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FRAUD EXAMINATION: PAYROLL, COST, 
INVESTMENTS, LIABILITIES, AND EQUITIES

This course covers elements of the payroll control system, various aspects of controls over the production 
cycle and functions of the finance and investment cycles and how to evaluate the controls over them. 

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

Payroll Accounting
Cost Accounting
Investments, Liabilities, and Equities

Study the course materials from pages 1 to 71
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10

Objectives:

• Recall elements of the payroll control system
• Recall various aspects of controls over the production cycle
• Recall functions of the finance and investment cycles and how to evaluate the controls over them

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.



 iii  •  Table of Contents 

TABLE OF CONTENTS

Chapter 1: Payroll Accounting 1
Payroll Cycle Typical Activities 1
Audit Evidence in Management Reports and Files 5
Audit Cases: Substantive Audit Procedures 9
Summary 14

Chapter 1: Test Your Knowledge 15
Chapter 1: Solutions and Suggested Responses 17

Chapter 2: Cost Accounting 19
Production Cycle Typical Activities 19
Audit Evidence in Management Reports and Files 23
Audit Cases: Substantive Audit Procedures 25
Summary 30

Chapter 2: Test Your Knowledge 31
Chapter 2: Solutions and Suggested Responses 33

Chapter 3: Investments, Liabilities, and Equities 35
Finance and Investment Cycle: Typical Activities 35
Control Over Accounting Estimates 42
Assertions, Substantive Procedures, and Audit Cases 44
Other Aspects of Clever Accounting and Fraud 57
Summary 60
practical Case Problems: Instructions for Cases 61

Chapter 3: Test Your Knowledge 67
Chapter 3: Solutions and Suggested Responses 69

Glossary 72

Index 77

Final Exam Copy 78



 1  •  Chapter 1: Payroll Accounting

CHAPTER 1: PAYROLL ACCOUNTING

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

• Recall elements of the payroll control system.

The payroll accounting cycle covers numerous activities from hiring and firing to pay distribution. This 
chapter contains sections on (1) typical control activities in the cycle, (2) the audit evidence available in 
management reports and files, and (3) case story-style explanations concerning discovery of errors and 
frauds. 

PAYROLL CYCLE TYPICAL ACTIVITIES

Most every company has a payroll. It may include manufacturing labor, research scientists, 
administrative personnel, or all of these. Subsidiary operations, partnerships, and joint ventures may call 
it “management fees’’ charged by a parent company or general partner. Payroll can take different forms. 
Personnel management and the payroll accounting cycle not only include transactions that affect the 
wage and salary accounts but also the transactions that affect pension benefits, deferred compensation 
contracts, compensatory stock option plans, employee benefits (such as health insurance), payroll taxes, 
and related liabilities for these costs.

Exhibit 10-1 shows a payroll cycle. It starts with hiring (and firing) people and determining their wage 
rates and deductions, then proceeds to attendance and work (timekeeping), and ends with payment 
followed by preparation of governmental (tax) and internal reports. One of these internal reports is a 
report of labor cost to the cost accounting department, thus linking the payroll cycle with cost accounting 
in the production cycle. Five functional responsibilities should be performed by separate people or 
departments. They are:

• Personnel and Labor Relations—hiring and firing.

• Supervision—approval of work time.

• Timekeeping and Cost Accounting—payroll preparation and cost accounting.

• Payroll Accounting—check preparation and related payroll reports.

• Payroll Distribution—actual custody of checks and distribution to employees.
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EXHIBIT 10-1 PAYROLL CYCLE

The following elements are part of the payroll control system.

Authorization

A personnel or labor relations department that is independent of the other functions should have 
transaction initiation authority to add new employees to the payroll, to delete terminated employees, to 
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obtain authorizations for deductions (such as insurance, saving bonds, withholding tax exemptions on 
federal form W-4), and to transmit authority for pay rate changes to the payroll department.

Authorization also takes place in the supervision function. All pay base data (hours, job number, 
absences, time off allowed for emergencies, and the like) should be approved by an employee’s 
immediate supervisor.

Authorization is also a feature of the timekeeping and cost accounting function. Data on which pay 
is based (such as hours, piece-rate volume, incentives) should be accumulated independent of other 
functions.

Approval of Fictitious Overtime
A supervisor at Austin Stoneworks discovered that she could approve overtime hours even though an 
employee had not worked 40 regular time hours. She made a deal with several employees to alter their 
work timecards and split the extra payments. Over a six-year period, the supervisor and her accomplices 
embezzled $107,000 in excess payments.

The employees’ time cards were not reviewed after being approved by the supervisor. The company’s 
payroll computer program did not have a valid data combination test that paid overtime only after 40 
regular time hours were paid. 

Custody

The main feature of custody in the payroll cycle is the possession of the paychecks, cash, or electronic 
transfer codes used to pay people. (Electronic transfer codes refer to the practice by some organizations 
of transferring pay directly into employees’ bank accounts.) A payroll distribution function should control 
the delivery of pay to employees so that unclaimed checks, cash, or incomplete electronic transfers are 
not returned to persons involved in any of the other functions.

Elements of custody of important documents are in the supervision function and in the timekeeping 
function. Supervisors usually have access to time cards or time sheets that provide the basis for payment 
to hourly workers. Likewise, the timekeeping devices (e.g., time clocks, supervisory approval of time 
cards or time sheets, electronic punch-in systems) have a type of custody of employees’ time-base for 
payroll calculations.

Recordkeeping

The payroll accounting function should prepare individual paychecks, pay envelopes, or electronic 
transfers using rate and deduction information supplied by the personnel function and base data supplied 
by the timekeeping-supervision functions. Persons in charge of the authorization and custody functions 
should not also prepare the payroll. They might be tempted to pay fictitious employees.

Payroll accounting maintains individual year-to-date earnings records and prepares the state and federal 
tax reports (income tax and Social Security withholding, unemployment tax reports, and annual W-2 
forms). The payroll tax returns (e.g., federal Form 941 that reports taxes withheld, state and federal 


