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FRAUD AWARENESS AUDITING  
& INTERNAL CONTROL

Auditing for fraud can be very challenging. It has the aura of detective work. This course covers the 
nature, signs, prevention, and detection of fraud as it relates to performing financial statement audits. 
It Identifies types of fraud, characteristics of fraudsters, and conditions that make fraud possible. It also 
covers internal controls as they affect financial recordkeeping and reporting 

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

Fraud Awareness Auditing
Overview of Internal Control

Study the course materials from pages 1 to 75
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10

Objectives:

• Recognize the nature, signs, prevention, and detection of fraud as it relates to performing financial 
statement audits.

• Identify types of fraud, characteristics of fraudsters, and conditions that make fraud possible.
• Recall fraud prevention methods and fraud detection signs.
• Recognize internal controls as they affect financial recordkeeping and reporting.
• Identify various elements that make up a financial reporting control system.

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.

© Pacific CPE, LP 2020

Program publication date 1/28/19
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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: FRAUD AWARENESS AUDITING

Chapter Objectives
After completing this chapter, you should be able to:

• Recognize the nature, signs, prevention, and detection of fraud as it relates to performing financial 
statement audits.

• Identify types of fraud, characteristics of fraudsters, and conditions that make fraud possible.
• Recall fraud prevention methods and fraud detection signs.

Auditing for fraud can be very challenging. It has the aura of detective work—finding things people want 
to keep hidden. However, auditing and fraud examination are not easy. They should only be pursued by 
persons who have proper training and experience. Thus, fraud awareness for independent auditors and 
internal auditors is the focus of this chapter.

INTRODUCTION

This chapter is not intended to make you a fraud examiner or fraud auditor. Its purpose is to heighten 
your familiarity with the nature, signs, prevention, detection, and reaction to fraud that can enable you to 
perform financial statement audits with awareness of fraud possibilities.

Users of audited financial statements generally believe that one of the main objectives of audits is fraud 
detection. External auditors know the issue is very complex, and they fear the general view that their 
work should ferret out all manner of major and minor fraud and misstatement in financial statements. 
This difference in viewpoints is one of the chronic ‘’expectation gaps’’ between external auditors and 
users of published financial statements.

Part of the gap arises from the ability and expertise needed to be a fraud examiner or fraud auditor. Most 
of the trained and experienced fraud examiners come from government agencies, such as the Internal 
Revenue Service (IRS), Federal Bureau of Investigation (FBI), U.S. Government Accountability Office 
(GAO), U.S. Securities and Exchange Commission (SEC), U.S. Department of Justice, and various 
police departments. Alumni of these agencies often practice as consultants and fraud examiners, but 
few of them enter public accounting to become financial statement auditors. So, what are most financial 
statement auditors to do? One option is to become more aware of fraud possibilities so they can perform 
a limited set of procedures and determine when it is necessary to call upon people with greater fraud 
examination expertise. Financial statement auditors need to understand fraud and potential fraud 
situations, and they need to know how to ask the right kinds of questions during an audit.

DEFINITIONS RELATED TO FRAUD

Several kinds of ‘’fraud’’ are defined in laws, while others are matters of general understanding. Exhibit 
6-1 shows some acts and devices often involved in financial frauds. Collectively, these are known as 
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white-collar crime—the misdeeds done by people who wear ties to work and steal with a pencil or a 
computer terminal. In white-collar crime, there are ink stains instead of bloodstains.

EXHIBIT 6-1 AN ABUNDANCE OF FRAUDS

Fraud consists of knowingly making material misrepresentations of fact, with the intent of inducing 
someone to believe the falsehood and act upon it and, thus, suffer a loss or damage. This definition 
encompasses all the varieties by which people can lie, cheat, steal, and dupe other people.

Employee fraud is the use of fraudulent means to take money or other property from an employer. It 
usually involves falsifications of some kind—false documents, lying, exceeding authority, or violating an 
employer’s policies. It consists of three phases: (1) the fraudulent act, (2) the conversion of the money or 
property to the fraudster’s use, and (3) the cover-up.
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Embezzlement is a type of fraud involving employees’ or nonemployees’ wrongfully taking money or 
property entrusted to their care, custody, and control, often accompanied by false accounting entries and 
other forms of lying and cover-up.

Larceny is simple theft—for example, an employee taking an employer’s money or property that has not 
been entrusted to the custody of the employee.

Defalcation is another name for employee fraud, embezzlement, and larceny.

Management fraud is deliberate fraud committed by management that injures investors and creditors 
through materially misleading financial statements. The class of perpetrators is management; the class of 
victims is investors and creditors; and the instrument of perpetration is financial statements. Sometimes 
management fraud is called “fraudulent financial reporting.’’

Fraudulent financial reporting was defined by the National Commission on Fraudulent Financial 
Reporting (1987) as intentional or reckless conduct, whether by act or omission, that results in materially 
misleading financial statements.

The AICPA generally accepted auditing standards describe errors and fraud. Errors are unintentional 
misstatements or omissions of amounts or disclosures in financial statements. Fraud involves intentional 
misstatements or omissions in financial statements, including fraudulent financial reporting to deceive 
financial statement users (management fraud) and misappropriations of assets (defalcations) that 
cause material financial misstatements. Direct-effect illegal acts are violations of laws or government 
regulations by the company or its management or employees that produce direct and material effects on 
dollar amounts in financial statements.

Fraud auditing has been defined in courses conducted by the Association of Certified Fraud Examiners 
as: A proactive approach to detect financial frauds using accounting records and information, analytical 
relationships, and an awareness of fraud perpetration and concealment schemes.

Characteristics of Fraudsters

White-collar criminals are not like typical bank robbers, who are often described as “young and dumb.’’ 
Bank robbers and other strong-arm artists often make comic mistakes like writing the holdup note on the 
back of a probation identification card, leaving the getaway car keys on the convenience store counter, 
using a zucchini as a holdup weapon, and timing the holdup to get stuck in rush hour traffic. Then there’s 
the classic about the robber who ran into his own mother at the bank (she turned him in!).

Burglars and robbers average about $400 $500 for each hit. Employee frauds average $20,000, on up to 
$500,000 if a computer is used. Yet, employee frauds are not usually the intricate, well-disguised ploys 
you find in espionage novels. Who are these thieves wearing ties? What do they look like? Unfortunately, 
they “look like’’ most everybody else, including you and me. They have these characteristics:

• Likely to be married.

• Member of a church.


