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Certification Lesson #11: 🕵️California AI Fraud Detection: 
A Bias Audit Case Study 

In-Depth Assignment: Bias Auditing AI Systems in 
California’s Public Sector — Lessons from the 
Unemployment Fraud Detection Case (2025) 

Assignment Prompt 
You are appointed as a senior AI compliance auditor tasked with reviewing an 
automated fraud detection system deployed by a California public agency during the 
COVID-19 pandemic. Your final project is to draft a comprehensive audit report 
protocol that demonstrates your understanding of bias audits, the regulatory context in 
California for AI, and practical risk mitigation strategies to prevent harms like those 
seen in the unemployment fraud case. 
Instructions: 

1.​ Context and Overview:​
Describe the issues faced by California’s Employment Development Department 
(EDD) during the pandemic related to AI-driven unemployment fraud detection. 
Highlight the scale of the problem, including billions in fraudulent claims and 
the freezing of 1.4 million legitimate claims. 

2.​ Bias Roots and Proxy Variables:​
Explain how unintentional bias arose in the AI system due to proxy variables, 
such as zip codes or income, resulting in disproportionate harm to vulnerable 
groups (minorities, elderly, low-income). Discuss why proxy variables create 
hidden bias in AI. 

3.​ Audit Methodology:​
Detail the steps taken in the bias audit: 

●​ Data auditing for skew and representativeness 
●​ Fairness metric evaluations and disparate impact analysis 
●​ Use of explainability tools to illuminate AI decision logic 



●​ Interviews or surveys with affected individuals to assess real-world 
consequences 

4.​ Systemic Failures and Governance:​
Analyze governance failures uncovered, including lack of overseers continually 
monitoring AI impact, absence of clear appeal or recourse paths for harmed 
individuals, and poor coordination within agencies. 

5.​ Regulatory Landscape and Requirements:​
Research and describe key California laws and regulations that have since 
evolved or been enacted to address such AI risks, including: 

●​ Civil Rights Department employment regulations requiring bias audits 
and evidence retention 

●​ AB 1405 AI auditor enrollment and ethical standards 
●​ CCPA amendments covering AI data usage and risk governance 
●​ Proposed or enacted laws mandating transparency, accountability, and 

bias mitigation in public-sector AI 
6.​ Best Practices for Bias Auditing:​

Outline recommended ongoing bias prevention steps, such as integrated 
fairness monitoring throughout the AI lifecycle, scenario planning, layered 
human oversight, and transparent communication with stakeholders. 

7.​ Ethical and Social Implications:​
Reflect on the social costs of failing to audit and correct AI bias rigorously, 
emphasizing the need for fairness to be embedded “from day one” rather than 
retrofitted. 

8.​ Draft Audit Protocol Components:​
Propose core elements of an AI bias audit protocol for a public-sector system, 
including documentation requirements, responsiveness measures for impacted 
individuals, and continuous impact assessments. 

Length: 900–1,200 words​
Sources: Incorporate insights from the case study video transcript and public 
California AI regulations from 2025. 

3-Minute MOC (Moment of Clarity) Activity: True or False 
— AI Bias Audit Essentials 
Answer YES or NO, then discuss the reasoning. 

1.​ AI bias audits primarily focus on intentional discrimination encoded in 
algorithms. (No) 

2.​ Proxy variables can inadvertently introduce bias even if not explicitly 
programmed as such. (Yes) 



3.​ Fairness metrics and explainability tools are critical for uncovering hidden AI 
biases. (Yes) 

4.​ Affected individuals should have no recourse if AI mistakenly denies benefits. 
(No) 

5.​ Continuous monitoring and governance structures are required to prevent 
systemic AI harm. (Yes) 

6.​ Transparency and accountability are afterthoughts and can be added 
post-deployment. (No) 

7.​ California’s AI regulations now require documented bias audits for public-sector 
AI systems. (Yes) 

Educational Quiz: AI Bias Auditing and California 
Regulations (27 Yes/No Questions with Answer Key & 
Explanations) 

# Question Answ

er 

Explanation 

1 

California’s pandemic AI fraud detection 

system inadvertently harmed 1.4 million 

legitimate claimants. 

Yes 
The system froze many real claims due to false 

positives from biased AI use. 

2 
Proxy variables like zip code can serve as 

hidden sources of AI bias. 
Yes 

These variables correlate with protected 

attributes, causing disparate impact. 

3 
The AI fraud detection system had strong 

human oversight from the start. 
No Lack of ongoing monitoring was a key failure. 



4 
Fairness audits include data auditing and 

evaluation of disparate impact. 
Yes 

These methods help detect and quantify bias in AI 

outputs. 

5 

The AI Transparency Act (SB 942) requires 

watermarking AI-generated media on large 

platforms in California. 

Yes 
Part of California’s transparency push in AI 

governance. 

6 

California’s AB 1405 establishes 

enrollment and ethical standards for AI 

auditors in the state. 

Yes 
Ensures auditors meet transparency and ethical 

standards. 

7 

The AI bias audit should involve only 

technical teams, not affected 

stakeholders. 

No 
Including affected groups helps understand 

real-world impacts. 

8 
Lack of a clear appeals process 

compounds harm caused by biased AI. 
Yes 

Victims need avenues to challenge erroneous 

automated decisions. 

9 

California’s CCPA includes expanded 

provisions for AI data processing and risk 

governance. 

Yes 
New regulations govern AI’s use of personal data 

and require risk audits. 

10 
Bias audits are optional for California 

public-sector AI systems. 
No 

Bias audits are now mandatory under new 

regulations. 



11 
Scenario planning and continuous 

monitoring improve AI fairness over time. 
Yes 

Dynamic approaches are preferred for emerging 

risks. 

12 
Proxy bias can be eliminated by removing 

all demographic data from training sets. 
No 

Proxy bias can persist through correlated 

variables; deeper methods are needed. 

13 

AI auditors must maintain documentation 

of audit processes and results for 

regulatory review. 

Yes 
Documentation provides evidence of compliance 

and due diligence. 

14 

The Fair Employment and Housing Act 

(FEHA) applies to AI used in public-sector 

employment decisions in CA. 

Yes 
FEHA now explicitly covers automated decision 

systems with bias audit requirements. 

15 
Third-party AI vendors are not accountable 

for biased AI impacts in California. 
No 

Legal frameworks hold vendors liable alongside 

employers or agencies. 

16 

AI governance structures include defined 

roles for continuous bias and risk 

oversight. 

Yes 
Governance deficiencies were a root cause of 

failures in the case study. 

17 

The California Privacy Protection Agency 

enforces transparency and accountability 

in AI through updated policies. 

Yes 

CPPA adopted regulations on automated 

decision-making technology and audits as of 

2025. 



18 
Lack of fairness built into AI systems can 

reinforce societal inequalities. 
Yes 

Biased AI amplifies existing disparities, as 

evidenced in the fraud case study. 

19 
AB 1405 auditors are not required to 

disclose conflicts of interest. 
No 

Auditor transparency and conflict avoidance are 

mandated. 

20 

Public trust in automated systems 

improves when audits and governance are 

robust and transparent. 

Yes 
Transparency builds user confidence and 

accountability. 

21 

Auditors must have multidisciplinary 

expertise including legal, technical, and 

ethical areas. 

Yes Comprehensive knowledge improves audit quality. 

22 

Data auditing involves only verifying the 

accuracy of input data, not 

representativeness. 

No 
Representativeness is critical to detect bias; both 

are audited. 

23 

The AI fraud detection system was 

corrected before significant harm 

occurred. 

No 
The case led to large-scale harm before audits 

prompted change. 

24 
Transparency in AI is only about explaining 

decision logic after deployment. 
No Transparency must be proactive and continuous. 



25 

California’s laws require risk assessment 

audits before deploying high-stakes AI 

systems. 

Yes 
Pre-deployment assessments prevent systemic 

risks. 

26 

Effective bias audits include both 

quantitative metrics and qualitative 

stakeholder feedback. 

Yes Holistic approaches yield deeper insights. 

27 
Bias audits are sufficient without any 

ethical oversight of AI systems. 
No 

Ethics guide contextual understanding and 

response to audit findings. 

Examples of Legal Documents Discussed 
●​ California Assembly Bill 1405 (AB 1405, 2025): Establishing AI Auditor 

Enrollment Program requiring auditor transparency, ethical conduct, and 
conflicts of interest rules. 

●​ Senate Bill 942 (SB 942), the AI Transparency Act: Mandates digital 
watermarking for AI-generated videos and images on platforms with significant 
California user bases, plus public AI detection tools. 

●​ California Consumer Privacy Act (CCPA) Amendments: Expanding privacy and 
audit requirements to AI-related data use, including automated decision 
technology risk governance. 

●​ Civil Rights Department Employment Regulations (FEHA and CRD, 2025): 
Imposing bias audit and recordkeeping obligations on employers using 
automated decision systems including public agencies. 

●​ California Privacy Protection Agency (CPPA) Regulations: Enacting 
cybersecurity and AI risk assessment mandates for covered businesses under 
the modified CCPA. 

Test: 7 Highly Relevant Yes/No Questions 



1.​ California’s AI-driven unemployment fraud detection system during COVID-19 
froze many legitimate claims due to bias. (Yes) 

2.​ Proxy variables used by AI can cause unintended disparate impacts against 
protected groups. (Yes) 

3.​ California law now mandates bias audits and documentation for public-sector 
AI. (Yes) 

4.​ Fairness and bias audits are optional for AI systems used by California public 
agencies. (No) 

5.​ Auditing protocols should include both data analysis and stakeholder 
engagement. (Yes) 

6.​ Lack of governance and appeal mechanisms contributed to the harm caused by 
the AI fraud detection system. (Yes) 

7.​ Transparency, continuous oversight, and fairness must be integral throughout 
the AI lifecycle, not after deployment. (Yes) 
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