authorized to hedge up to $50 million in EUR/USD, the Middle Office must flag any transaction that
pushes the total exposure beyond this threshold.

3.The Back Office (Settlement & Accounting)

The Back Office handles the administrative side. Their primary technical tasks include Confirmation Matching and
Settlement. When the Front Office executes a trade, the Back Office receives an independent confirmation from

the bank. They must verify that the terms (rate, amount, date) match the dealer's input. Crucially, the Back Office
manages the Standard Settlement Instructions (SSIs), ensuring that funds are only sent to pre-approved,
verified bank accounts.

A Comprehensive Checklist for Treasury Internal Controls

For organizations seeking to implement a CPA-standard control environment, the following checklist provides a
granular breakdown of required procedures.



Section A: Governance and Policy

e Treasury Policy Approval: Is there a formal, Board-approved Treasury Policy that is reviewed at least annually?

e Delegated Authority Matrix: Is there a clear document outlining exactly who can sign off on various transaction
sizes?

¢ Bank Mandates: Are bank mandates current, and do they require at least two signatures for all manual
instructions?

Section B: Cash and Liquidity Management

Managing cash is the primary function of treasury. Controls must prevent the leakage of funds through
unauthorized transfers or "ghost" accounts.

« Daily Reconciliation: Are all bank statements reconciled to the General Ledger (GL) daily? Any discrepancies
should be investigated within 24 hours.

e Cash Flow Forecasting: Is there a rolling 13-week cash flow forecast? Technical accuracy here prevents
unnecessary borrowing costs or idle cash.

¢ Physical Security: Are online banking tokens and passwords stored securely? Multi-Factor Authentication
(MFA) must be mandatory for all banking portal access.

Section C: Foreigh Exchange and Derivatives

Derivatives (options, swaps, forwards) carry high risks and require specialized accounting treatments under
standards like IFRS 9 or ASC 815.

¢ Hedge Documentation: Is every derivative trade accompanied by formal documentation explaining the
underlying risk it is meant to hedge?

¢ Independent Valuation: Are derivatives valued using independent market data rather than just the
counterparty's provided valuation?

« ISDA Management: Are International Swaps and Derivatives Association (ISDA) agreements signed for all
counterparties to mitigate legal and netting risks?

Comparison of Manual vs. Automated Treasury Controls

As organizations scale, manual controls often become the primary source of operational risk. Modern Treasury
Management Systems (TMS) automate many of these checks.



Control Activity

Confirmation Matching

Payment Authorization

Limit Monitoring

Bank Reconciliations

Manual Approach (High Risk)

Physical comparison of bank faxes/
emails to internal logs.

Physical signatures on paper bank
instructions.

Spreadsheet-based tracking updated
at the end of the day.

Manual entry of bank statements into
ERP.

Automated/TMS Approach (Low
Risk)

Electronic matching of MT300 SWIFT
messages with internal trades.

Encrypted digital signatures with
workflow-enforced SoD.

Real-time dashboard with hard-blocks
on unauthorized trades.

Auto-import of MT940 files with rule-
based matching logic.

Procedural Execution: The Life of aTreasury Transaction

To illustrate the practical application of these controls, let us examine the technical workflow of a standard $10
million Foreign Exchange Forward contract.

1. Initiation: The Front Office identifies an exposure (e.g., an upcoming payment in JPY). They check the
Treasury Policy to ensure hedging is permitted for this currency pair.

2. Execution: The dealer requests quotes from three approved banks. The trade is executed at the best rate
and entered into the TMS.

3. Confirmation: The TMS automatically generates an internal confirmation. Simultaneously, the bank sends a
SWIFT MT300 confirmation message.

4. Matching: The Back Office (Middle Office in some structures) uses the TMS to match the bank's message
against the internal record. Discrepancies trigger an immediate investigation.

5. Settlement: Two days before the maturity date, the Back Office prepares the payment. The system ensures
the payment is sent only to the SSI (Standard Settlement Instruction) on file.

6. Authorization: A senior manager (who was not involved in the trade) reviews the settlement and provides the
final digital approval.

7. Accounting: The system automatically generates the journal entries, ensuring the General Ledger is updated
without manual intervention.

Advanced Risk Mitigation: Mathematical and Engineering Perspectives

In high-volume treasury environments, controls must integrate quantitative models. One such model is VaR (Value
at Risk). VaR estimates the maximum potential loss over a given time horizon with a specific confidence interval
(e.g., 95%). A technical control might involve setting a "VaR Limit." If a new trade would cause the portfolio's total
VaR to exceed $1,000,000, the system must prevent the trade from being finalized.

Furthermore, Stress Testing and Scenario Analysisshould be used as detective controls. By simulating an
"extreme but plausible" event—such as a 20% drop in a local currency's value—treasury managers can evaluate
whether their current liquidity and hedging controls are sufficient to prevent a breach of debt covenants.

Troubleshooting and Failure Mode Analysis

Despite rigorous checklists, treasury systems can fail. Understanding these failure modes is critical for continuous
improvement.



Scenario 1: Business Email Compromise (BEC)

The Failure:An attacker poses as a CEO or a vendor and requests an urgent "confidential® wire transfer. A
treasury clerk, feeling pressured, bypasses the standard dual-authorization process.

The Solution:Implement a "hard" technical block in the banking system that prevents any payment from being
released without two distinct digital signatures. Additionally, establish a "call-back” procedure where any change to
a vendor's bank details must be verified via a known, trusted phone number.

Scenario 2: The "Fat Finger" Error
The Failure: A dealer accidentally enters a trade for $100,000,000 instead of $10,000,000.

The Solution: Implement Reasonability Checksin the TMS. The system should flag or reject any transaction that
is significantly outside the historical average size or the dealer's specific limit.

Scenario 3: Undiscovered Bank Accounts

The Failure:A subsidiary manager opens a local bank account without notifying the central treasury, leading to
"hidden" cash that is susceptible to fraud and is not included in liquidity forecasts.

The Solution: Establish a global policy where bank accounts can only be opened with the signature of the Group
Treasurer. Conduct periodic Bank Circularization(confirming all accounts held under the company’s Tax ID
directly with financial institutions).

The Role of Internal Audit in Treasury

Internal audit's role is to verify the operating effectivenessof controls. They should not just check if a policy
exists, but if it is being followed. Audit procedures in treasury typically involve:

« Sample Testing: Selecting a random sample of trades and tracing them from initiation through to bank
statement reconciliation.

» Exception Reporting: Reviewing logs for any instances where a limit was overridden and checking for
documented management approval.

e Access Reviews: Ensuring that former employees have had their banking portal access and TMS credentials
revoked immediately upon termination.

Strategic Synthesis and Future Outlook

The landscape of treasury internal controls is shifting toward Real-Time Auditing and Artificial Intelligence. Al-
driven systems can now detect anomalous payment patterns that might escape human notice, providing an
additional layer of detective control. However, the foundational principles of transparency, accountability, and
segregation remain unchanged.

For any organization, the cost of implementing a comprehensive treasury control framework is negligible compared
to the potential loss from a single catastrophic event. By adhering to the checklists provided and maintaining a
culture of rigorous compliance, treasury departments can effectively safeguard their organization’s financial future.
The integration of technology, specialized personnel, and a Board-led mandate for risk management creates a
resilient environment capable of navigating even the most volatile global markets. Ultimately, a well-controlled
treasury is not just a defensive measure; it is a platform for financial stability that enables the broader business to
take calculated risks and pursue growth with confidence.
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