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FINANCIAL STATEMENT MANIPULATION:
Indicators and Detectors

Institute of Chartered Accountants of British Columbia
Risk Management Seminar
June 17, 2009

Presented by: Larry Andrade and Enzo Carlucci

Presentation Objectives

» Share knowledge we've gained as a result of our more than ten-
year involvement in the AICA program and dealing with
accounting claims.

= Not scare you, but perhaps make you just a little more aware

= You're all lovely, but we hope to never see any of you again!
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What Is Not Covered By Presentation

= Not a “beat down” on the quality of your work....the fact is that
most accountants continue to do a great job

= Not a course on GAAP & GAAS standards

= Despite the fraud/financial misstatement focus, this is not a
lecture on an accountant’s responsibility to detect or not detect
fraud, etc.

Cole Partners

Integrated Thinking

Your Responsibility In Any Engagement?...

= Exercise sound professional judgment and skepticism

= |f something suspicious comes to your attention you have a
professional obligation to act

— Need to find out more, can't ignore

— Can't “hide behind standards”

= Cannot be “associated” with false or misleading information.....this is
the overriding principle

= The above principles are not limited to audits
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ANATOMY OF COMMON AREAS
FINANCIAL e
STATEMENT MISSTATEMENTS
MISSTATEMENTS

GENERAL RED
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RISK
FLAG FOR MANAGEMENT

TIPS

Financial Statement Manipulation
= Financial Statement Misstatement:
- Intentional — Fraud

- Unintentional — Error (in judgment, application of standards, etc.)

= What has been our experience?

= Qur presentation will focus on intentional misstatement/fraud
when discussing financial misstatements

Cole Partners
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- Most claims relate to some sort of alleged intentional misstatement/fraud.




Anatomy of Intentional Misstatement

= Altered financial statements to obtain some “reward”.

— Reward could be to conceal true business performance, improved wealth, or maintain
status

= Financial statements to “cover up” a misappropriation of assets.

— Accounting records are:
* Manipulated,;
= Falsified; or
= Altered

= Every fraud consists of three elements,
— the actual theft act,
— subsequent concealment; and,
— and conversion.
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Why Manipulate Financial Statements?

PERCEIVED
PRESSURE

OPPORTUNITY

Internal Control, Lack of Oversight,
Collusion, Negligence
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Types of Fraud & Manipulation Schemes

Fraud Schemes and Median Loss
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How Financial Statements Are Falsified
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Frequency of Anti-Fraud/Misstatement
Measures
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How Fraud/Misstatements are Discovered
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Sources of the Threat

EXTERNAL SOURCES

= Suppliers who falsify or duplicate
invoices

= Competitors
—  Price fixing
— Theft of trade secrets
— Computer hacking

= Con Atrtists / Service Providers
— Fraudulent investment, products, services

— Investment dealers / advisors (Madoff,
Drier, etc.)

= Customers
— Identity theft
— False credit reports

INTERNAL SOURCES

= Directors & Officers
— Financial statement fraud
— Insider trading
—  Stock market manipulation

= Managers
— Expense reports
— Kickbacks
— Bid rigging

= Employees
—  Cheque fraud
—  Payroll fraud
—  Cash skimming
— Accounts receivable lapping
— lllegal / Improper Trading
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street”

= Compliance with loan covenants

or sale
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Management Motivations

= Meet expected revenue/earnings targets set by parent co. or “the

= Increase available financing to meet cash needs
= Meet bonus or personal performance criteria
= Defer “surplus” earnings to the next accounting period

= Price or value of company for the purposes of a merger, acquisition,




The Profile - Seniority

Position of Perpetrator — Frequency and Median Loss

Position of Per petrator
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The Profile —-Income Level

Median Loss Based on Perpetrators Annual Income
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Industries Affected by Fraud/Misstatements

The following statistics are based on a study conducted by the Association of Certified Fraud Examiners, 2006

Occupational Frauds Based on Industry - Sorted by Frequency - Privaie companies are the most

Industry #Cases % Cases Median Loss common victims of occupational
Government and Public fraud (38.2%)
Administration 12 13.3% $84,500
Retail 10 11.1% $236,000
Banking / Financial Services 9 10.0% $197,000
Manufacturing 8 8.9% $1,375,000 - 0,
P o e 523 000 Qver 40 /o o_f fraud_s are perpetrated
Service (other) 3 6.7% $28,000 in organizations with fewer than
Health Care 5 5.6% $200,000 100 emp|oyees'
Insurance 5 5.6% $100,000
Services (Professional) 5 5.6% $1,000,000
Transportation and Warehousing 5 5.6% $900,000
Utilities 5 5.6% $55,000 . i
Agriculture and Forestry 3 3.3% $150,000 .Sma”er companies have fewer
Real Estate 3 3.3% $135.000 internal controls, less resources,
Arts, Entertainment and Recreation 2 2.2% $62,500 Segregation of duty pr0b|ems‘
Construction 2 2.2% $628,500
Education 2 2.2% $1,036,000
[Communications / Publishing 1 1.1% $400,000
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MISSTATEMENTS
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Common Manipulation Areas

Revenue recognition
Inventory

Play with reserves
Capitalize vs. Expense
Related Party transactions

Creative Accounting - general
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Revenue Recognition

GAAP Revenue Recognition Criteria = Application of Professional Judgment
(subjective)
— Are risks and rewards of ownership transferred?

“Last-minute saviour” — Channel Stuffing

Recognize revenue early on long-term contracts (construction — percentage of
completion)

Issuance of large credit-notes after period
— Side Agreements

Is there a significant or uncertain warranty or return period?

COULD BE SUBJECTIVE, PROFESSIONAL JUDGEMENT IS REQUIRED.
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Inventory

= Falsify inventory count
— Incorrect counting
— Fake product

* Inventory pricing games
» No obsolescence here.....

= Differences between accounting records (GL) and bank reports

**Inventory can have a significant impact on COGS and income
statement — therefore, it becomes a common target of “gaming”
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Play with Reserves

= Apply questionable judgment to reserves
— Understating AFDA, returns, warranty, inventory, etc

= Aggressive reserves in following areas:
— Bad debt
— Returns & allowances
— Warranty
— Inventory obsolescence

= Big Bath vs. Cookie Jar Approach

= Establish sham reserves

Cole Partners
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Deferring or Eliminating Expenses

» Capitalizing costs that should be operating expenses

» Inflating salvage values and useful lives of depreciable assets

= Failure to write-off capitalized costs on projects that are no longer
viable

* Reversing the recording of expenses in one period and re-recording
them in the next period

Cole Partners

Integrated Thinking

Related Party Transactions

Selling assets and inventory to a related party at lower than normal
price or cost (i.e., FMV)

= Purchase of assets and inventory from a related party at above the
normal selling price or market

= Sales in which the seller has a concurrent obligation to the buyer to
purchase goods or services, or provide other benefits

» Payments for services never rendered or billed at inflated prices

Cole Partners
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General Creative Accounting

= Book nonexistent inventory

= Entries with no relationship to underlying transactions
= Falsifying A/R Aging

= Falsifying inventory counts or pricing

= “Restructuring charges”...... Again?
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General Indicators of Financial
Misstatements

= Accounting Anomalies
» Internal control symptoms
= Analytical symptoms

= Lifestyle symptoms
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Accounting Anomalies

= Missing documentation = Entries with no documentary support
= Alterations on vouchers = Unexplained adjustments
= Duplicate payments = Journal entries that do not balance

= Out of sequence entries = Entries made by peoplg who would
not normally make entries

* Photocopied documents = Entries made at or near the end of the

accounting period
= Unusual items on reports

Cole Partners
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Internal Control Symptoms

= Poor control environment

= Lack of segregation of duties/physical safeguards
= Lack of independent checks

= Lack of proper authorizations

= Lack of proper documents and records

= Overriding of existing controls
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Analytical Symptoms

= Relationships that are too unusual or too unrealistic to be believable.
= Anything out of the ordinary. They represent the unexpected.
= Transactions or events that happen at odd times or places.

= Transactions performed by, or involve people who wouldn't normally
participate, or that include odd procedures, policies, or practices.

= They also include transactions and amounts that are too large or too
small.

Cole Partners
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Lifestyle Symptoms

= Once perpetrators meet their financial needs, they usually continue to
steal, using the embezzled funds to improve their lifestyles. Examples
include:

— New cars ,exotic holidays, home improvements or a move into a more expensive
house, purchase of expensive jewellery or clothes.

= The most difficult of all symptoms to recognise. Common excuses for
“increased wealth or spending power”

— Family Inheritance
— Investment Maturity
—  Windfall Win

— Sale of Assets

= Behavioural symptoms
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ANATOMY OF COMMON AREAS

GENERAL RED WATCH OUT RISK

INTENTIONAL OF FINANCIAL FLAG MANAGEMENT
MISSTATEMENTS, STATEMENT INDICATORS FOR

MISSTATEMENTS TIPS
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Watch Out For....

Analytical Observation

Possibly means....?

A/R growing much faster than sales

Aggressive revenue recognition

Inventory growing faster than sales

Falsifying inventory to boost income

A/P growing much faster than sales or
inventory

Deferring the payment of current expenses,
will require large cash outlays in future

Operating expenses declining significantly
compared to sales (i.e., higher income)

Deferring recognition of costs - Improperly
capitalizing operating expenses

Net income not equal to cash flow from
operations

Problems with the quality of earnings
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Watch Out For....

Analytical Observation

Possibly means....?

Cash flow is generated from investing and
financing activities

Weaknesses in core business — resorting to
financing and selling assets

Change in accounting policies and
accounting estimates

Attempt to obfuscate operating problems with
“the numbers”

Unusual, or too many, related party
transactions

Diversion of company funds to related party;
conflicts of interest

Unreasonable time pressures and scope
restrictions placed on engagement...

May be trying to hide something...?

Any material change in:
Management compensation plans
Key users of the financial statements (banks)
Plans to sell the business/controlled by parent
Exiting or entering partner/shareholder
Pending divorce of major shareholder
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New motivation to overstate or
understate reported financial
performance
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ANATOMY OF
INTENTIONAL
MISSTATEMENTS,

COMMON AREA:
OF FINANCIAL
STATEMENT
MISSTATEMENTS]

GENERAL RED
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WATCH OUT
FOR

RISK
MANAGEMENT
TIPS

Manage Your Risk

Professional judgement/integrity/reputation are your greatest

assets - do not compromise them.

Remember your role. Why am | here? Who is counting on me?

Communicate with them.

Independence/objectivity is key - in fact and in appearance.

Management may cut the cheque to you....but
shareholders/owners are hiring you.

Take control of audit process....do not get bullied by clients.

Look beyond earnings. Cash is King!

Cole Partners
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Manage Your Risk

Sample size - how much evidence should | collect?

Do not place too much reliance on checklists. They are a weak form
of documentation.

Deal with all review notes.

Should it be in the file? Documentation procedures are key.

Do a Sanity check at end of engagement.
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Manage Your Risk

Develop best practices.
Review, review, review. Strong peer review program.
Engagement Letters/Management Representation Letters - they are

important but do not place too much reliance on them. The Courts are
unpredictable.

Quality of evidence - third-party if possible.

Relevant/reliable/persuasive/convincing evidence.

Cole Partners
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Manage Your Risk

= Understand the entity’s business model

Understand changes in the entity’s operating environment

= Fully understand the nature and business purpose of transactions

= Perform appropriate client acceptance/continuance procedures

= Involve specialists

Audit failures are generally execution failures, not methodology failures
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THANK YOU
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Bio / Contact Information

Larry Andrade

Cole & Partners

416-361-2574
landrade@coleandpartners.com

=  Chartered Accountant, Chartered Business Valuator, Certified Fraud Examiner, Masters in Business Administration
and Diploma in Investigative and Forensic Accounting (in progress).

=  Specialize in forensic accounting investigations and litigation support, including the assessment of damages and
economic losses.

= Consults on various areas including allegations of fraudulent financial statement reporting, accounting irregularities,
professional negligence of accountants and auditors, corporate fraud, and employee embezzlement.

. Completed numerous expert reports that have been accepted by various Canadian courts on a variety of matters,
including: the quantification of damages for breach of contract, shareholder disputes, dissent and oppression,
misrepresentation and various other commercial dispute matters; forensic accounting and fraud investigations; and
professional negligence relating to public accountants and auditors.

=  Part-time instructor in both the undergraduate and graduate business administration programs at the Schulich
School of Business at York University and at the University of Toronto, where he lectures on financial and
management accounting.

= Lecturer and speaker on topics of fraud and forensic accounting, economic damages and business valuations
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Bio / Contact Information

Enzo Carlucci

Cole & Partners

416-361-2575
ecarlucci@coleandpartners.com

=  Chartered Accountant, Chartered Business Valuator and Associate Member of the Association of Certified Fraud
Examiners, Diploma in Investigative and Forensic Accounting (in progress)

. Specialize in forensic accounting investigations and litigation support, including the assessment of damages and
economic losses.

=  Consults on various areas including allegations of fraudulent financial statement reporting, accounting irregularities,
professional negligence of accountants and auditors, corporate fraud, and employee embezzlement.

= Completed numerous expert reports quantifying economic losses pursuant to litigation and dispute matters,
including shareholder disputes, dissent and oppression remedies, breach of contract, business interruption
insurance claims, and negligent and fraudulent misrepresentations.

=  Prepared materials and assisted with the submission of evidence in matters in the Ontario Court of Justice, the
Queen's Bench of Alberta, and the Superior Court of Quebec. Prepared sworn affidavits in relation to various
forensic and other litigation associated matters.

= Qualified as a forensic accounting expert and gave evidence pursuant to an arbitration governed by the Quebéc
National and International Commercial Arbitration Centre, the Arbitration Act and the Ontario Superior Court of
Justice.
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