acific CPE
Management
Fraud & Fraud
Examination
Course #1103A
Auditing
2 Credit Hours
Support@PacificCPE.com

A • Cover

|

(800) 787-5313

PacificCPE.com

MANAGEMENT FRAUD & FRAUD EXAMINATION
Financial statement fraud almost always occurs with the knowledge or consent of management. This
course covers management fraud techniques as they relate to misstated financial statements. It also
covers the fraud theory approach and documentary and interview techniques.

LEARNING ASSIGNMENTS AND OBJECTIVES
As a result of studying each assignment, you should be able to meet the objectives listed below each
individual assignment.

SUBJECTS
Management Fraud
Fraud Examination
Study the course materials from pages 1 to 70
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10
Objectives:
• Recognize management fraud techniques as they relate to misstated financial statements.
• Identify the fraud theory approach and the methodology of such.
• Recall documentary and interview techniques.

NOTICE
This course is sold with the understanding that the publisher is not engaged in rendering legal, accounting, or other professional
advice and assumes no liability whatsoever in connection with its use. Since laws are constantly changing, and are subject to
differing interpretations, we urge you to do additional research and consult appropriate experts before relying on the information
contained in this course to render professional advice.
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EXAM OUTLINE
• TEST FORMAT: The final exam for this course consists of 10 multiple-choice questions
and is based specifically on the information covered in the course materials.
• ACCESS FINAL EXAM: Log in to your account and click Take Exam. A copy of the final
exam is provided at the end of these course materials for your convenience, however you
must submit your answers online to receive credit for the course.
• LICENSE RENEWAL INFORMATION: This course qualifies for 2 CPE hours.
• PROCESSING: You will receive the score for your final exam immediately after it is
submitted. A score of 70% or better is required to pass.
• CERTIFICATE OF COMPLETION: Will be available in your account to view online or
print. If you do not pass an exam, it can be retaken free of charge.
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CHAPTER 1: MANAGEMENT FRAUD
Chapter Objective
After completing this chapter, you should be able to:
• Recognize management fraud techniques as they relate to misstated financial statements.

The terms “management fraud” and “fraudulent financial reporting” are synonymous. The production of
financial statements is the responsibility of management. Therefore, financial statement fraud almost
always occurs with the knowledge or consent of management. Victims can be persons either inside or
outside the company. Insiders who are possible victims include directors, managers, and employees
who may suffer a loss of position, reputation or standing. Outside victims include investors, creditors,
depositors, suppliers, customers, partners, underwriters, attorneys, and independent auditors.

Financial Statement (Management) Fraud Defined
According to Elliott and Willingham, financial statement fraud is management fraud:
“The deliberate fraud committed by management that injures investors and creditors
through materially misleading financial statements.”
The responsibility for detecting management fraud largely has fallen to the accounting profession. Since
the early 1970’s, this responsibility has gradually increased. Standards for independent auditors are
set forth in Statements on Auditing Standards issued by the Auditing Standards Board of the American
Institute of CPAs. These auditing standards deal almost exclusively with the problem of materially
misleading financial statements (the organizational crime of management fraud) and very little with
embezzlement and larceny (the occupational crime of employee fraud).

Why Financial Statement Fraud Is Committed
False financial statements are used to make a company’s earnings look better on paper. False statements
sometimes cover up the embezzlement of company funds. Financial statement fraud occurs through a
variety of methods, such as valuation judgments and fine points of timing the recording of transactions.
These more subtle types of fraud are often dismissed as either mistakes or errors in judgment and
estimation. Some of the more common reasons why people commit financial statement fraud include:
• To encourage investment through the sale of stock
• To demonstrate increased earnings per share or partnership profit interests, thus allowing
increased dividend and distribution payouts
• To dispel negative market perceptions
• To obtain financing, or to obtain more favorable terms on existing financing
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• To receive higher purchase prices for acquisitions
• To demonstrate compliance with financing covenants
• To meet company goals and objectives
• To receive performance-related bonuses
This limited list of reasons shows that the motivation for financial fraud does not always involve personal
gain to the managers. The cause of fraudulent financial reporting is the combination of situational
pressures on either the company or the manager(s) and the opportunity to commit the fraud without the
perception of being detected. These pressures are known as “red flags.” If red flags indicating situational
pressures and opportunity are present, the risk of financial reporting fraud increases significantly.
Examples of situational pressures include:
• Sudden decreases in revenue or market share experienced by a company or an industry
• Unrealistic budget pressures, particularly for short-term results
• Financial pressures resulting from bonus plans that depend on short-term economic
performance
Opportunities to commit fraud generally arise from the lack of adequate oversight functions within the
company. However, the existence of an oversight function does not, in and of itself, guarantee the
detection of management fraud. The oversight functions must also respond effectively. The perception
of detection is arguably the strongest deterrent to fraud. Some of the more obvious opportunities for
management fraud are:
• The absence of, or improper oversight by, the board of directors or audit committee; or,
the neglectful behavior of the board or committee
• Weak or non-existent internal controls, including an ineffective internal audit staff and a
lack of external audits
• Unusual or complex transactions
• Financial estimates that require significant subjective judgment by management.

Financial Statement Schemes
In general, financial statement fraud occurs through (1) the overstatement of assets and income, and (2)
the understatement of liabilities and expenses. Misleading statements can also be caused by (3) false
or omitted disclosures in notes to financial statements. These misstatements produce higher earnings or
partnership profit interests or a more stable picture of the company’s true situation.
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To demonstrate these over/understatements, the typical schemes can be put in nine categories. Because
the maintenance of financial records involves a double-entry system, fraudulent accounting entries
always affect at least two accounts and, therefore, at least two categories on the financial statements.
While the nine areas described below reflect their financial statement classifications, keep in mind that
the other side of the fraudulent transaction exists elsewhere. It is common for schemes to involve a
combination of several methods. The nine general classifications are:
1.

Improper revenue recognition–form over substance

2.

Revenue recognition in the wrong period

3.

Improper sales accounting

4.

Improper percentage-of-completion accounting

5.

Inadequate disclosure of related party transactions

6.

Improper asset valuation

7.

Improper deferral of costs and expenses

8.

Inadequacies or omissions in disclosures

9.

Omission of expenses, losses, and related liabilities

IMPROPER REVENUE RECOGNITION
Improper revenue recognition—form over substance—involves sham transactions made to enhance
the reported income or per share earnings. A common scheme in this area is less-than-arm’s-length
transactions. These transactions will falsely enhance the ordinary earnings of a company. This scheme
can occur in a single year or over several years.

Less-Than-Arm’s-Length Transactions
These transactions can be particularly difficult to detect because they generally require a co-conspirator’s
participation. Potential co-conspirators can be inside or outside the company, an affiliated or nonaffiliated company, or a related or non-related party. Generally, the co-conspirators receive some benefit
from the less-than-arm’s-length transaction.
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