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Introduction

Fraud is a problem that occurs in all types of businesses. 

Documented frauds can be found in very small non-profit 
organizations as well as in multi-million dollar corporations. The 

costs can range from a few hundred dollars to millions of dollars, 

resulting in lost revenues and profits. Faced with the potential for 

diminished profitability, management should be more concerned with 
the issue of fraud. Many managers and executives consider fraud an 

unfortunate cost of doing business. However, it is a cost that 

business leaders can address. Internal controls have been called 

"protection from fraud and waste" (Whittington et al., 238), and an 

effective system reduces the possibility of fraudulent acts, thereby

diminishing the 

internal contro

extent of potential losses. However, even the best 

s do not catch all employee frauds, particularly 
management fraud. While fraud may still occur regardless of good 

internal controls, an effective internal control system is the best 

tool available to arrest fraud.

This paper's primary focus will be on employee and 

management frauds. Preventing these types of fraud through 

internal controls will be addressed by first defining fraud and then 

internal control. Next, the proper utilization of internal controls 

will be examined. Finally, solutions for businesses to consider for 

mitigating their losses from fraud will be explored.



What Is Fraud?

In order to see how internal controls can or cannot help 

prevent fraud, it is important to fully understand the nature of 

fraud. This section will begin with a broad definition of fraud, 

including the elements of fraud. Next, it will elaborate on the 

specific types of fraud as well as the stages of fraud. The reasons 

perpetrators target assets and the costs of fraud will also be 

discussed.
When thinking of fraud, it is common to think of an employee 

embezzling funds from the company coffers, or diverting funds from 

the company payroll to his or her pocket. However, fraud is much 

broader than just taking money. It can be removal of inventory,

any information to competitors in exchange for cash, 

ting the company's position in the financial

statements. In all of these examples, the common theme is deceit. 
Sometimes the person being deceived is within the company while 

other times the victim of a fraud is an outsider such as an investor.

diverting comp 
or misrepresen

The crime can be committed against the company itself, or the crime

can be performed on behalf of the organization. In all cases, the act 
of fraud has a cost which, as will be discussed later, often extends 

beyond financial losses.

By definition, fraud is "a broad term for all kinds of acts, 

which have as their objective, the gain of an advantage, to another's 
detriment, by deceitful or unfair means" (Gilmer 135). Within this 
definition are several key terms. "Deceitful" indicates that the 
person against whom the fraud is committed, either an insider or an
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outsider, is not aware of the act. The person committing the fraud 

is trying to mislead someone as to the truth. Further, it implies 

that circumstances surrounding the fraudulent act are not as they 

seem. The person committing the fraud either wants the action 

concealed completely, or wants the action to appear legitimate 

should it be noticed. Therefore, the person committing the fraud 

will manipulate the circumstances surrounding an illegal act, 

causing the act to look perfectly acceptable. For example, if an 
employee wrote him or herself an unauthorized check from the 

company, he or she might label the transfer of funds "Legal 

Expenses," a general account that could justify any number of 

transactions. In addition, the deception is deliberate; the criminal 

intended for the act to take place. It was not a mistake or an 

accident that caused someone to be mislead. In addition, the 

definition indicates that there is "the gain of an advantage to 

another's detriment." This sort of unfair gain denotes that the 

perpetrator is getting something he or she does not deserve; getting 

something for nothing and leaving the victim with a loss. In the 

legal sense, the perpetrator is not giving proper consideration for a 

transaction. Therefore, in its simplest form, fraud is a theft.

An additional term commonly used to define fraud is "trickery." 

In order for a trick to be successful, the victim must have 
confidence in the perpetrator. The element of trust is a key factor 

in the success of a fraud. People will be more skeptical of actions 
performed by someone they do not trust, and will be more careful 
about accepting what they are told. However, people will rarely 
check up on the actions of someone they have confidence in. Because
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of this fact, perpetrators of fraud are often trusted employees who 

have been with a business for many years. By having so many years 

of experience in the company, the employee gains a position with 

responsibilities and access to assets, making it easier to take the 

desired assets and subsequently conceal the act.

Another essential element in the success of a fraud is 

opportunity. "Opportunities refer to situations where fraud is easier 

to commit, where detection is not as likely, or where the probability 

of prosecution is low" (Albrecht et al., How to Detect 65). According 

to Thomas Golden, opportunities are created from within the 

organization. These opportunities are presented by some 

combination of the following three conditions: neutralized internal 

control systems, management that is "unaware of actions taken at 

lower levels," or worthless "penalties for improper behavior" (41).

If the victim trusts the perpetrator but keeps careful watch over the 

assets, the fraud will not succeed because the perpetrator would not 

have ample opportunity to obtain the assets.

While fraud was defined in its simplest form as a deception 

for unfair gain, the definition can be further refined. First, it can be 

divided into two large categories of deceit, constructive fraud and 

active fraud. Constructive fraud occurs when a person does not 

disclose all relevant information. For instance, if a person sells 

interests in a business without telling the buyer that several 

regulations would soon eliminate the business' main product, that 
would be constructive fraud. The seller acquires the buyer's money 
through an act of deceit. Active fraud occurs when a person 

deliberately makes up facts. For example, if a person sells interests
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in a business that does not even exist, active fraud would occur. 
Again, the seller obtains the buyer's money unfairly, giving no 

consideration.

Fraud can also be categorized according to the types of scam 

or perpetrator. One of these types is investment fraud. In this 

common sort of deceit, the perpetrator sells "fraudulent and usually 

worthless investments" (Albrecht et al., Fraud 6). A good example of 

an active fraud, an investment scam targets a great number of 

people unknown to the perpetrator. Charles Ponzzi, considered the 

inventor of investment fraud, told investors that he was going to 

take their cash and earn an unusually high return for them. In 
actuality, Ponzzi pocketed the money, nearly $20 million total, and 

made no investments at all. He was able to convince people to keep 
giving him their money because he accepted subsequent investments 

which he used to pay bogus returns on the initial cash that he had 

received.

A second type of fraud is known as vendor fraud. This type of 

fraud is committed by a person outside a company, and deals with 

the purchase and payment of goods. In this type of swindle, the 
vendor may overcharge the company for the goods the company 

purchased, or the vendor may not even ship goods for which the 

company has already paid. Additionally, the vendor may ship goods 

inferior to those that had been ordered. A vendor fraud may be 

committed by a lone vendor or "through collusion between buyers and 

vendors" (Albrecht et al., Fraud 6). Collusion occurs when there is a 
"secret agreement between persons... to do some act in order to 
defraud" (Gilmer 68) to cheat someone. Suppose a manufacturing
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company ordered 50,000 top quality bolts from a bolt vendor, and 

paid market value for those bolts. The vendor might ship only 

49,000 bolts, or the vendor might ship bolts made of an inferior, 

cheaper material while passing the bolts off as the top quality bolts 

ordered. In either case, the vendor has committed a fraud by 

receiving more money that it deserved and the manufacturing 

company loses because the bolts it received were not the quantity or 

the quality desired. In a vendor collusion, several bolt vendors 

would gather and set prices agreeable to all vendors, usually at a 

level well above the highest cost manufacturer. The agreed-upon 

prices would ensure that no one bolt vendor would not make a profit. 

The buyer loses by having to pay more, because the set prices do not 

allow for competitive market forces to establish prices that are 

usually lower than such set prices.

The next type of fraud, customer fraud, is similar to vendor 

fraud. Once again, the fraud is executed against the company by an 

outsider. In this case, the customer simply may not pay for what he 
purchased, or may trick the company into giving him something for 

nothing. For example, a customer may steal an item from a store.

To complete the fraudulent nature of that theft, the customer may 

be so bold as to bring the stolen object back to the store and request 
a refund. Once again, the perpetrator gets something he did not 

deserve, while the company loses either inventory or cash.

Finally, there is also a category of miscellaneous frauds that 

are usually not performed for financial gain. An example could be 
falsifying identification or altering signatures. In any case, the 
intent must be to deceive someone.
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Employee fraud and management fraud are the two remaining 

types of fraud. Both types are committed by one or more individuals 

within the company. Employee fraud involves the theft of company 

assets. According to Steve Albrecht et al., about 70 percent of all 

frauds are committed by someone acting alone (Fraud 257), for 
instance, an employee. Employee fraud can be broken down into two 

groups: direct fraud and indirect fraud. In a direct fraud, the 
"company assets go directly into the perpetrator's possession 

without the involvement of third parties" (Albrecht et al., Fraud 5). 

Such frauds include theft of petty cash, which the dishonest 

employee can immediately use for any purpose, or theft of inventory 
that the employee could use personally. For instance, an employee 

may walk out of work at the end of the day wearing a new pair of 

running shoes from a sporting goods store, or pack away a set of 

plates from a housewares company to take home later. Employee 
fraud may also include manipulation of a bank employee's personal 

account at the bank or the falsification of time sheets at a factory. 

There are as many different types of frauds as there are people to 

think them up.

Indirect employee fraud occurs when an employee is paid by 

third parties that deal with the company. Such a fraud would be 

characterized by kickbacks that an employee would receive in return 

for guaranteeing that the company give, for example, a construction 

job to the third party. The earlier example of an employee copying 

customer lists and receiving cash from a third party also fits the 
description of indirect employee fraud. In both cases, although the 
companies do not directly lose any assets, they are not being fairly
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and openly dealt with. The construction company would be paying 

too much for the construction job, resulting in a loss of income to 

competitors. Ultimately, assets are lost. In the customer list 

example, the company is losing out in competition, and loses as 

assets the customer lists.
Also occurring within a company, management fraud is a

deception by the leaders of a company, usually through the

manipulation of financial statements. One source describes it as: 
the intentional overstatement of 
corporate or unit profits, inspired, 
perpetrated, or induced by employees 
serving in management roles who seek 
to benefit from such frauds in terms of 
coveted promotions, job stability, 
larger bonuses, or other economic 
incentives and status symbols (Bologna 
20).

There can be many reasons for management fraud, but a common one 

is to make outsiders, usually investors, believe the company is 

better off than it really is. This type of fraud is what Jack Bologna 

calls a crime for the benefit of the company. When a company looks 

profitable on paper, investors will be more willing to contribute 

capital than if the company appears to be struggling in the 
marketplace. Further, when a company looks good, its managers 

receive benefits such as those listed above: promotions, bonuses, or 

other advantages. Actions to achieve this profitable appearance may 

include overstating revenue or assets, and understating liabilities or 
expenses. Techniques include recording sales for one year that were 
not made until the following year, known as holding the books open,
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or incorrectly recording the value of property held by the company. 

Sometimes a company will even record leased property as its own, 

increasing the apparent value of its assets. In a one-man 

management fraud, Barry Minkow, owner of ZZZZ Best Carpet 

Cleaning, wanted his company's image to be spectacular. Minkow 

started the company in 1981, when he was 15 years old. Although 

the company experienced rapid growth from 1983 to 1985, the 

growth was "not fast enough for Minkow" (Whittington et al. 146).

To this end, he gave investors "bogus inflated sales and earnings 

figures" (Wells 54) in order to raise cash. As his scheme 
progressed, Minkow obtained bank loans using falsified financial 

information, and finally went public with a stock offering. Before 

the fraud was uncovered in 1987, the market value of ZZZZ Best's 

stock was in excess of $211 million (Whittington et al. 146). He got 

what he wanted, because his company's image was outstanding, but 

Joseph Wells points out that 86% of ZZZZ Best's assets did not even 

exist (54).

Conversely, a manager can commit frauds against the company, 

in which case the company is the victim, much like a case of 

employee fraud. The motivation to falsify financial statements is 
for personal gain, rather than for the gain of the company. According 

to Bologna, "management defrauders do not usually embezzle funds 

or steal assets. They 'fudge numbers' and 'cook the books' so they 

can look like winners instead of losers, or they take a larger bonus 
home, or they get a much desired promotion" (42). While employee 
frauds are usually committed by single persons, involving dollar 

amounts that rarely affect the financial statements, management

9



fraud can often be quite large not only in numbers of dollars but also 

in numbers of people. In a rather disconcerting study by the 
Institute of Management Accountants reported in Fraud, "87 percent 

of managers were willing to commit fraud in one or more of the 

cases presented to them, if it would make their organizations look 

better" (Albrecht et al., Fraud 12). Such a large percentage of 

dishonest managers is an alarming prospect for the owners, 

investors, and creditors of companies. No one involved with an 

organization could ever be certain that the presentation of the 

company is accurate or honest.
According to Albrecht et al., the authors of Fraud: Bringing 

Light to the Dark Side of Business, there are three stages of fraud: 

first, the actual theft, second, concealment, and finally, conversion. 

The actual theft entails the act of taking assets. Assets may 
include cash, information, inventory, or materials that will be of use 

to the thief. The second element of fraud, concealment, includes 

hiding the fraud from others through manipulation of records, 

destruction of evidence, or other similar steps. In conversion, the 

final step of the fraud, the perpetrator spends the stolen cash or 

sells the stolen asset for cash and then spends the cash. For 

example, a theft would occur when an employee removes 

confidential customer lists from a business. To conceal the theft, 

the employee might make copies of the lists, as the originals would 

be missed. The employee would convert the stolen assets into cash 
by selling them to a competing business, and finally spend the cash 
received on a new car for him or herself. Albrecht et al. state 
several times that people who commit frauds rarely save the money
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they take; rather, in keeping with the idea of conversion, they spend 

it to receive instant gratification.
Above, it was stated that the first stage of fraud entails 

taking assets. Fraud considers the accounting equation:

Assets = Liabilities + Owners' Equity 

when discussing the reason why assets of a business, as opposed to 

some other portion, are targeted by a perpetrator. This equation 

needs to balance. Since no one wants to steal liabilities, and 

owners' equity is in the form of intangibles, assets are the logical 

target for theft. When the left side of the equation (asset accounts) 

decreases, the right side of the equation (liability and equity 
accounts) needs to decrease proportionately in order for the 

equation to continue to balance. If it did not, the fraud would be 

uncovered quickly. Liability accounts aren't normally tampered 

with, because if the perpetrator lowered a payable, and the company 

paid the altered amount, the receiving organization would quickly 

notify the company of the shortage, causing the fraud to be detected. 

The equity accounts of stock, dividends, and retained earnings are 

not usually tampered with because a small number of transactions 
take place in these accounts, and one that was unusual or 

unauthorized would readily be discovered. Therefore, Albrecht et al. 

reason, the only accounts left to balance out the shortage in assets 

are the income statement accounts: revenues and expenses. The 

revenue accounts would have to be decreased in order to balance the 

equation, but this action would be a red flag, because revenues 
rarely decrease in practical situations. The final category, then, is 
the expenses. By increasing expenses, it looks like the company
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spent more, and the Retained Earnings decrease as the assets 

decrease. An advantage to working with expense accounts is that 

they are closed out at the end of the year, thereby eliminating any 

lingering signs of the fraud.

To prevent theft of assets, it is important to know which ones 

are targeted most. According to a survey by one of the largest US 

accounting firms, KPMG Peat Marwick, the most common types of 

fraud in 1994 were credit card fraud, check fraud, inventory theft, 

petty cash theft, and creation of false invoices. Each of these 

specific frauds could be categorized as one of the different types of 

fraud explained earlier. As stated earlier, each fraud committed 

results in a cost to the victim. In the Peat Marwick survey, 501 

mid- and large-size companies of all types indicated their 
experiences with fraud. Seventy seven percent of the companies 

who responded to the survey reported at least one incident of fraud 
in 1994 (1994 Fraud Survey 2). The number of known frauds per 

responding organization can be summarized in the following table 

(1994 Fraud Survey 6):

Number of Fraud

Occurrences

Percentage of

Orqanizations, 1994

Percentage of

Orqanizations, 1993

1-5 44% 58%
6-10 14% 10%
11-20 10% 7%
21 and over 32% 25%
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As can be seen from the table, in 1994 the number of fraud 

occurrences per organization increased over the number of 

occurrences per organization in 1993. While the percentage of few 

fraud occurrences decreased, the amount of many fraud occurrences 

increased from three to seven percent. Over half the companies 

reported total losses due to fraud to be over $100,000. In 1994, the 

average cost of fraud per company was $117,000, while the total 

amount of fraud costs reported to KPMG was $224,000,000 (1 994 

Fraud Survey 7). Although false financial statement frauds were the 
least common (1994 Fraud Survey 2), they were the most expensive 

type of fraud, costing an average of $765,000 per company (1 994 
Fraud Survey 7). According to one source, "most organizations 

probably lose between 0.5 percent and 2 percent of revenues to... 
fraud" (Albrecht et al., "Reducing the Cost" 29). The goal of a 

business is to make a profit, but such a loss diminishes the 

business' ability to reach that goal.

The costs are more than just what the company loses directly 
and financially to the fraud. Additional costs come in the form of 

investigating the fraud, tying up loose ends if prosecution was 

pursued, and even hiring new employees. To the employees of the 

company, losses appear in the form of reduced benefits, and to 

investors, in the form of lowered dividends. Consider the earlier 

example of the manufacturer who received a shipment of bolts 

inferior to those it ordered. If the manufacturer uses these bolts, 

and they result in defective products, the manufacturer may be 
responsible for replacing the faulty goods, resulting in a loss of 

revenue. The flawed products could conceivably harm consumers
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who could sue the company for damages, resulting in unforeseen, 

revenue reducing expenses. Further, under the Federal Sentencing 

Guidelines, a federal bill passed in 1991, a company will be held 

responsible if an employee commits a federal crime, such as fraud. 

The punishment may amount to a fine of millions of dollars and even 

liquidation of the company's assets. Fraud is much more 

complicated than just losing assets. It results in amounts far 

beyond the cost of assets, so a concerned business should consider 

ways to reduce the occurrence of fraud.
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What Is internal Control?

Before examining how internal controls work to prevent fraud, 

internal controls must be defined. This section will first look at a 

business' objectives and how internal controls relate to those 

objectives. Next, the components of internal control systems will 

be identified. A short discussion on the dangers of ignoring internal 

controls is followed by a look at the feasibility of control 

structures in various sized businesses.
Companies often rely on systems of internal controls to 

prevent fraud. According to Zabihollah Rezaee, "strong internal 

control is a prerequisite for the success of any entity and the 

effectiveness of its management" (37). Further, Steve Albrecht et 

al. insist that "the surest avenue to fraud prevention and detection 

is a proper system of internal control..." (Albrecht et al., How to 
Detect 74). However, fraud prevention is only part of the purpose of 

a system of internal controls. Overall, the entire picture of internal 

controls relates to achieving the objectives of an organization. To 

fulfill the objectives of an organization, internal control systems 

use "policies and procedures established to provide reasonable 

assurance" (Whittington et al. 227) that the goals will be attained. 

Although the issue of finances plays a large part in the goals of the

* company, the objectives of a company are not just financial. They do

include the financial goals of safeguarding assets and providing 
reliable financial information, but extend to all areas and tasks 
within the company. Therefore, internal controls are also used to 

ensure efficiency as well as good employee relations.
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Rezaee breaks the corporate objectives into three categories: 

basic operating objectives, financial information purposes, and 

compliance aims. The first category, basic operating objectives, 

relates to primary goals such as efficient operation, making profits, 

and protecting assets. These are internal objectives that make the 

business operate smoothly. The next category, financial information 

purposes, deals with the fair and correct presentation of the 

company's financial position to outsiders. This objective is internal 

as well as external. Internally, the department managers need to 

discover whether they stayed on budget within their departments, 

and top managers use the statements to create new budgets and 

formulate plans for future operations. Externally, investors and 

creditors are interested in the status of the company while making 

decisions whether to invest or extend more credit. Compliance 

aims, the final objective cited by Rezaee, concern following the 
rules and regulations set forth by various regulatory agencies, such 

as the Securities and Exchange Commission (SEC) and the Financial 

Accounting Standards Board (FASB), and government laws such as 

the Federal Sentencing Guidelines and the proposed Financial Fraud 
Detection and Disclosure Act. The compliance objective is primarily 

external in nature, as the entity must follow the directives of 

outsiders in order to stay in business. Internal controls can assist a 

business in achieving all these objectives smoothly and without 

complications.

Efforts to obtain these objectives make use of three 
supporting components in the internal control structure: the control 
environment, the accounting system, and the control procedures
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(Bishop et al. 54). Both Rezaee and Albrecht et al. define the control 

environment, most basically, as the work atmosphere within the 
organization. They emphasize that the atmosphere is internally 

established, created by management. Specifically, the control 

environment
consists of the overall set of factors 
including the integrity, ethical values, and 
competency of personnel, the involvement 
of the board of directors and its audit 
committee, management's philosophy and 
operating style, and human resource 
policies and practices for assigning 
authority and responsibility (Rezaee 36).

Whittington adds that the control environment also has to do with 

the attitude of the company's leaders toward internal control (229). 
Management philosophy and operating style tie in to the control 

environment through the manager's attitude toward risk. How a 

manager perceives taking risks affects the way the company is run.

If the manager is aggressive, and relies heavily on earnings, the 

manager will be willing to undertake projects with more risk of 

negative outcomes, such as partial or total loss. However, the risk- 

accepting managers think that the possible high outcomes outweigh 

the possibility of any loss. In this type of atmosphere, there is more 

pressure to meet earnings, and this sort of pressure can have an 
adverse affect on the working environment. For example, a division 

employee may be directed to earn a certain percentage of the entire 
company's profits. If it does not appear possible, the employee may 
feel obligated to record some of next period's estimated sales in the 

current period in order to meet expectations. Or, workers may be

17



encouraged to fudge numbers and cut corners in order to stay on 

budget. A more conservative manager, on the other hand, may not put 

as much emphasis on earning a certain amount, and therefore will 

not place as much pressure on the employees to meet those earnings. 

The focus shifts from quantity to quality.

The organizational structure of the business is also an element 

of the control environment. It deals with the different 

responsibilities of each employee, and "provides a basis for 
planning, directing, and controlling operations" (Whittington 230). If 

each employee has a clear idea of what his or her duties are, the 

business can run more efficiently, thus helping to achieve the 

organization's objectives. An effective method of helping each 

employee understand his or her duties is to compile job descriptions. 

Each employee should not only have a copy of that description but 

also know what it says. A clear discussion can take place at the 

time of new-employee orientation. For current employees, meetings 

can be held at which managers explain the duties. It may also help 

the employees to know the roles of the other workers in the 

organization. For example, at the Helena Branch of the Federal 
Reserve Bank of Minneapolis, each department gave a presentation on 

the duties of the department. The presentations took place at 

monthly Branch meetings, which all employees attended.

Additionally, a code of conduct alerts employees as to what is 
expected of them and what is unacceptable, punishable behavior. 

These methods of informing employees allow the organization to run 
effectively and therefore profitably.
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Management plays a role in the control environment, as well. 

Their control methods help the employees further understand what 

is expected of them within the organization's objectives. One 

manner of exercising control is through the use of budgets. Not only 

does this tool establish goals, but also it enables management to 

evaluate the performance of the employees. By setting goals that 

management believes can be reasonably achieved, and then 

comparing actual performance to the desired results, management 

has a standard against which to measure whether the employees are 

performing as desired.
A final element of the control environment is the internal 

audit committee, which usually is found in large organizations. The 
duties of internal auditors are to examine the internal control 

system while scrutinizing all divisions within the organization to 

ensure the divisions are performing correctly. The audit committee 

reports its findings to management. Additionally, the audit 

committee monitors "top management of the organization, serving as 
a deterrent to management override of other internal controls and 

management fraud" (Whittington 234).

The second element of the internal controls system, the 

accounting system, is simply the system of records that preserve 

the daily accounts and all the activities that occur within and among 

the accounts. This element is most closely linked to the financial 

reporting objective of an organization. For instance, the accounting 

system should ensure that the records are up to date and free of 
mistakes. Additionally, the system should also assure that all 
transactions that have taken place regarding the company are
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accounted for in company records. From the account records, 

financial statements are prepared and reconciled, providing fair and 

accurate information to insiders as well as outsiders.

Control procedures, along with the control environment and 

accounting system, make up the internal control system. Several 

different types of control procedures make up the internal control 
system. Control procedures relate more to the daily duties within 

the organization than does the control environment, and are more 

directed toward reducing fraud than is the accounting system. They 

are "the policies, procedures, and rules that provide reasonable 

assurance that internal control objectives are carried out" (Rezaee 
36). Further, Rezaee contends that control procedures should be 

sufficient to guide the organization through internal and external 
changes, from shifts in management and product alterations to 

global competition and political activities (37). One example of 

control procedures is authorization of transactions. A business can 

establish general rules for authorizing transactions, usually 

instituted by management. However, sometimes transactions will 

fall outside the limits of the general rules, and need to be permitted 
specifically by a supervisor. For instance, a customer with an 

unusually large purchase or a first-time customer may require 
specific authorization before the transaction can be completed.

A second control procedure is segregation of duties. This 

procedure is designed to reduce the possibility of fraud or theft by 

ensuring that the assets of an organization are not completely 
handled by one person or department. Segregation of duties 

effectively puts a check and balance system in place, so that what
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one person or department does is verified by an independent person 

or department in the course of normal duties. An example would be 

the receipt and deposit of the daily revenues. One person should 

count the dollars received, while another person deposits those 

dollars. The two totals can then be separately verified. Further, 

when the time to reconcile bank accounts arrives, another employee 

should perform this task, comparing the record of the bank to the 

record of deposit held by the company.

For example, when a customer sends in a payment to a credit 

card company, the envelope carrying the payment goes to the 
mailroom. Here, the envelope is opened, often mechanically, and the 

remittance is placed in one bag while the statement is placed in 

another. One employee gathers the bag containing the remittance 

checks and counts the total. A different employee takes the bag 

with the statements and tabulates that total. Later, a third party 

independently verifies the two totals. By counting each separately, 

one employee does not have access to both remittance and 

statements. This ensures that the employee counting the money will 

not be able to personally deposit a check without the other employee 

noticing the difference between the two totals. The account bills 

sent to customers are a further verification on the employees 

collecting the money and statements. If one employee stole some of 

the remittances and the verification employee destroyed the proper 

statements in return for a share of the stolen money, the customer 

would notice that payment had not been recorded on his or her 
monthly account bill. The customer would then call the company to
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find out why the payment he or she had sent had not been credited to 

his or her account. The employees' theft would then be discovered.

A third effective control procedure that can be used by any 

size company is sufficient documentation. The organization should 

have forms and documents that will "create a record of the 

activities of all departments" (Whittington 236). The documents, 

like checks, purchase orders, and vouchers, should be serially 

numbered so that any out of place document will be noticed. The 

documents should have multiple copies so that they can be compared 
at later dates. For instance, a purchase order should have one copy 

for the department ordering the item, and one copy for the 
accounting department. Other copies may be distributed to other 

departments, depending on the authorization process of the 

organization.

Protecting assets and records is another control procedure 
that aids the organization in carrying out its objectives. Direct 

physical access can be controlled with safes, locks, fences, guards, 

and similar security measures. Someone might indirectly access the 

assets by falsifying documents which say the person is authorized 
to take the assets. Indirect access can be managed by document 

control and authorization procedures, as described above. The object 

of securing assets in such a manner is to prevent unauthorized 

persons from gaining access to the company's valuable assets. 

Additionally, the organization should maintain a well trained, 
competent security staff. The staff should focus on the daily flow 
of traffic to and from the organization, remaining alert for any 
unusual occurrences. Security should also extend to the procedures
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for moving materials and for storing materials, again looking for 

anything out of the ordinary. A sufficient security system, including 

security personnel, will protect the assets of an entity, the main 

target of a fraud perpetrator.
A final control procedure is the process of independent 

verification. This method merely compares records with assets on 

hand, and often complements the segregation of duties control 

procedure. Independently checking the work of individual employees 

verifies the accuracy of the work they perform, as well as 

eliminating the opportunity to commit fraud. Regular and frequent 

verification will notify employees that dishonest behavior will not 

be tolerated. How to Detect and Prevent Business Fraud cites a 

source who says "in every company, an attitude should exist in which 

employees feel that [spot checks] can occur at any time, without 

warning, as a normal and accepted part of operations" (74). Spot 
checks can take the form of "clerical checks, computer program 

controls, independent review reports, and reconciliations" 
(Whittington 237).

Rezaee adds two more elements to an effective control 

structure, as outlined in a report by the Committee of Sponsoring 

Organizations (COSO): communication and monitoring (35). He cites 

communication as an important component in the internal control 

structure that "should occur in all directions," and continues that 

"all people in the entity should receive a clear message from top 

management that internal control responsibilities must be taken 
seriously" (Rezaee 37). An area where communication is quite 

important is the organizational structure. Accurate, open
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communication about job duties is necessary for efficient, effective 

employees who understand their responsibilities. By monitoring the 

internal control system, the organization receives a continuous 

picture of how the system is working. The process of monitoring 

should include evaluations of "the effectiveness, adequacy, 

efficiency, and quality" of the system (Rezaee 37). In this way, the 

system may be altered if it is discovered that various procedures 

are ineffective, or if several procedures are not implemented as 

they should be. In large organizations, this duty lies with the 

internal auditors. Smaller entities rely on management to track the 

internal control attributes.

The purpose of internal controls is not only to prevent fraud,
but also to assist any organization in carrying out its objectives of

maintaining a successful business. It has been noted, however, that

"a poor internal control system increases the opportunities to

commit fraud" (Albrecht et al., How to Detect 74). Further, Albrecht

et al. state that
Unfortunately, most frauds are 
perpetrated in environments in which 
controls are supposed to be in place but 
are not being followed. Indeed, it is the 
overriding and ignoring of existing 
controls, not the lack of controls, that 
allow most frauds to be perpetrated 
(Albrecht et al., How to Detect 35).

A lack of controls or ignoring controls creates an opportunity for 

anyone in the organization to commit fraud. Therefore, businesses 
should be alert to the benefits of an effective internal control 
structure. The 1994 Fraud Survey by KPMG Peat Marwick cites
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internal controls as one of the top methods of uncovering frauds, the 

other method being notification by employees (2). Nearly thirty-five 

percent of the companies responding to the KPMG survey indicated 

that they will review and improve internal controls as a measure to 

reduce the possibility of fraud (13), while almost fifty percent of 

the responding companies have already taken those actions to 

control fraud (12).
Internal controls can be used in all types of entities -- large 

multimillion dollar businesses, not-for-profit organizations, and 

small establishments. They work for manufacturing and production 

concerns as well as for service and retail enterprises. The decision 

to implement internal controls requires a cost-benefit analysis, 

particularly in small businesses. Anyone can conceive a foolproof 
system designed to prevent all frauds, but the costs may go beyond 

the resources of the organization. Further, what it costs to put 

internal controls in place may exceed the value of the losses. 

Spending hundreds of thousands of dollars to eliminate losses of 

only a few thousand dollars does not make sense.

However, internal control systems do not have to be costly. 

They can be very simple procedures that put employees on notice 

that their actions are subject to review. Coupled with a healthy and 

honest working environment within the company, even the simplest 

arrangement of controls can be a very effective tool for deterring 

fraud.
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Fraud Prevention Through internal Controls

This section will address proper utilization of controls for 

fraud prevention. It examines situations that create opportunities 

for employee fraud and offers solutions that businesses might adopt 

to eliminate either opportunities created by the situations or the 

situations themselves. Then, the ineffectiveness of internal 
controls over management fraud is explored, followed by some ideas 

for constraints on top managers.
The act of fraud sabotages an entity's objectives. However, 

according to one source, "having an effective control structure is 
probably the most important step an organization can take to 

prevent and detect employee fraud" (Albrecht et al., Fraud 27). 

Additionally, fraud prevention will help companies "reduce the costs 

associated with fraud" (Albrecht et al., "Reducing the Cost" 30). 
However, eliminating fraud is not limited to prevention through 

internal controls, rather "fraud is reduced by lessening the 

pressures and opportunities to commit it, and by increasing personal 

integrity" (Albrecht et al., How to Detect 11 3). Organizations can 
reduce pressure through the control environment by dealing fairly 

and inclusively with employees, and enhancing the work 
environment. Opportunities to commit fraud can be reduced through 

control procedures by securing assets, maintaining accurate records, 

and using methods of control over employee responsibilities.

Personal integrity of employees can be increased by defining 
appropriate behavior, setting examples, and openly indicating 

consequences of committing fraud.

26



Albrecht and his co-authors, in How to Detect and Prevent 

Business Fraud, list several specific situational pressures that, if 

eliminated, could reduce the possibility of fraud. The first deals 

with an element discussed in the definition of internal controls: 

management philosophy and operating style. Reducing pressure on 

employees to perform up to "unrealistically high performance 

expectations" (Albrecht et al., How to Detect 182) will decrease a 

possible perceived need to commit fraud. Encouraging employees to 

participate in goal setting and budgeting helps reduce performance 

pressures. The employees will feel linked to performance rather 

than driven by it, causing a more cohesive work force. Such an 

atmosphere translates into more efficiency and a better chance of 

the company's objectives being carried out.
Another important method of enhancing the work environment 

is to "remove unnecessary obstacles blocking effective performance, 

such as obsolete equipment or inventory, insufficient working 

capital, and excess capacity" (Albrecht et al., How to Detect 183).
By allowing employees access to up-to-date resources, they will be 

better able to perform their duties, once again facilitating 

achievement of the organization's objectives.

A third pressure situation that management has the ability to 
adjust centers on personnel policies. Creating procedures for hiring, 

training, promoting, and firing that are not only fair but also 

uniform establishes an environment in which working is more 

relaxed. Employees will not be resentful of each other and will not 
disrespect management for making decisions with which the 

employees do not agree.
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Another situation that sometimes has a negative impact on the 

control environment occurs when companies operate under crisis 

conditions. Remodeling or rush projects are examples of crisis 

conditions. Usually, internal controls are pushed aside during crisis 

settings because of the chaotic atmosphere at the organization. 

Reduced attention to internal controls produces opportunities for 

employees to commit fraud. Although crisis situations cannot be 

completely eliminated, management can take steps to make the 

situation less stressful and disordered. Securing additional 

assistance for the accounting staff and the duties of record keeping 

assures that records will not be neglected. Most fraud occurs within 
accounting because of weak accounting systems. During crisis 

operations, accounting systems are in danger of becoming weaker or 

overlooked altogether. Added security may also be necessary to 

secure physical property.
Control procedures can also assist the organization in reducing 

fraud by eliminating the opportunities to commit fraud. Along with 

the reduction of situational pressures, the reasons to commit fraud, 

Albrecht et al. cite complementary methods of decreasing 

opportunities for fraud to occur. One way to reduce opportunities is 

to "maintain accurate and complete internal accounting records" 

(Albrecht et al., How to Detect 184). This step requires not only a 

carefully designed accounting system suitable to the specific 

organization, but also a competent professional staff in the 

accounting department. Along with a control procedure discussed 
earlier, segregation of duties, the company should not allow one 

person to have total control over a business area "that no one else
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observes or understands" (Albrecht et al., How to Detect 185). To 

accomplish this, each employee should be required to take an annual 

vacation. During the employee's vacation, another worker should 
take over the position. If the vacationing employee is participating 

in any illegal acts, the employee filling in should detect any 
irregularities. Job rotation within an organization and temporary 

assignments to other departments or positions also assist in 
preventing one employee from having too much power over one area. 

The employees can also be held accountable through budgeting and 
performance reports, as well as through ratio analysis of the 

financial statements. Ratio analysis is used to detect unusual 
differences in statements compared to past company statements or 

statements of other comparable companies within the industry.
Earlier, trust was identified along with opportunity as a key 

element in the success of fraud. While it is not advisable to 
distrust everyone, several steps can be taken to reduce the 

possibility that a trusted person is actually dishonest. An initial 

action that managers can take is improving the employee hiring 

procedures. All potential employees' backgrounds should be 

thoroughly checked for possible risks to the company. Any prior 

convictions should be investigated as well as references. One 
source even suggests engaging an investigative service to check the 

credentials of the job seekers (Albrecht et al., How to Detect 149). 
Additionally, continually monitoring employees after they have been 

hired will alert managers to any signs that the employee has 
motivation for fraud. Such motivations are complex and are beyond 

the scope of this paper. Another safeguard against inadvertently
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allowing dishonest employees into the company is to define honest 

and dishonest behavior. Explicitly laying out codes of conduct and 

definitions of acceptable actions will ensure that employees will 
know how to behave in uncertain situations. Setting out examples 

will enhance the ability of the codes of conduct in clarifying proper 

behavior.
Another technique for reducing fraud is through management 

modeling of acceptable behavior as outlined in the codes of conduct. 

Managers should set an example. If employees see their superiors 
taking the behavior guidelines seriously, the employees will be more 

inclined to follow the guidelines as well. However, if employees 

notice that managers are ignoring the codes of conduct, the 

effectiveness of internal controls will be diminished. The codes 
ought to relate to the employees' responsibility to the organization. 

Examples of inappropriate behavior that can be included in the codes 

are working under the influence of drugs or alcohol or possessing 

hazardous materials at the workplace. Further, the codes should 

express the need for respect of the organization's property - 

information as well as physical assets. Conflicts of interest and 
their proper handling can be addressed in the codes of conduct, as 

can use of an employee's position for private gain. One source 

indicates that numerous cases of fraud have surfaced where 

dishonest behavior practiced by management induced employees to 
act in the same manner (Albrecht et al., Fraud 28). A further means 

of persuading employees to follow management's honest behavior is 
to examine any questionable practices that surface. If an employee 
suspects a dishonest routine and reports it to management, but
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management ignores the report, management sends a message that 

no doubtful actions will be investigated. Thus, the opportunities for 

fraud are increased by lessening the risks of discovery.

Complementing the ideas of informing employees and modeling 

proper behavior, "the consequences of violating the rules and the 

punishment of fraud perpetrators should not be kept secret"

(Albrecht et al., How to Detect 187). If employees think fraud will 

not be punished, there is no risk to the employee. No deterrent 

translates into acceptability of dishonest activity, and the company 
is at greater risk of becoming the victim of a fraud. Many fraud 

researchers advocate publicity of the crime. Golden indicates that 
publicity of fraud incidents will assist companies in two ways (40, 

41). First, the publicity will serve as a deterrent for employees who 
are contemplating fraud. Secondly, no company wishes for negative 

propaganda. Therefore, organizations will move to implement the 
fraud control requirements, not only saving millions of dollars if a 

crime is committed by reducing fines imposed by the Guidelines, but 
also increasing the likelihood of a crime being detected early or 

even prevented altogether.
The federal government is also becoming involved in fraud 

prevention, pressuring companies to the companies' advantage to 
install systems of internal controls and to monitor continually the 

effectiveness of the systems. With the Federal Sentencing 

Guidelines, briefly discussed earlier, management will be held 
responsible for an employee's commission of a federal crime on the 
assertion that management "did not, as required by the Guidelines, 

exercise due diligence in seeking to develop programs to prevent and
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detect violations of law" (Golden 40). As a further incentive, the 

law states that penalties will be reduced for companies that had 

already enacted programs before the crime occurred. In the case of 

fraud, simply implementing systems of internal controls can be a 

part of fulfilling the requirements. Because fines associated with 

the Guidelines can reach as high as $290 million and are based not 

only on the seriousness of the offense but also on the blame or 

responsibility of the company, (Golden 40) the Guidelines create an 

effective incentive for organizations to implement systems of 

internal controls into normal operations.

In their pamphlet "The Fraud Awareness Guide" KPMG Peat 

Marwick insists "the best defense against fraud is preventive action 

[which] begins with awareness" (4). Awareness has two parts. It 

means that executives must first accept the fact that fraud could 

occur in their business, and that their employees or managers would 

commit the fraud. Secondly, awareness means recognizing signs of 
fraud within the organization. Warning signs are numerous and 

varied. They can relate to the organization itself, like performance 

issues or balance sheet irregularities. The behavior of the people in 

the organization, with which the control environment deals, may 
also alert watchers to the possibility of fraud. The main point that 

the pamphlet makes is that "fraud thrives under differing 

conditions" (Fraud Awareness Guide 2), and all people in the 

organization should be alert to signs of fraud in order to prevent it.
As one source points out, the prevention measures suggested 

at the beginning of this section "clearly illustrate how management 
has the capacity either to reduce fraud or to increase it by the
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policies and procedures they adopt" (Albrecht et al., How to Detect 

188). All sources indicate that management is also primarily 

responsible for internal controls as a whole. This relates to 

management's duties in running the organization. Managers are 

supposed to have the best interests of the company in mind when 

making operating decisions, and these best interests translate into 
what we earlier designated as the company's objectives. Further, it 

is in the best interests of the company to have the objectives 

succeed, and internal controls are a means of succeeding.
William Bishop et al. add that "everyone in an organization 

shares responsibility" for internal controls, but no external parties 
are "responsible for, nor are they a part of, the entity's internal 

control system," even though these external parties may have a 

direct addition to the operation of the company (54). Company 
attorneys or independent accountants, even though they may provide 

very valuable services and guidance to the organization, have no role 

in the internal control structure.

Managers are also in the best position to identify the 
company's internal control needs. Not only must management decide 

on the specifics of the internal control systems, they also have to 
support their implementation. "Management's example... is the most 

critical element of the control environment" (Albrecht et al., Fraud 
28). Rezaee adds that management must have the proper attitude 

about the systems, demonstrated not only through words, but also 

through actions. Executives should portray the internal control 
procedures as positive and beneficial to the organization, not as 
limitations to job performance. By obeying the procedures
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instituted and by committing to a healthy environment, management 

will cause internal controls to become an accepted, natural part of 
the company. It should be an ongoing process. For example, Standard 

Chartered, a British bank that operates internationally, had two 

instances of fraud in its Hong Kong branch in July 1994 ("Standard's 

Slip" 74). The Economist reported that internal controls "had 
supposedly been revamped," ("Standard's Slip" 74) but malpractices 

continued. However, the bank has installed new management as well 
as new controls. John McFarlane, executive director in Hong Kong,

"is shaking up the business" with internal restructuring, and 
promises additional changes (74). A positive sign that the new 

controls may be working is that the most recent scandals in Asia 
were "discovered by the bank's internal procedures" ("Standard's 

Slip" 74).
This ongoing commitment by Standard Chartered illustrates 

how internal controls can benefit a company, making it a better 

business. A "commitment to high ethical standards" (Rezaee 36) 

will assist in lending validity to the controls. One source agrees 

that dishonest behavior among managers will ultimately reduce the 

control environment (Albrecht et al., Fraud 28), an endangerment to 
obtaining the objectives of an organization.

This discussion of the use of internal controls for fraud 

prevention may indicate that a superbly designed and strongly 

supported system of controls should eliminate fraud. Unfortunately, 
this statement is incorrect. Properly applied internal controls will 
help reduce employee fraud, but employees are only one part of the 
organization. The possibilities for committing fraud are still open
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to top managers. One source states quite clearly that "management 

fraud is made possible by the fact that accounting controls can be 
circumvented by senior managers" (Bologna 42).

Internal controls are not effective deterrents to top 
management for two reasons. First, managers make the rules, and 

therefore are in a position to disregard the rules easily. Executives 
can avoid internal control rules by bypassing or overriding controls 

that have already been instituted. Managers may simply say to a 
questioning employee that the step is unnecessary in the manager's 

case and an exception can be made, and give the excuse that the 
manager can be trusted. Since the manager is the boss, what the 

manager says usually goes. Often, the employees cannot guess the 

actual fraudulent intent behind the bypassing of a control procedure, 

so managers have no reason to be suspected of any wrongdoing.
When management is particularly dominant, even if an employee is 

aware of dishonesty the act may remain unreported because the 

employee does not wish to challenge a superior. Other techniques 

management could use to avoid internal control restrictions are only 
instituting controls that do not affect them or not even putting a 

system of controls into place at all.
Bologna has much to say on management and internal controls. 

He writes that managers not only have the opportunity to push aside 

controls, but also that they have the means to do so. "The 

possibilities for compromise of controls... are much greater at the 
top" (51), because "people at this level have more authority and are 
more knowledgeable about controls and the means and methods by 
which to compromise them" (52). Putting managers in charge of
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directing internal controls can conceivably open a company up to 

great risk if the people in charge are dishonest.
The second reason internal controls are not effective in 

blocking management fraud is because the controls were not 

intended to prevent top management dishonesty. Bologna indicates 

that "internal control was intended to discourage and/or overcome 
the effect of intentional and unintentional personnel failure -- but 

not at the highest levels in the company' (94). Controls were 
designed mainly to prevent employees from misappropriating assets, 

but were "never intended to monitor the purposes for which 

management could disburse the company funds" (Bologna 94). 

Originally, the idea of internal controls only took into account the 

possible dishonesty of general employees, not that of senior level 

managers.
In the KPMG Peat Marwick survey, for two years in a row the 

highest percentage of exposed frauds were discovered through the 

use of internal controls (10). Unfortunately, management fraud is 

not so easy to detect. Wells insists that "controls are of limited 
value in deterring fraud, because the most costly frauds occur at 

senior levels" (57). Because of this high cost, a control alternative 

for managers needs to be discovered. Bologna refers to "management 

controls," or the character of managers, including integrity, honesty, 

and ethical values (95). The implication here is that companies have 

to just trust that their top leaders will be honest. However, such 
trust in managers often allows managers the opportunity to commit 
fraud. Such a paradoxical situation seems to have no solution. This 

is a good area for concerned executives to review methods for
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increasing personal integrity, here meaning the personal integrity of 

top managers. Creating hiring procedures that include reference and 
background checks is one way to establish that managers are honest 

when they enter the company. Further, creating a code of conduct 

that is applicable throughout the company will assist in defining 

acceptable and unacceptable behavior. Delineating such behavior 

will help eliminate any gray areas that might tempt managers to 

compromise their integrity. These additions to Bologna's 
management controls can aid companies in governing their managers 

as well as their employees.
In a corporation, top managers answer to the chief executive

officer, who is accountable to the board of directors. In this way,
the board of directors is responsible for the actions of senior

officials in the organization. Additionally, the audit committee and
internal auditors also monitor the activities of management. "The

board and its representative audit committee provide guidance and
oversight of the control structure in their governance of the

organization" (Rezaee 35). The COSO report transfers responsibility

for internal controls from managers to the CEO. It also makes 
clear that the board of directors and its 
audit committee have oversight 
responsibility for ensuring that internal 
controls are functioning properly and 
that management properly supervises 
the controls and does not override them 
("The COSO Report" 17).

This statement indicates that the board and internal auditors are not 
responsible for creating the control procedures or maintaining the 
control environment. Rather, their responsibilities lie in monitoring
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the entire system and reviewing the effectiveness of the processes. 
Further, the board and auditors verify that management is following 

the internal controls they have instituted.

In order to achieve effective management control through the 

board and audit committee, those groups need to have certain 

characteristics. "A board must be prepared to question and 

scrutinize management's activities... and have the courage to act in 
the face of obvious wrongdoing" ("The COSO Report" 17). In order to 

feel comfortable reviewing management in such a way, the board and 

audit committee should be removed from the managers. In major 

corporations, this is not usually a problem, but in smaller firms 

oftentimes the directors are closely related to the managers.

Having board members who have no connection to the organization's 
daily operations is a means of providing the necessary independence. 

Further, the board and audit committee should have knowledge of the 

internal controls. Unfortunately, many "lack the independence, 
expertise, and information on internal controls and compliance with 

laws and regulations necessary to properly oversee... operations" 

("The COSO Report" 1 7). Rezaee indicates that the board and audit 
committee must also be active within the company (36). Even if the 

board were made up of knowledgeable people from outside the 

organization, it would be of little value if the board never met or if 

the financial officers did not report to the audit committee.
Another possibility for management control is having several 

senior managers in charge of instituting the controls. A single 
manager would have difficulty overriding the controls without the 

approval of the others. Thus, the controls would work more
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effectively. This system, operating as a check on management 
activities, would simply alert the managers that dishonest behavior 

would not be approved, and would reduce the opportunity for 

managers to commit fraud.

In a sole proprietorship, the owner is often the manager, and 

would therefore not defraud the company, because that would 
amount to defrauding herself. In a partnership, the other partners 

would provide the restraint to prevent a segment of the partnership 

from defrauding the entity. If the owners in either of these two 

entities were to attempt a fraud other than a type against the 

company, external checks should prevent them. Manipulating 
financial information in an attempt to cheat the government should 

be discovered by the IRS. Efforts to defraud customers could be 
exposed by the customers themselves, as in the case of ZZZZ Best 

Carpet Cleaning, when a persistent woman became suspicious of 

Minkow (Wells 54). Additionally, banks often require external, 

independent audits of businesses before lending money. Although 
external audits are not specifically designed to detect fraud, a well 

designed audit provides reasonable assurance that irregularities 
will be detected. External audits can be applied to any size 

business.
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Conclusion

Frauds can range from relatively small dishonesties to 

massive, widespread collusions. According to Wells, "The risk of 

fraud exists in all financial enterprises, and with all people. From 
that perspective, fraud cannot be eliminated" (57). The situation is 

not hopeless, however. While there is no single step a company can 
take to prevent losses through fraud, a combination of efforts, 

including a good internal control system, will help. When attempting 

to reduce the possibilities of fraud, leaders in organizations should 

make an attempt to understand the nature of fraud. If business 
leaders know what fraud is, they will better understand the danger 

that fraud presents to the organization's goals. By comprehending 
this danger, they may be more willing to search for means of 

prevention, thus benefiting the organization. Although this paper did 

not cover all the aspects of fraud, there are many other aspects that 

managers would benefit from understanding. The symptoms of fraud 
are particularly helpful, as are ideas of who commits fraud and why. 

Knowledge of all these features of fraud will make top managers 
more alert, thus beginning the process of fraud prevention.

Once an organization's officers have gained an understanding of 
fraud, they can focus on removing situations within an organization 

that can contribute to fraud. By doing so, the officers free the 

employees to work toward achieving the organization's goals. Thus, 
the organization will maintain a healthy working environment while 
realizing desired profits.
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Implementing internal controls can help eliminate undesirable 
situations that lead to fraud. Therefore, when a business 

implements a system, the solution to the problem of fraud begins.

All the elements of a control system, the environment, accounting 

system, and procedures, must be combined with honest personnel and 

a company-wide commitment to the organization's objectives. 

Although it may be costly and time consuming to create controls, a 

well planned internal control system should contain benefits that 

far outweigh the costs. Placing a system of controls in an 

organization is only part of the task. Internal controls must be 

followed, as well. A company with good intentions but no action on 

the controls is just as exposed to fraud as a company with no 

system of controls in place.

Business leaders should not forget that top managers are as 

capable of committing fraud as lower-level employees. As noted 

earlier, the costs of a single management fraud often exceed the 

costs of an employee crime. To maintain integrity among managers 

so large losses do not occur, business leaders need to take steps to 

create an effective board of directors and, if size permits, an audit 

committee. Independent, active boards and auditors should prove to 

be a practical and useful check on management's activities.
The appearance of alarming statistics from research such as 

the KPMG Peat Marwick study indicate that fraud is not an issue to 

ignore. The amount of businesses experiencing losses from fraud are 

increasing, and the occurrences of fraud within single organizations 
are also on the rise (1994 Fraud Survey 2). Over half the 
organizations that KPMG Peat Marwick surveyed in 1 994 did not
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believe that fraud was a major problem for their own organizations 

(1994 Fraud Survey 4). However, in 1993, the respondents 

overwhelmingly indicated they thought fraud was a problem for 

business in general; seventy-six percent agreed it was a major issue 

(1994 Fraud Survey 4). This discrepancy indicates that business 

leaders simply assumed fraud was happening to someone else.

Instead of taking such a naive view, organizations need to 

"emphasize fraud prevention and adopt a more proactive approach to 

fraud, rather than continue to react after the losses occur" (Albrecht 

et al., "Reducing the Cost" 34). In other words, if organizations take 

a proactive stance and use internal controls to prevent fraud before 

it occurs, the leaders of the business will be justified in feeling 
comfortable that fraud will only happen to someone else.

Organizations need to be concerned about fraud because it 
leads to an inefficient allocation of scarce resources and lost 

profits. A long-term, successful business can not be founded on 

lies, unethical behavior, and dishonesty, as were Equity Funding and 

ZZZZ Best. A successful, profitable business is built on honesty and 

integrity in its internal dealings as well as in its transactions with 

others outside the firm. Fraud is a cancer that subverts those 
characteristics of honesty and integrity, bringing nothing but harm 

to the business and all who deal with it. However, a concerted 
effort on the part of the organization will decrease the risk that 

fraud will occur, subsequently reducing possible losses due to fraud.
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