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CHAPTER 19

Fraud Awareness Auditing

LEARNING OBJECTIVES
	
	Review Checkpoints
	Exercises Problems
	Cases

	1.
Define and explain the differences among several kinds of fraud, errors, irregularities, and illegal acts that might occur in an organization.
	1, 2, 3
	45, 46
	

	2.
Explain the various auditing standards regarding external, internal, and governmental auditors' responsibilities with respect to detecting and reporting errors, irregularities, and illegal acts.
	4, 5, 6, 7, 8
	
	

	3.
List and explain some conditions that can lead to frauds.
	9, 10, 11
	
	

	4.
Describe ways and means for preventing frauds.
	12
	
	

	5.
Describe some common employee fraud schemes and explain some audit and investigation procedures for detecting them.
	13, 15, 16, 17, 18
	
	51, 52, 53, 54, 57, 58

	6.
Describe some common financial reporting fraud features and explain some audit and investigation procedures for detecting them.
	14, 19, 20
	
	55, 56

	7.
Explain the use of some extended audit procedures for finding fraud.
	21, 22, 23, 24, 25, 26, 27
	47, 48, 49, 50
	57, 58

	8.
Describe the ways PAs can assist in prosecuting fraud perpetrators.
	28, 29, 30
	
	



POWERPOINT SLIDES
PowerPoint slides are included on the website. Please take special note of:

* An Abundance of Frauds





* The Art of Fraud Awareness Auditing





SOLUTIONS FOR REVIEW CHECKPOINTS
19.1
White collar crime is the frauds perpetrated by people who work in offices and steal with a pencil or a computer terminal. The contrast is violent street crime.

Employee fraud is the use of fraudulent means to take money or other property from an employer. It consists of three phases: (1) the fraudulent act, (2) the conversion of the money or property to the fraudster's use, and (3) the coverup.

Embezzlement is a type of fraud involving employees' or nonemployees' wrongfully taking money or property entrusted to their care, custody, and control, often accompanied by false accounting entries and other forms of lying and coverup.

Defalcation is another name for employee fraud and embezzlement.

Errors are unintentional misstatements or omissions of amounts or disclosures in financial statements.

Irregularities are intentional misstatements or omissions in financial statements, including fraudulent financial reporting (management fraud) and misappropriations of assets (defalcations).

Direct-effect illegal acts are violations of laws or government regulations by the company or its management or employees that produce direct and material effects on dollar amounts in financial statements. "Illegal acts" (far-removed) are violations of laws and regulations that are far removed from financial statement effects (for example, violations relating to insider securities trading, occupational health and safety, food and drug administration, environmental protection, and equal employment opportunity).

19.2
Fraud perpetrators look like other people, hence the difficulty in spotting them easily. However, the sometimes exhibit behavioral red flags of odd habits.

	19.3
	External Auditors
	Fraud Examiners

	
	Program/procedural approach, standard job
	Mind-set of sensitivity to the unusual. Nothing standard

	
	Make note of errors and omissions
	Focus on exceptions, oddities, patterns of conduct

	
	Assess control risk in general and specific terms to design other procedures
	"Think like a crook" to imagine ways to subvert controls for fraudulent purposes

	
	Use a concept of materiality that is usually much higher than amounts fraud examiners consider worth pursuing
	Very low threshold of materiality

	
	Materiality one year at a time
	Materiality multi-year, cumulative

	
	Use theories of financial accounting and auditing logic
	Theory of behavioral motive, opportunity, and integrity


19.4
CICA auditing standards require:

(a)
understanding and awareness of signs of errors, irregularities (including direct-effect illegal acts), and illegal acts (far removed). There is no difference among the categories at the awareness level.

(b)
design the audit to provide reasonable assurance of detecting material errors and irregularities (including direct-effect illegal acts), but the expectation is lower for far-removed illegal acts, where audit procedures (other than inquiry and familiarity) are performed only when specific information indicates that possible illegal acts may have a material indirect effect on financial statements.

(c)
about the same degree of scepticism with respect to all the categories; in connection with errors and irregularities (including direct-effect illegal acts) auditors should have the proper degree of professional skepticism, assuming neither dishonesty nor unquestioned honesty of management; in connection with far-removed illegal acts, auditors should make inquiries about management's policies and procedures for compliance with laws and regulations and obtain written management representations concerning the absence of violations of laws and regulations.

(d)
for reporting, the materiality concept is different: (1) for errors, the usual idea of materiality prevails, (2) for irregularities (including direct-effect and far removed illegal acts) immateriality is expressed in terms of "clearly inconsequential." Matters that fall below the threshold apparently can be reported to levels of management below the board of directors and audit committee. More important matters go to the director level, and management involvement in irregularities and illegal acts is never considered inconsequential.

19.5
Internal auditors include fraud detection responsibility by exercising due professional care and being aware of signs and indicators of fraud and alert to signs of wrongdoing, errors and omissions, inefficiency, waste, ineffectiveness, and conflicts of interest. They consider the possibility of noncompliance with policies, procedures, laws, and regulations. They review the systems used to safeguard assets from various types of losses, including those resulting from theft and improper or illegal activities. If significant control weaknesses are detected, they conduct additional tests directed toward identification of other indicators of fraud.

19.6
The CICA Public Sector standards are virtually the same:

Public sector requires that auditors: Determine which laws and regulations are to be considered in an audit and to know about compliance requirements, and design procedures to detect abuse or illegal acts that could significantly affect the audit objectives.

CICA requires that auditors: Be aware of various kinds of errors, irregularities and illegal acts, and design the audit to provide reasonable assurance of detecting material errors and irregularities (including direct-effect illegal acts), but the expectation is lower for far-removed illegal acts, where audit procedures (other than inquiry and familiarity) are performed only when specific information indicates that possible illegal acts may have a material indirect effect on financial statements.

19.7
Public sector standards do not make fine distinctions between different types of abuse, errors, irregularities, and illegal acts; they just say that auditors have responsibility to detect them. The CICA makes distinctions and imposes a detection responsibility for errors and irregularities, but is much lighter on far-removed illegal acts, and says nothing about "abuse." The internal auditors are still at the awareness level, with little said about a procedural detection responsibility.

19.8
For fraud examiners, control systems exist to be subverted, so they must "think like crooks" for the ways and means to do it. For fraud examiners, an oddity is and oddity no matter the amount of money involved, and small oddities ought not be passed by just because "$5,000 isn't material to the financial statements taken as a whole." External auditors comprehend materiality in relation to each year's financial statements, where, for example, a $50,000 misstatement of income might not be big enough to matter. Fraud examiners think of materiality as a cumulative amount. A fraud loss of $20,000 this year may not be material to an external auditor, but $20,000 each year for a 12-year fraud career amounts to $240,000 in the fraud examiner's eyes, and it is big enough to matter!

19.9
Egocentric Motivations

My father was wealthy, and I need to be wealthy too.

My friends admire cars, and I need to have an expensive one.

Ideological motivations:

The company sells tobacco and alcohol, and doesn't deserve to make a profit.

I can award the government housing grants to best use without the red tape. (Justifying diversion of funds in government housing programs

Economic Motivations

Pay college tuition

Pay hospital bills for a parent with cancer

Pay gambling debts

Pay for drugs

Pay alimony and child support

Pay for high life style (homes, cars, boats)

Finance business or stock speculation losses

Report good financial results

19.10
Related directly to employee fraud:

Nobody counts the inventory, so losses are not known

The petty cash box is often left unattended

Supervisors set a bad example by taking supplies home

Upper management considered a written statement of ethics but decided not to publish one

Another employee was caught and fired, but not prosecuted

The finance vice-president has investment authority without any review

Frequent emergency jobs leave a lot of excess material just laying around

Related to financial reporting fraud:

This is a temporary cash shortage

The loan agreement is too tight anyway

The shareholders will suffer if we declare bankruptcy

I'll lose my executive job if the company fails

19.11
Rationalizations:

I need it more than the other person (Robin Hood theory)

I'm borrowing the money and will pay it back

Nobody will get hurt

The company is big enough to afford it

A successful image is the name of the game

Everybody is doing it

	19.12
	Fraud-Prevention Management Style


	Style Leading to Fraud



	
	Democratic, open-door management
	Autocratic management

	
	Trust the employees and give them power in their jobs
	Orient management to low trust and power

	
	Install controls that don't make work difficult
	Install tight, bureaucratic controls

	
	Let people design and manage their jobs and work
	Insist everything be documented with a rule for everything

	
	Decentralize authority
	Centralize authority in top management

	
	Manage with foresight
	Manage by crisis

	
	Measure performance on long-run basis
	Measure performance on a short-term basis

	
	Have multiple measures of performance
	Make profits the only criterion for success

	
	Make rewards positive and generous
	Make rewards punitive, stingy, and political

	
	Give constructive positive and negative feedback
	Give feedback that is always critical and negative

	
	Create a cooperative workplace
	Create a highly hostile, competitive workplace

	
	Boss' exemplary behavior and decisions
	Boss' questionable behavior and decisions

	
	Make background checks on new employees
	Be lax about background checks

	
	Prosecute fraudsters
	Fire fraudsters without prosecution


19.13
(1)
If the employees cannot be found, maybe they do not exist. The names are odd. All the first and last names begin with the same letter.

(2)
If Eloise Garfunkle is a company employee, somehow she cashed a check payable to a supplier. Maybe she is related to the supplier, or maybe she intercepted the check before it reached the supplier.

(3)
Somebody is working on holidays! These dates are normal workdays off for most businesses: New Year's Day, Memorial day, Independence day, Labor day, Thanksgiving day, Christmas day. (Would students have been able to identify holidays like memorial day and labor day if the other more obvious ones had not been listed?)

19.14
To audit for fictitious sales, audit the account(s) that could hold the "dangling debit" -- cash and accounts receivable.

19.15
The person could create fictitious medical claims to fictitious doctors and hospitals, cause the company to issue payments, intercept the payments (have them sent to P.O. boxes or accomplices' addresses), and convert the money to personal use.

19.16
The inventory warehouse manager responsible for taking physical inventory and reconciling to perpetual inventory records could cover up his own mistakes (including theft) and "fix the records" permanently. He could report "adjustments," and thus effectively make a one-sided entry in the accounts to cause the difference pop out as "shrinkage" or "damage" loss.

19.17
The former petty cash custodian apparently had more expenditures than the new one. Maybe the former one was running false expense claims.

19.18
No separation of these duties and responsibilities: (1) transaction authorization, (2) recordkeeping, (3) custody of, or access to, assets, and (4) reconciliation of actual assets to the accounting records.

A supervisor may not take approval responsibilities seriously and fail to perform them (like the supervisor of the petty cash custodian in the text case).

Tight control may be too expensive and simply not performed (like the lack of observation of the laundry money collectors in the text case).

The payroll employee who has responsibility for preparing personnel files for new hires, approval of wages, verification of time cards, and distribution of payroll checks can "hire" fictitious employees, fake their records, and order checks through the payroll system.

Managers can override controls and order people to ship bricks (as in the text case) or manipulate records to create false numbers from a position of accounting authority (inventory falsification text case).

19.19
There would be a cash debit that never got deposited in the bank. Audit of the bank reconciliation should reveal the discrepancy.

19.20
The three general descriptions are: (1) overstating revenues and assets, (2) understating expenses and liabilities, and (3) giving disclosures that are misleading or omit important information.

Merchant gives this typology of fraudulent financial reporting ploys (Merchant, K.A., Fraudulent and Questionable Financial Reporting: A Corporate Perspective (Morristown: Financial Executives Research Foundation, 1987), p. 5)

	Type of Fraud
	Examples

	Manipulating, falsifying or altering records or documents
	Changing dates on supplier invoices to delay expense recording

Changing dates on shipping documents to record sales early

Changing invoice amounts to understate recorded expenses

Creating false inventory count sheets

	Suppressing or omitting transactions
	Failing to record supplier invoices at year end

	Recording transactions without substance
	Creating fictitious customer orders

	Misapplying accounting principles
	Capitalizing costs that should be expenses according to GAAP

Recognizing revenue on sales for which a significant risk of return exists

Purposely recording inadequate reserves estimates to show a predetermined (target) income

Recording prepayments as current expenses to understate income

	Failing to disclose significant information
	Concealing an impairment in the value of certain assets

Concealing pending litigation

Not reporting a change in accounting policy


19.21
Compare the amount written on the cheque with the bank's magnetic imprint of the amount paid by the bank.

19.22
The company has not control to test for invalid social insurance numbers. What's wrong with 585-671-234: The first three digits, 585, may not be fictitious, but this number was issued in New Brunswick, not Alberta where Byron Middleton is said to have been born (Number could have been issued later in New Brunswick.); but the middle two digits are false because (1) no odd numbers above 67 have been issued for New Brunswick, and (2) since this number ought to have been issued before 1965 (when "Middleton" was 15 years old), middle digits greater than 100 should have been even numbers, not odd (71).

19.23
Find information about real estate valuation (tax appraisal) in the city and county tax assessor-collector files. About aircraft ownership from the Federal Ministry of Transportation. Names of licensed doctors in the provincial medical society directory. Assumed business names in the provincial or county assumed named registry. Liens on personal property in documents filed, by borrower name, in the county clerk or Ministry of Commercial Affairs or commercial department office.

19.24
Extended procedures are audit procedures performed only when (external) auditors think something deserves imaginative investigation in the circumstances. Usually they are more complicated and expensive than "normal" audit procedures, and they usually suggest a suspicion of something fraudulent going on. The text contains brief explanations of several "extended procedures," but these may seem "normal" for fraud examiners.

19.25
Two endorsements may indicate that the payee of the cheque is not the party that received the benefit of the cheque payment. The payee may be fictitious.

19.26
Medical and life insurance: ghosts usually do not elect these insurance coverages.

Social insurance numbers: ghosts often have false or unlikely numbers made up by the fraudster.

Addresses: ghosts may have the same address as a real employee or the same address as other ghosts, multiple employees at the same address is the tipoff.

19.27
Horizontal analysis refers to changes of financial statement numbers and ratios across several years. Vertical analysis refers to financial statement amounts expressed each year as proportions of a base such as sales for the income statement accounts and total assets for the balance sheet accounts. Auditors look for relationships that do not make sense as indicators of potential large misstatement and fraud.

Net worth analysis is used when fraud has been discovered or strongly suspected, and the information to calculate a suspect's net worth can be obtained (e.g. asset and liability records, bank accounts). The method is to calculate the suspect's net worth (known assets - known liabilities) at the beginning and end of a period (months or years), then try to account for the difference as (1) known income less living expenses, and (2) unidentified difference. The unidentified difference may be the best available approximation of the amount of a theft.

Expenditure analysis is similar to net worth analysis, except the data is the suspect's spending for all purposes compared to known income. If spending exceeds legitimate and explainable income, the difference may be the amount of a theft.

19.28
Prosecution of fraudsters is advisable, because left unpunished, they often go on to steal again.

19.29
According to CICA Section 5135, immaterial (with relationship to the whole financial statements) errors are supposed to be reported to management at 


least one level above the people involved. The idea is that small matters can be kept in the management family. However, errors material to the financial statements must be adjusted and handled by management persons responsible for the financial statements to the satisfaction of auditors, or else the audit report will be qualified.

According to Section 5136 the materiality threshold for irregularities and illegal acts is described as those that are "clearly inconsequential." The auditors should inform the audit committee of the board of directors of all irregularities, except ones that are "clearly inconsequential." Irregularities involving senior management are never "inconsequential."

19.30
Auditors should know how to preserve the chain of custody of evidence. The chain of custody is the crucial link of the evidence to the suspect, called the "relevance" of evidence by attorneys and judges. If documents are lost, mutilated, coffee-soaked, compromised (so a defense attorney can argue that they were altered to frame the suspect), they can lose their effectiveness for the prosecution.

SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
19.31
One of the typical characteristics of management fraud is:

a.
Incorrect.
Falsification of documents is characteristic, but management fraud does not involve stealing money from an employer.

b.
Correct.
Management fraud is victimization of investors through the use of materially misleading financial statements.

c.
Incorrect.
Management fraud principally involves misleading financial statements which might or might not involve illegal acts committed by management to evade laws and regulations.

d.
Incorrect.
Conversion of stolen inventory to cash deposited in a falsified bank account describes an employee fraud.

19.32
CICA auditing standards do not require auditors of financial statements to:

a.
Incorrect.
Independent auditors are supposed to understand the nature of errors and irregularities.

b.
Incorrect.
Independent auditors are supposed to assess the risk of occurrence of errors and irregularities.

c.
Incorrect.
Independent auditors are supposed to design audits to provide reasonable assurance of detecting errors and irregularities.

d.
Correct.
Independent auditors are not required to report all finding of errors and irregularities to police authorities.

19.33
Which of the following types of auditors have the highest expectations in their audit standards regarding the detection of fraud?

a.
Incorrect.
Not the external auditors of financial statements.

b.
Correct.
Government auditors are expected to find more.

c.
Incorrect.
Not the internal auditors employed by companies.

d.
Incorrect.
Not the management advisory consultants engaged to design a company's information system.

19.34
Which two of the following characterize the work of fraud examiners and are different from the typical attitude of external auditors?

a.
Correct.
Analysis of control weaknesses for opportunities to commit fraud characterizes fraud examiners' work.

b.
Incorrect.
Analysis of control strengths as a basis for planning other audit procedures characterizes external auditors' work.

c.
Incorrect.
Determination of a materiality amount that represents a significant misstatement of the current year financial statements characterizes external auditors' work.

d.
Correct.
Thinking of a materiality amount in cumulative terms: that is, becoming large over a number of years characterizes fraud examiners' work.

19.35
When auditing with "fraud awareness," auditors should especially notice and follow up employee activities under which of these conditions?

a.
Correct.
Risk is high when the company always estimates the inventory but never take a complete physical count.

b.
Incorrect.
Risk is low when the petty cash box is always locked in the desk of the custodian.

c.
Incorrect.
Risk is lower when management has published a company code of ethics and sends frequent communication newsletters about it.

d.
Incorrect.
Risk is lower when the board of directors reviews and approves all investment transactions.

19.36
The best way to enact a broad fraud-prevention program is to:

a.
Incorrect.
Airtight control systems of checks and supervision is not the best long-run way to stop fraud.

b.
Incorrect.
Name an "ethics officer" who is responsible for receiving and acting upon fraud tips is not the best long-run way to stop fraud.

c.
Incorrect.
Place dedicated "hotline" telephones on walls around the workplace with direct communication to the company ethics officer is not the best long-run way to stop fraud.

d.
Correct.
Practice management "of the people and for the people" to help them share personal and professional problems is the best long-run way to stop fraud.

19.37
Which of the following gives the least indication of fraudulent activity?

a.
Incorrect.
Numerous cash refunds have been made to different people at the same post office box address is an indicator of cash refund fraud.

b.
Incorrect.
Internal auditor cannot locate several credit memos to support reductions of customers' balances is an indicator of returned goods fraud.

c.
Correct.
Bank reconciliation has no outstanding checks or deposits older than 15 days is a sign of a good bank reconciliation, a fraud detection technique.

d.
Incorrect.
Three people were absent the day the auditors handed out the paychecks and have not picked them up four weeks later is an indicator of padded payroll fraud.

19.38
Which of the following combinations is a good means of hiding employee fraud but a poor means of carrying out management (financial reporting) fraud?

a.
Incorrect.
Overstating sales revenue and overstating customer accounts receivable balances is a way to misstate financial statements for management fraud.

b.
Correct.
Overstating sales revenue and overstating bad debt expense does not misstate income or assets but will hide an employee embezzlement.

c.
Incorrect.
Understating interest expense and understating accrued interest payable is a way to misstate financial statements for management fraud.

d.
Incorrect.
Omit the disclosure information about related party sales to the president's relatives at below-market prices is a way to misstate financial statements for management fraud.

19.39
Which of these arrangements of duties could most likely lead to an embezzlement or theft?

a.
Correct.
The inventory warehouse manager can steal inventory and manipulate the records.

b.
Incorrect.
Cashier prepared the bank deposit, endorsed the checks with a company stamp, and took the cash and checks to the bank for deposit (no other bookkeeping duties). The cashier might steal currency, but needs access to the records to steal customer payments.

c.
Incorrect.
Accounts receivable clerk received a list of payments received by the cashier so he could make entries in the customers' accounts receivable subsidiary accounts. Good arrangement because the bookkeeper does not have access to cash.

d.
Incorrect.
Financial vice president received checks made out to suppliers and the supporting invoices, signed the checks, and put them in the mail to the payees. Fraud would be harder because financial VP would also need to be able to create fictitious vendors and invoices.

19.40
If sales and income were overstated by recording a false credit sale at the end of the year, where could you find the false "dangling debit?" In the:

a.
Incorrect.
The accounting is credit sales, debit receivables, not inventory.

b.
Incorrect.
The accounting is credit sales, debit receivables, not cost of goods sold.

c.
Incorrect.
The accounting is credit sales, debit receivables, not bad debt expense.

d.
Correct.

19.41
Which of these is an invalid social security number?

a.
Correct.
462-003-358   no consecutive zeros issued

b.
Incorrect.

c.
Incorrect.

d.
Incorrect.

19.42
Public records from which of these sources could be used to find the owner of an office building?

a.
Incorrect.
Real estate ownership is not in the Ministry of Industry and Trade export/import license files.

b.
Incorrect.
Real estate ownership is not in the Federal Aviation Administration records.

c.
Correct.
Real estate owners are in the city and county tax assessor-collector files.

d.
Incorrect.
Real estate ownership is not in the Securities and Exchange Commission filings.

19.43
Experience has shown that the largest number of accounting errors requiring adjustment are found in:

a.
Incorrect.

b.
Incorrect.

c.
Incorrect.

d.
Correct.
Nonroutine, nonsystematic journal entries appear to produce the most accounting errors requiring adjustment.

19.44
The type of financial analysis that expresses balance sheet accounts as percentages of total assets is known as:

a.
Incorrect.
Horizontal analysis expresses changes from year-to-year.

b.
Correct.
Vertical analysis expresses balance sheet accounts as percentages of total assets.

c.
Incorrect.
Net worth analysis determines the amount and sources of change in net worth.

d.
Incorrect.
Expenditure analysis determines the amount of expenditure for comparison to the known amount of income.

SOLUTIONS FOR EXERCISES AND PROBLEMS
19.45
Give Examples of Errors, Irregularities, and Frauds

Students can probably think of many examples for each of the cases. This solution does not purport to be exhaustive.

a.
Overstate an asset, understate another asset

Hold cash receipts journal open past the year end (cutoff date) and record too much cash, reducing accounts receivable.

b.
Overstate an asset, overstate stockholder equity

Record appraised value of property, plant, and equipment, with a corresponding credit to a capital account.

c.
Overstate an asset, overstate revenue

(1) Hold the sales journal open past the year end (cutoff date) and record too much sales revenue and cash or accounts receivable. (2) Record fictitious sales and accounts receivable.

d.
Overstate an asset, understate an expense

(1) Capitalize maintenance expense, making the asset amount higher than warranted and the expense amount lower. Subsequent depreciation would reverse this misstatement, but the first effect would be to overstate the asset and understate the expense. (2) Record an expenditure as a prepaid expense instead of a current expense.

e.
Overstate a liability, overstate an expense

Accrue too much liability for expenses not yet paid, such as wages, rent, interest, product warranties, etc.

f.
Understate an asset, overstate an expense

(1) Calculate too much depreciation expense on assets. (2) Classify expenditures as current expenses when they should be classified as prepaid expenses.

g.
Understate a liability, understate an expense

Fail to accrue liabilities for expenses not yet paid, such as wages, rent, interest, product warranties, etc.

19.46
Overall Analysis of Accounting Estimates

The company has fudged the writeoffs toward being as small as possible, hoping to satisfy the auditors. Taken one at a time, only the uncertainty about the deferred subscription costs is large enough to break the materiality threshold. But the set of problems cannot be taken one at a time. Here is a suggested low-high audit estimate:


Low Estimate
High Estimate

Write-off deferred subscription costs (1)
$ 6,000,000
$12,000,000

Provide allowance for bad debts (2)
$ 4,000,000
$ 4,000,000

Provide for expected warranty expense (3)
$ 2,000,000
$ 6,000,000

Lower of cost or market inventory writedown (4)
$ 5,600,000
$ 5,600,000

Loss on government contract refund (5)
$ 1,000,000
$ 2,000,000
Total write-offs and losses
$18,600,000
$29,600,000

(1)
The low estimate gives benefit of doubt to survival of the business, writing off half the deferred costs as if one-half might be written off over the next two years. The company seems to have taken the 50% probability ($6 million) and allocated half to each of the two years.

(2)
The company seems ready to provide allowance for all the doubtful accounts receivable.

(3)
Not much information for an auditor (such as a probability distribution).

(4)
It looks like the company plans to rebuild the inventory and recover as much as it can, namely the $4,400,000 that can be realized from selling the rebuilt parts, but the lower of cost or market was figured incorrectly. The company seems to have subtracted the selling price ($8 million) from the inventory cost ($10 million) to get the $2 million writedown. The correct calculation is:

Net Realizable Value:

Selling price proceeds
$ 8,000,000

Cost to rebuild
(2,000,000)

Cost to market and ship (20% x $8 million)
 (1,600,000)

Ceiling (net realizable value)
$ 4,400,000

Floor, Subtract "normal profit" (5% x $8 million)
  ( 400,000)

Floor
$ 4,000,000

Replacement cost is apparently $6 million for the modern part, so the "market" for lower of cost or market is NRV = $4,400,000, and the inventory writedown is $10 million - $4,400,000 = $5,600,000. Sale of the rebuilt parts will produce zero profit in subsequent period(s):

Selling price

$ 8,000,000

Inventory sold (written-down cost)
$4,400,000

Rebuilding cost
 2,000,000
Total cost of goods sold

(6,400,000)

Cost to market and ship

 (1,600,000)

Profit

-0-

(5)
For a contingency such as this government contract dispute, GAAP suggests recognizing loss at the lower end of a range for loss, so a $1 million loss provision would satisfy GAAP.

Recommended Adjustment:

Management's suggestion of $11,000,000 cost/loss recognition is not sufficient. It "leaves" $7,600,000 income overstatement, even using the auditors' low estimate of $18,600,000. Even booking the low estimate "leaves" $10,000,000 unrecognized (including the government contract contingency at $1 million instead of $2 million). The minimum adjustment, given the limited information available in this problem, is below. Adequate disclosures should be made about the $6 million deferred subscription costs remaining and the prospects for the business, and about the warranty expense estimate, since these are the items that leave uncertain assets and liabilities in the 

financial statements.


Debit
Credit

Subscription expense
$ 6,000,000

Bad debt expense
$ 4,000,000

Warranty expense
$ 2,000,000

Cost of goods sold
$ 5,600,000

Government contract loss
$ 1,000,000

Deferred subscription costs

$ 6,000,000

Allowance for doubtful accounts

$ 4,000,000

Estimated warranty liability

$ 2,000,000

Inventory

$ 5,600,000

Estimated liability on contract

$ 1,000,000

19.47
Select Effective Extended Procedures

These procedures are offered without explanation of the information that might be discovered. For each one, a confirmation of the suspicion might arise. One definite instance is enough to justify proceeding with an investigation (real fraud examination), but failure to find confirming evidence can mean (1) nothing wrong is going on, or (2) the crook is too clever for the auditor. All of these procedures should be conducted with care not to falsely impugn the integrity of the people under investigation.

a.
Count the petty cash fund on Friday morning in the presence of the supervisor and custodian of the fund. Then, perform a second surprise count Friday afternoon before the custodian leaves work for the day.

b.
Ask the local Better Business Bureau for reports on the eight new vendors. Ask the local Chamber of Commerce if they are members. Look them up in the telephone book. Telephone them, asking about business hours, product availability, and other matters. but not in a way to arouse suspicion of investigation. Visit the business location (telephone book address) to browse. Go to the local tax assessor-collector office files to look up the owner of the property where the businesses are located. If any of the new vendors are professional people, look them up in state licensing agency directories (e.g. PAs, attorneys, doctors). Go to the Ministry of Industry and Trade and look up the corporate charter to see if the purchasing agent is shown as an incorporator, officer, or director (if a large company, you can use the Standard & Poor's Register of Corporations, Directors, and Executives). Look them up in the provincial, regional or county "assumed name" files for real names. Write a check to each business, and use the canceled check to identify the businesses' banks; then get one of the purchasing agent's canceled payroll checks to see whether they all bank at the same place. (This is circumstantial evidence that needs more work, but it would be an unlikely coincidence in most cases if all of them had accounts at the same bank.) Avoid approaching the chief purchasing agent with inquiries about the new vendor approval process because you might alert the person to the investigation.

c.
Select the people who have quit and determine their termination dates. In the payroll records, find the identification of their last paychecks (check number), then find the canceled checks and examine the endorsement, looking for two endorsements, one of which might be the payroll supervisor. Contact the terminated employees on the pretext of an exit conversation, and inquire whether they received all their paychecks, being sure to identify the last period or severance pay provision for them.

d.
Add the customers' subsidiary accounts and compare to the general ledger control account. If clerks are giving customers proper credit in their subsidiary accounts but not depositing the money and enabling the accounting system to credit the control account, they may be out of balance. If you can identify suspicious accounts, ask the customers to give you originals or copies of their canceled checks so you can examine the endorsements to see whether they appear to have been negotiated by a company employee.

e.
Use the cash receipts journal date and the deposit date at the bank to see whether there is a pattern of delay that could indicate the cashier is holding the deposits. Last resort is a surprise cash count at the cashier's desk to see whether cash on hand is actually on hand.

19.48
Horizontal and Vertical Analysis

TO:
Current Working Paper File

FROM:
Auditor

DATE:

SUBJECT:
Retail Company audit--preliminary analytical review

Revenue and Current Ratio
Sales decreased 10%, and the company may be tempted to misstate accounts in order to avoid reporting an income decrease. The requirement to maintain a 2:1 current ratio presents temptation to overstate current asset accounts and understate current liability accounts.

Sales, Sales Returns, and Accounts Receivable
Both sales and accounts receivable are down. The days' sales in receivables and receivables turnover ratios confirm the relative decrease. The allowance for doubtful accounts ratio is approximately in line with last year. Even though the sales decline might tempt people to record invalid sales, there is not much room to hide them in accounts receivable. If the allowance for doubtful accounts should be 8%, as last year, the allowance should be $32,000, indicating a $2,000 understatement in the allowance and $2,000 overstatement of net realizable value of accounts receivable.

Inventory and Cost of Goods Sold
Cost of goods sold as a percent of sales is down from 70 percent to about 65 percent. If 70 percent is more accurate, cost of goods sold might be understated by $405,000, or almost 76 percent of the $530,000 operating income (before taxes, interest expense, and other revenue and expense).

The related inventory accounts may therefore be overstated, perhaps as much as $405,000. The trial balance shows inventory increased $440,000 (29 percent). The days' sales in inventory and inventory turnover ratios confirm the relative increase of inventory dollars.

We should audit the physical inventory and inventory pricing carefully.

Accruals and Expenses
The depreciation expense is the same as last year, but $1,000,000 new assets are in the Equipment account. We need to recalculate depreciation expense. Either the company forgot to record depreciation on new assets, the assets are fictitious and have not been put on the depreciation schedule, or the assets were acquired so late in the year that fractional depreciation is immaterial.

Interest expense on the new bank loan appears not to have been paid or accrued. The interest expense in the trial balance seems to be interest on the long term debt at 10 percent. According to the problem information, interest since July 1 at 11% on $750,000 (expense = $41,250) should have been recorded.

Other accruals are smaller than last year, and general expenses are only slightly lower. Maybe some accrued expenses did not get recorded. We need to be sure to conduct the search for unrecorded liabilities and expenses. If the ratio of accruals to expense for last year (0.03) is relevant for this year, the accruals should be about $60,000 instead of $10,000.

Liabilities
It looks like there was an error in the prior year audited financial statements. $100,000 of the long-term debt should have been classified as "current portion of long-term debt." None is classified as a current liability in the current year unaudited financial statements.

Retained Earnings
We were told that no dividends have been declared or paid, but the ending retained earnings is not equal to the beginning retained earnings plus net income. There is a $100,000 discrepancy that could be dividends, a prior period adjustment, or a loss improperly debited to retained earnings. Maybe the books just do not balance!

A constructed cash flow statement (attached) shows an unexplained $100,000 cash "shortage." Maybe a loss or expense was debited directly to retained earnings.

Going Concern Consideration
The company appears to have used operating cash flow and new bank loans ($750,000) to finance asset purchases ($1,000,000) and long term debt repayment ($100,000). Current liabilities increased much more than current assets (inventory increase), and the current ratio declined from 4.57 to 2.00. Likewise the total debt to equity ratio increased from .35 to .56.

Overstatement of the inventory, omission of accrued expenses, and misclassification of the current portion of long term debt would cause the current ratio to be 2:1, exactly as required by the loan agreement, instead of less than 2:1. The existence of the loan agreement requirement make the risk of misstatement higher under these conditions.

While the company does not seem to be in dire financial straits, we ought to review the cash flow budget for next year.

19.48
(attachments)


Retail Company


Cash Flow Statement

Operations:

Net income
$ 294,000

Depreciation
300,000

Decrease net accounts receivable
90,000

Increase inventory
(440,000)

Increase accounts payable
150,000

Decrease accruals
 ( 60,000)

Cash Flow from Operations

$ 334,000

Investing Activities:

Additions to fixed assets

(1,000,000)

Financing Activities:

New loan acquisition
$ 750,000

Debt repayment
 (100,000)

Financing Cash Flow

   650,000
Net Cash Increase

$ ( 16,000)

Beginning Cash Balance

   600,000
Ending Cash Balance

$  584,000

Reported Cash Balance

   484,000
Unexplained Cash Difference

$  100,000

Retail Company


Summary of Potential Problems



Current
Current


Income
Assets
Liabilities

Reported (unaudited)
$ 294,000
$ 2,794,000
$ 1,400,000

Added bad debt allowance
( 2,000)
( 2,000)

Overstated inventory
(405,000)
( 405,000)

Interest accrual
( 41,250)

41,250

Expense accrual
( 50,000)

50,000

Depreciation expense
(100,000)

Unidentified RE debit
(100,000)

Reclassify long term debt


100,000

Income tax reduction*
  279,300
    279,300
           
Adjusted
$(124,950)
$ 2,666,300
$ 1,591,250

Adjusted current ratio

1.6851

* Refund of taxes paid plus refund from tax loss carry-back.

19.49
Expenditure Analysis

FORENSIC ACCOUNTING CONSULTING ENGAGEMENT 1

Known Expenditures:

House payments
12 @ $ 1,377
$ 16,524

Mercedes payments
12 @ $ 2,361
28,332

Nissan Maxima payments
down + monthly
9,444

Audio and video equipment

5,532

Household expenses
12 @ $900
  10,800
Total estimated expenditures

$ 70,632

Known Sources:

Beginning bank balance
$ 3,462

Takehome pay 12 @ $2,950
35,400

Ending bank balance
 (2,050)

Total known sources

$ 36,812
Expenditures financed by unknown sources

$ 33,820
19.50
Net Worth Analysis

FORENSIC ACCOUNTING CONSULTING ENGAGEMENT 2


END YEAR ONE
END YEAR TWO
END YEAR THREE

ASSETS:

Residence
$ 100,000
$ 100,000
$ 100,000

Stocks and Bonds
30,000
30,000
42,000

Automobiles
20,000
20,000
40,000

Certificate of Deposit
50,000
50,000
50,000

Cash
    6,000
   12,000
   14,000
Total Assets
$ 206,000
$ 212,000
$ 246,000

LIABILITIES:

Mortgage Balance
90,000
50,000
-0-

Auto Loan
   10,000
      -0-
      -0-
Total Liabilities
$ 100,000
$  50,000
      -0-
Net Worth
$ 106,000
$ 162,000
$ 246,000
Change in Net Worth

$ 56,000
$ 84,000

TOTAL EXPENSES*

  30,800
  28,000
Increase in Net Worth + Expenses

$ 86,800
$ 112,000

KNOWN INCOME

  40,000
   42,000
FUNDS FROM UNKNOWN SOURCES

$ 46,800
$  70,000
* Includes some principal payments on debts.

SOLUTIONS FOR DISCUSSION CASES
19.51
AUDIT APPROACH: STEALING WAS EASY

Note: The approach could be written to cover cash receipts and accounting for customer accounts, but nothing would be found because Lew did not steal the customers' money. (Lew would have been smarter to debit some of the theft to expense accounts, but he didn't do it.)

Objective: Obtain evidence of the existence and valuation of the inventory.

Control: The company had no controls over comparison of purchase orders with payments and no reconciliation of the inventory account with the physical inventory (control by counting the inventory, valuing it, and comparing the result to the inventory account).

The bank reconciliation is a desirable control feature when it is performed properly by a person not otherwise involved in the accounting. In a small business, however, separation of duties is not always possible, and a good reconciliation may be performed anyway.

The deviations that might arise are that Lew could write unauthorized checks, hide them in the accounting records, and rig the bank reconciliations to mask their existence.

Test of Controls: Audit the performance of the bank reconciliation control (comparison of actual cash according to the bank with the cash shown in the accounting records). For a selection of bank reconciliations, (1) see that the explanation of differences between book and bank balances is mathematically accurate, (2) count the number of checks and deposits attached to the statement and compare to the count number printed on the face of the statement, (3) compare each cleared check and deposit slip to the entry in the bank's statement, (4) compare each deposit in transit and outstanding check to the cleared item in the next month's bank statement, and (5) trace each cleared item to the cash receipts and cash disbursements accounting entries for agreement of amount and date.

Since there were controls connected with the inventory account, no test procedures should be performed.

Audit of Balance: Audit the year-end bank reconciliation as described above for the purpose of auditing the cash amount shown in the financial statements.

Get management to perform a complete count and valuation of the inventory. Observe the count extensively to determine whether it is reasonably accurate. Compare the resulting compilation to the inventory control account.

Discovery Summary: The test of controls and year-end audit of the bank reconciliations might turn up an example of a missing canceled check. (If Lew stole in amounts of $4,000 or so at a time, he had only about 100 checks to himself over an eight year period, about 12 or 13 per year, so there is no guarantee that a selection of one or two bank reconciliations would contain one. One is enough!) In light of the concentration of duties in Lew and the importance of the bank reconciliation procedure, perhaps the auditors should perform "extended procedures" in the form of testing/auditing a large number of the bank reconciliations.

The physical count and valuation of inventory is the most likely place to find the "dangling debit." It should show a significant inventory shortage and prompt further investigation of the cause. At least the physical count will flush the overstated assets out of the balance sheet and make the financial statements reasonable, even if all the expense categories are not properly identified (e.g. "fraud loss" instead of cost of goods sold).

19.52
AUDIT APPROACH: THE EXTRA BANK ACCOUNT

Objective: Obtain evidence to determine whether expenses paid from the extra bank account were for legitimate school business. Auditors cannot ignore informants' tales.

Control: Cash disbursements should be authorized by responsible officers of the organization to be for valid business purposes. It is not unusual for a business manager to have the authorization responsibility. Tight control would call for disbursement review (at time of check signature) by another responsible person (superintendent), and this control was not always observed. Cash receipts should be listed by the person initially in control (cafeteria manager), deposited by another person (business manager), and a responsible person (superintendent, internal auditor, external auditor) should compare the initial control record to the deposit to note any differences.

Test of Controls: Forewarned by the informant, the auditors could make inquiry: "Does the school district have a fund for which individual disbursements are not approved by the school board?" and "Does the business manager have responsibility for this fund?" Answers to both questions directed to the superintendent would be "yes," and the auditors can then concentrate initial attention on the particular account records.

The next question is: "Does the cafeteria manager make a record of the daily receipts?" Answer by the superintendent: "I don't know, ask her." Luckily, it turned out that the cafeteria manager, without direct instructions, made notes on a calendar of the amount of money sent forward to the business manager for deposit. Procedure: Compare the amounts from the cafeteria manager's calendar to the deposits in the account.

Audit of Balance: The "balances" being audited are the expense accounts that received the debits from the extra bank account. However, it is efficient to go to the bank account records as a starting point for the investigation. Obtain the bank statements and supporting documents for cash disbursements. Study them for evidence of (1) improperly authorized payments, (2) payments of personal expenses on the school district's VISA account, and (3) payments to unauthorized persons or to "cash" for unauthorized purposes.

Discovery Summary: After finding payments to American Express and VISA, auditors asked the superintendent about the credit card used by the school and learned that the school used only VISA. Inquiry at American Express revealed the business manager as the owner of the account number found on receipts in the supporting documents. (Actually, by this time the business manager had confessed, but identification of the account might have been harder.) Study of the items and dates on the VISA charge slips showed items (e.g. hosiery) not used at the school and dates that did not match business periods. Review of the checks identified the son as payee on some.

During this review, the auditors found checks dated out of numerical sequence and a missing block in the most current month. This was a sign of having blank checks signed, so the superintendent was asked, and he admitted doing so. The missing block was in the business manager's a desk drawer, already signed.

Comparing the cafeteria manager's notes of cash receipts showed shortages in numerous deposits. The business manager admitted taking the cash.

19.53
Employee Embezzlement via Padded Payroll

EXHIBIT 19.53-1 PAYROLL REGISTER

I.D.#
Name
Sect.
Social Ins.#
Address

5592
Annalee, Michele
1990
455411471
6205193611
Alberta

8961
Avondale, Richard
1990
435315873
4723265701
Alberta

 186
Bryce, Sharon
1990
449435042
2763431893
Alberta

3553
Gorman, Thalia
1990
459497264
1565644635
Alberta

6521
Gordon, Marshall
1990
463355479
8999781365
Alberta

6999
Harvey, Kevin
1990
396546363
7409894998
PEI

8920
Mazzini, Virgil
1990
461785493
2012719362
Alberta

4534
Paperton, Karen
1990
453491250
6371802086
Alberta

6204
Peterman, Jennifer
1990
473600914
7818539686
Quebec

5481
Brione, Kimberly
2000
461635205
5622472908
Alberta

5363
Brione, Douglas
2000
137567089
4286008036
Ontario

7891
Jones, Jonothan
2000
464373412
3890567269
(1)

9491
Jones, Michael
2000
464373413
3890567269
(1)

 527
Jones, Thomas
2000
464373413
4609659041
(1)

4042
Bull, Lisa
2000
466471495
2797567256
Alberta

6041
Bushman, Jolle
2000
451355503
9103080617
Alberta

 590
Camp, Liana
2000
455690418
4237338557
Alberta

3054
Cantraz, Luan
2000
460594645
7894813997
Alberta

8063
Churchman, Matt
2000
466232740
6977367072
Alberta

2964
Allford, Eric
2010
444782904
2935968014
B.C.

9293
Altzheimer, Jeff
2010
453493495
6349921488
Alberta

6729
Ameston, Jackie
2010
483889548
2722529584
Manitoba

3154
Arrgon, Mary
2010
452535653
8213209536
Alberta

 852
Bulling, John
2010
325462648
5587231055
Saskatchewan

7219
Chidid, Adam
2010
124491704
7443759037
(4)

9346
Chu, Song
2010
465350881
2171962355
Alberta

5261
Cooker, Scott
2010
459983822
4634865235
Alberta

4987
Coolman, Maury
2010
458531820
1291047566
Alberta

1667
Daughterford, Debby
2010
461478070
8223680929
Alberta

6145
Butterby, Laura
2020
462237424
3463748143
(2)

9265
Butterby, Leigh
2020
462236725
3463748143
(2)

1231
Butterby, L.A.
2020
462236726
3463748143
(2)

6919
Cevil, John
2020
453454988
9781429093
Alberta

6840
Chung, Hihnno
2020
483113789
4888874664
Manitoba

7489
Cordon, Andy
2020
497605588
5129368143
Nova Scotia

9111
Coward, Clay
2020
452639707
49242627
Alberta

4873
Cranehook, Mary
2020
275643410
1622537823
Newfoundland

9362
Diercheski, Ward
2020
460496149
7641205905
Alberta

 378
Fineman, Bryan
2020
459679356
8703966421
Alberta

4613
Deitrick, James
2025
135635583
6947113473
(3)

5361
Larson, Kermit
2025
221156649
6947113473
(3)

3276
Newman, Paul
2025
601669984
6947113473
(3)

3493
Robertson, Jack
2025
680623358
6947113473
(3)

8857
Rosingale, Patricia
2025
460654900
6609741958
Alberta

7103
Ruhle, Mabry
2025
397804404
6940593886
PEI

7559
Ruffinio, Jill
2025
461394849
2874916590
Alberta

8494
Rummsfell, Judith
2025
466539183
4621454720
Alberta

  43
Smith, Michael
2025
442641436
6504510060
BC

1948
Shultze, Robert
2025
457020330
9202701679
Alberta

(1)
The Jones Boys:

Jonothan and Michael have the same address (bank account).

Jonothan and Michael have consecutive social insurance numbers.

Michael and Thomas have the same social insurance number.

(2)
The Butterby Crowd;

Laura and Leigh are actually twins, and their social insurance are close but not consecutive.

All three have the same address (bank account).

Leigh and L.A. have consecutive social insurance numbers.

(3)
The Facilitators

The section number is not in the same sequence as others, which are at intervals of 10. (Dummy section?)

James, Kermit, and Paul have false social insurance numbers.

James' falsity is that 135 has no odd group number issued

Kermit's falsity is that 221 has no odd group number issued

Paul's falsity is that 601 has no even group number over 48

Jack has a number not yet issued (680-xx-xxxx).

James, Kermit, Paul, and Jack have the same address (bank account)

(4)
The Ringer

Adam Chidid's number is false. 124 has no odd group number issued

The employer is probably located in Alberta because most of the people have social insurance numbers issued in Alberta.

Computer Test Solution: The presentation below shows the register sorted by social insurance number, with the simple test of subtracting adjacent numbers to show ones that are consecutive (unlikely) or the same.

PAYROLL REGISTER

Sorted by SIN and Tested for Consecutive or Same Numbers

I.D.#
Name
Sect.
Social Ins.#
TEST

7219
Chidid, Adam
2010
124491704

4613
Deitrick, James
2025
135635583
11143879

5363
Brione, Douglas
2000
137567089
1931506

5361
Larson, Kermit
2025
221156649
83589560

4873
Cranehook, Mary
2020
275643410
54486761

 852
Bulling, John
2010
325462648
49819238

6999
Harvey, Kevin
1990
396546363
71083715

7103
Ruhle, Mabry
2025
397804404
1258041

8961
Avondale, Richard
1990
435315873
37511469

  43
Smith, Michael
2025
442641436
7325563

2964
Allford, Eric
2010
444782904
2141468

 186
Bryce, Sharon
1990
449435042
4652138

6041
Bushman, Jolle
2000
451355503
1920461

3154
Arrgon, Mary
2010
452535653
1180150

9111
Coward, Clay
2020
452639707
104054

6919
Cevil, John
2020
453454988
815281

4534
Paperton, Karen
1990
453491250
36262

9293
Altzheimer, Jeff
2010
453493495
2245

5592
Annalee, Michele
1990
455411471
1917976

 590
Camp, Liana
2000
455690418
278947

1948
Shultze, Robert
2025
457020330
1329912

4987
Coolman, Maury
2010
458531820
1511490

3553
Gorman, Thalia
1990
459497264
965444

 378
Fineman, Bryan
2020
459679356
182092

5261
Cooker, Scott
2010
459983822
304466

9362
Diercheski, Ward
2020
460496149
512327

3054
Cantraz, Luan
2000
460594645
98496

8857
Rosingale, Patricia
2025
460654900
60255

7559
Ruffinio, Jill
2025
461394849
739949

1667
Daughterford, Debby
2010
461478070
83221

5481
Brione, Kimberly
2000
461635205
157135

8920
Mazzini, Virgil
1990
461785493
150288

9265
Butterby, Leigh
2020
462236725
451232
consecutive

1231
Butterby, L.A.
2020
462236726
1
consecutive

6145
Butterby, Laura
2020
462237424
698

6521
Gordon, Marshall
1990
463355479
1118055

7891
Jones, Jonothan
2000
464373412
1017933
consecutive

9491
Jones, Michael
2000
464373413
1
consecutive, same

 527
Jones, Thomas
2000
464373413
0
same

9346
Chu, Song
2010
465350881
977468

8063
Churchman, Matt
2000
466232740
881859

4042
Bull, Lisa
2000
466471495
238755

8494
Rummsfell, Judith
2025
466539183
67688

6204
Peterman, Jennifer
1990
473600914
7061731

6840
Chung, Hihnno
2020
483113789
9512875

6729
Ameston, Jackie
2010
483889548
775759

7489
Cordon, Andy
2020
497605588
13716040

3276
Newman, Paul
2025
601669984
104064396

3493
Robertson, Jack
2025
680623358
78953374

Computer Test Solution: The next presentation shows the register sorted by social insurance number, with the numbers separated to isolate the group numbers (middle two digits) with a test for invalid leading three digits and group numbers.

PAYROLL REGISTER

Tested for Invalid Group Numbers (++++) and Unissued Numbers (----)

I.D.#
Name
Sect.
Social Ins.#
TEST

7219
Chidid, Adam
2010
124 49 1704
++++

4613
Deitrick, James
2025
135 63 5583
++++

5363
Brione, Douglas
2000
137 56 7089

5361
Larson, Kermit
2025
221 15 6649
++++

4873
Cranehook, Mary
2020
275 64 3410

 852
Bulling, John
2010
325 46 2648

6999
Harvey, Kevin
1990
396 54 6363

7103
Ruhle, Mabry
2025
397 80 4404

8961
Avondale, Richard
1990
435 31 5873

  43
Smith, Michael
2025
442 64 1436

2964
Allford, Eric
2010
444 78 2904

 186
Bryce, Sharon
1990
449 43 5042

6041
Bushman, Jolle
2000
451 35 5503

3154
Arrgon, Mary
2010
452 53 5653

9111
Coward, Clay
2020
452 63 9707

6919
Cevil, John
2020
453 45 4988

4534
Paperton, Karen
1990
453 49 1250

9293
Altzheimer, Jeff
2010
453 49 3495

5592
Annalee, Michele
1990
455 41 1471

 590
Camp, Liana
2000
455 69 418

1948
Shultze, Robert
2025
457  2 330

4987
Coolman, Maury
2010
458 53 1820

3553
Gorman, Thalia
1990
459 49 7264

378
Fineman, Bryan
2020
459 67 9356

5261
Cooker, Scott
2010
459 98 3822

9362
Diercheski, Ward
2020
460 49 6149

3054
Cantraz, Luan
2000
460 59 4645

8857
Rosingale, Patricia
2025
460 65 4900

7559
Ruffinio, Jill
2025
461 39 4849

1667
Daughterford, Debby
2010
461 47 8070

5481
Brione, Kimberly
2000
461 63 5205

8920
Mazzini, Virgil
1990
461 78 5493

9265
Butterby, Leigh
2020
462 23 6725

1231
Butterby, L.A.
2020
462 23 6726

6145
Butterby, Laura
2020
462 23 7424

6521
Gordon, Marshall
1990
463 35 5479

7891
Jones, Jonothan
2000
464 37 3412

9491
Jones, Michael
2000
464 37 3413

 527
Jones, Thomas
2000
464 37 3413

9346
Chu, Song
2010
465 35 881

8063
Churchman, Matt
2000
466 23 2740

4042
Bull, Lisa
2000
466 47 1495

8494
Rummsfell, Judith
2025
466 53 9183

6204
Peterman, Jennifer
1990
473 60 914

6840
Chung, Hihnno
2020
483 11 3789

6729
Ameston, Jackie
2010
483 88 9548

7489
Cordon, Andy
2020
497 60 5588

3276
Newman, Paul
2025
601 66 9984
++++

3493
Robertson, Jack
2025
680 62 3358
----

Computer Test Solution: The next presentation shows the register sorted by addresses, with the simple test of subtracting addresses numbers to show ones that are consecutive (unlikely) or the same.

PAYROLL REGISTER  Sorted by addresses

I.D.#
Name
Sect.
Social Ins.#
Address
TEST

9111
Coward, Clay
2020
452639707
49242627

4987
Coolman, Maury
2010
458531820
1291047566
1241804939

3553
Gorman, Thalia
1990
459497264
1565644635
274597069

4873
Cranehook, Mary
2020
275643410
1622537823
56893188

8920
Mazzini, Virgil
1990
461785493
2012719362
390181539

9346
Chu, Song
2010
465350881
2171962355
159242993

6729
Ameston, Jackie
2010
483889548
2722529584
550567229

 186
Bryce, Sharon
1990
449435042
2763431893
40902309

4042
Bull, Lisa
2000
466471495
2797567256
34135363

7559
Ruffinio, Jill
2025
461394849
2874916590
77349334

2964
Allford, Eric
2010
444782904
2935968014
61051424

6145
Butterby, Laura
2020
462237424
3463748143
527780129
same

9265
Butterby, Leigh
2020
462236725
3463748143
0
same

1231
Butterby, L.A.
2020
462236726
3463748143
0
same

7891
Jones, Jonothan
2000
464373412
3890567269
426819126
same

9491
Jones, Michael
2000
464373413
3890567269
0
same

590
Camp, Liana
2000
455690418
4237338557
346771288

5363
Brione, Douglas
2000
137567089
4286008036
48669479

 527
Jones, Thomas
2000
464373413
4609659041
323651005

8494
Rummsfell, Judith
2025
466539183
4621454720
11795679

5261
Cooker, Scott
2010
459983822
4634865235
13410515

8961
Avondale, Richard
1990
435315873
4723265701
88400466

6840
Chung, Hihnno
2020
483113789
4888874664
165608963

7489
Cordon, Andy
2020
497605588
5129368143
240493479

 852
Bulling, John
2010
325462648
5587231055
457862912

5481
Brione, Kimberly
2000
461635205
5622472908
35241853

5592
Annalee, Michele
1990
455411471
6205193611
582720703

9293
Altzheimer, Jeff
2010
453493495
6349921488
144727877

4534
Paperton, Karen
1990
453491250
6371802086
21880598

  43
Smith, Michael
2025
442641436
6504510060
132707974

8857
Rosingale, Patricia
2025
460654900
6609741958
105231898

7103
Ruhle, Mabry
2025
397804404
6940593886
330851928

4613
Deitrick, James
2025
135635583
6947113473
6519587
same

5361
Larson, Kermit
2025
221156649
6947113473
0
same

3276
Newman, Paul
2025
601669984
6947113473
0
same

3493
Robertson, Jack
2025
680623358
6947113473
0
same

8063
Churchman, Matt
2000
466232740
6977367072
30253599

6999
Harvey, Kevin
1990
396546363
7409894998
432527926

7219
Chidid, Adam
2010
124491704
7443759037
33864039

9362
Diercheski, Ward
2020
460496149
7641205905
197446868

6204
Peterman, Jennifer
1990
473600914
7818539686
177333781

3054
Cantraz, Luan
2000
460594645
7894813997
76274311

3154
Arrgon, Mary
2010
452535653
8213209536
318395539

1667
Daughterford, Debby
2010
461478070
8223680929
10471393

 378
Fineman, Bryan
2020
459679356
8703966421
480285492

6521
Gordon, Marshall
1990
463355479
8999781365
295814944

6041
Bushman, Jolle
2000
451355503
9103080617
103299252

1948
Shultze, Robert
2025
457020330
9202701679
99621062

6919
Cevil, John
2020
453454988
9781429093
578727414

19.54
AUDIT APPROACH: DOCTOR!, DOCTOR?

Objective: Obtain evidence to determine whether employee medical benefits "existed" in the sense of being valid claims paid to valid doctors.

Control: The controls are good so far as they go. The claims processors used internal data in their work--employee files for identification, treatment descriptions submitted by doctors with comparisons to plan provisions, and mathematical calculations. This work amounted to all the approval necessary for the claims payment department to prepare a check.

There were no controls that connected the claims data with outside sources, such as employee acknowledgment or doctor investigation.

Test of Controls. The processing and control work in the claims processing department can be audited for deviations from controls. Procedure: Select a sample of paid claims and reperform the claims processing procedures to verify the employee status, coverage of treatment, proper guideline charges, cumulative amount less than $50,000, and accurate calculation. However, this procedure would not help answer the question: "Does Martha Lee steal the money to pay for the limousines?"

"Thinking like a crook" points out the holes in the controls. Nobody seeks to verify data with external sources. However, an auditor must be careful in an investigation not to cast aspersions on a manager by letting rumors start by interviewing employees to find out whether they actually had the medical claim paid on their behalf. If money is being taken, the company check must be intercepted in some manner.

Audit of Balance: The balance under audit is the sum of the charges in the employee medical benefits account, and the objective relates to the valid existence of the payments. The first procedure can be: Obtain a list of doctors paid by the company and look them up in the state medical society directory. Look up their addresses and determine whether they are valid business addresses. You might try comparing claims processors' signatures on various forms, but this is hard to do and requires training. An extended procedure would be: Compare the doctors' addresses to addresses known to be associated with Martha Lee and other claims processing employees.

Discovery Summary: The comparison of doctors to the medical society directory showed eight "doctors" who were not licensed in the current period. Five of these eight had post office box addresses, and discrete inquiries and surveillance showed them rented to Martha Lee. The other three had the same mailing address as her husband's business. Further investigation, involving the district attorney and police, was necessary to obtain personal financial records and reconstruct the thefts from prior years.

19.55
AUDIT APPROACH: THANK GOODNESS IT'S FRIDAY

Objective: Obtain evidence to determine the existence, completeness, and valuation of sales for the year ended December 31, 2000, and cash and accounts receivable as of December 31, 2000.

Control: The company had in place the proper instructions to people to date transactions on the actual date on which they occurred and to enter sales and cost of goods sold on the day of shipment and cash receipts on the day received in the company offices. An accounting supervisor should have checked the entries through Friday to make sure the dates corresponded with the actual events, and that the accounts for the year were closed with Monday's 

transactions.

Test of Controls: In this case, the auditors need to be aware of the company's weekly routine closing and the possibility that the intervention of the December 31 date might cause a problem. Asking the question: "Did you cut off the accounting on Monday night this week?" might elicit the "Oh, we forgot!" response. Otherwise, it is normal to sample transactions around the year end date to determine whether they were recorded in the proper accounting period. The procedure: Select transactions 7-10 days before and after the yearend date, and inspect the dates on supporting documentation for evidence of accounting in the proper period.

Audit of Balance: The audit for sales overstatement is partly accomplished by auditing the cash and accounts receivable at December 31 for overstatement (the dangling debit location). Accounts receivable are confirmed with debtors, and if the accounts are too large, the auditors expect the debtors to say so, thus leading to detection of sales overstatements. Cash overstatement is audited by auditing the bank reconciliation to see whether deposits in transit (the deposits sent late in December) actually cleared the bank early in January. Obviously, the January 4 cash collections could not reach the bank until at least Monday, January 7. That's too long for a December 31 deposit to be in transit to a local bank.

The completeness of sales recordings are audited by auditing a selection of sales transactions (and supporting shipping documents) in the early part of the next accounting period (January, 2001). One way sales of 2000 could be incomplete would be to postpone recording December shipments until January, and this procedure will detect them if the shipping documents are dated properly. The completeness of cash collections (and accounts receivable credits) are audited by auditing the cash deposits early in January to see whether there is any sign of holding cash without entry until January.

In this case the existence objective is more significant for discovery of the problem than the completeness objective. After all, the January 1-4 sales, shipments, and cash collections did not "exist" in December, 2000.

Discovery Summary: The test of controls sample from the days before and after December 31 quickly revealed the problem. Company accounting personnel were embarrassed, but there was no effort to misstate the financial statements. This was a simple error. The company readily made the following adjustment:

Debit
Credit

Sales
$ 672,000

Inventory
$ 403,200

Accounts receivable
$ 800,000

Accounts receivable

$ 672,000

Cost of goods sold

$ 403,200

Cash

$ 800,000

19.56
AUDIT APPROACH: THE PHANTOM OF THE INVENTORY

(This same case is in Chapter 10, Case 10.68)

Objective: Obtain evidence of the existence and completeness of the inventory.

Control: Since All Bright keeps no perpetual inventory records, all the desirable controls relate to the physical counting. (Pricing and valuation are important, but are not included in this case).

Control starts with the instructions to company personnel about care and accuracy in counting, including followup teams to double-count or test count before the auditors make test counts. Instructions should include procedures for gathering the tags so that none are omitted (ensuring completeness of the inventory counting) and none are altered/raised (ensuring existence of the inventory).

Test of Controls: The auditors need to know enough about the business to know which inventory types are the more valuable ones and should not need to rely on company personnel to tell them. The auditors need to monitor the counting and the completion of the company procedures, making their own counts to test the accuracy of the counting, keeping them for later tracing to the EDP compilation to ensure that no fictitious quantities get added to the inventory.

As a matter of skepticism, auditors thus should not let company personnel know which types they test counted. These procedures provide evidence of the control over the completeness of the inventory, evidence that nothing was omitted from the count.

The company has no control over the existence of the inventory, because there were no perpetual inventory records or other schedule of inventory to test by selecting items, then going to the warehouse to see whether they were there.

Audit of Balance: The audit for completeness of the quantities in the inventory balance is accomplished by the evidence obtained from this procedure: Take secret test counts of inventory in place in the warehouse, and trace the counts to the EDP inventory compilation.

The audit for existence requires more effort, especially since the auditors lose control of the tags when they disappear into the data processing department for computer compilation. These procedures are appropriate: Make photocopies of the tags when they are gathered from the warehouse floor, then with a sample selected at random from the photocopies, return to the floor and make more test counts to get evidence of the existence of the inventory being sent to data processing for compilation. Obtain a useful control total (tag numbers, physical quantity) for later comparison to the computer compilation to determine whether any quantities were added after the physical count. Trace some quantities from the photocopies to the final computer compilation to ensure that no quantities have been altered (raised or lowered).

Discovery Summary: The auditors did not perform any of the existence-related procedures, and Paul was able to fool them.

Recalculation of Actual Cost of Goods Sold:


Two Years Ago
One Year Ago
Current Year

Cost of goods sold reported
$ 20,000
$ 22,000
$ 29,000

Increase in inventory reported

(ending inventory minus

beginning inventory)
     500
   2,000
   2,200
Purchases
$ 20,500
$ 24,000
$ 31,200

Actual decrease (increase)

of inventory
     500
    (500)
  (1,700)

Actual cost of goods sold
$ 21,000
$ 23,500
$ 29,500
Income Recalculation:

Sales
$ 25,000
$ 29,000
$ 40,500

Actual cost of goods sold
(21,000)
(23,500)
(29,500)

Expenses
  (5,000)
 ( 8,000)
 ( 9,000)

Actual income (loss)

before taxes
$( 1,000)
$( 2,500)
$  2,000
Ending inventory
$5,000
$5,500
$7,200

Other current assets
$9,000
$8,500
$17,500

Total assets
$20,000
$19,100
$31,300

Current liabilities
$5,000
$5,500
$13,000

Long-term debt*
$5,500
$6,600
$9,300

Stockholder equity
$9,500
$7,000
$9,000

* Secured by inventory pledged to the bank.

19.57
Role of Control, Analytical Procedures, and Extended Procedures in Fraud Detection

CORRUPT CAPERS IN THE CHICKEN BUSINESS

a.
The president of the company demanded "make money," which might have turned our hero in the case into a fraudster. Fortunately, It did not. The former manager stayed on the job, potentially a source of coverup. The rest of the staff were young and fairly inexperienced--easy to put things over on, but not the long-term managers who might have already had their hands in the till.

The inventory control supervisor's training had been very brief, leaving her to cope with duties on her own. Her staff was too small to handle the workload timely. Understaffing and lack of timely reports can be considered a control deficiency in the control environment element.

The warehousing crew--stevedores, truck drivers, and the traffic manager--were the confident, experienced ones, and they were the problem.

b.
Our hero review comparative financial statements and found the cost of sales out of line (large inventory shrink--shortage), and nothing had been done to investigate it. He also found the high transportation expense, comparing the cost per mile to a national average and finding the company's cost about double the average.

c.
Cursory review of inventory records showed them far behind the actual movement of goods. No real inventory control records, just after-the-fact records. Our hero found about the "red ink" entries to fix the records to agree with physical observation--no explanation, no control.

Some inquiries of franchisees (maybe other companies) revealed the offers to sell electric fryers at low prices. (Imagination helped our hero reason that, if there were a theft, the thief might try to sell the equipment to the chicken restaurants. So, he asked around, and got the search warrant and found the equipment in the serviceman's garage!

d.
Our hero won't take "no" for an answer. When informed about the ICC regulations about return hauling from manufacturers, he learned about the FOB shipping point (manufacturers' plants) terms and the fact that this would permit his trucks to return with a load.

When no cost reductions came from this ploy, our hero must have gotten suspicious, because something caused him to notice the collect telephone calls from places where the company had no restaurants. (Maybe this was "luck" in the fraud investigation process.) Our hero knew enough about the company and its business to know that there were no restaurants in the places where the telephone calls originated.

This "tip of the iceberg" led to the detailed examination of truck driver expense and trip reports, and the examination revealed the smudged weight readings. Obtaining the original weight tickets from the California authorities was truly an extended procedure, but it was necessary to reveal the truck drivers' forgeries.

Contacting the telephones (California growers) where the collect calls had originated led to more confirming evidence.

The confrontation interview (interrogation?) produced direct confession evidence.

19.58
Bank Reconciliation

Refer to the solution guide for Discussion Case 9.68.

19.59
a.
This question is intended to test: first, students’ knowledge of the nature of fraud, the responsibilities of management and auditors, and how to conduct an audit of fraud; and, second, students’ creativity in defining the important components of a fraud policy statement.

Answers should begin with a definition such as: “Fraud encompasses an array of irregularities and illegal acts characterized by intentional deception.  It can be perpetrated for benefit of or to the detriment of the organization and by persons outside as well as inside the organization.”

Answers should then address the roles of management and auditors, noting that management is primarily responsible for the deterrence of fraud through internal controls of various kinds.   The answer should add that management auditors also have a role in deterrence by examining and evaluating the adequacy and effectiveness of these internal controls, and have the primary role in detection.   Management auditors must have sufficient knowledge of fraud to be able to identify indicators that fraud might have occurred, but it should be stressed that audit procedures by themselves, even if carried out with due professional care, do not guarantee that fraud will be discovered.

Answers should then examine in more detail the role of auditors in six parts.

1.
Determine the Existence of Fraud:

The auditor may determine fraud in a variety of ways  a detailed review of internal control; review of documentation; allegation or confession from an employee; anonymous information; management suspicions.

2.
Inform Management:

Fraud should be reported to senior managers as soon as it is identified and before any unfavourable publicity occurs.   Legal counsel should also be informed, and a preliminary report sent to the bonding company.

3.
Conduct the Investigation:

The guidelines (from SIAS No.3) suggest the following:

a.
Co-ordinating the efforts of the auditor with legal counsel, and others involved in the investigation.

b.
Selecting audit procedures.

c.
Determining the potential loss, both direct and indirect, to help management decide on the scope of the investigation and on publicity.

d.
Identify to the extent possible the specific cause of deficiency 


that gave rise to the fraud.

e.
Conduct interviews with staff and suspected employees as soon as possible using an action plan which specifies those to be interviewed and the questions to be asked.

f.
Inform employees and suspects or accused in the course of interviews about their legal rights, and consult legal counsel before and after the interviews.   Management may ask for, but not require, a written statement from any who are accused.

4.
Re-appraise Internal Controls and Audit Procedures:

This re-appraisal is designed to identify ineffective controls or lack of controls, the probability of recurrence elsewhere in the organization, the scope for preventive controls, and the possible use of new audit programs t detect such fraud in the future.

5.
Determine Action to be Taken against Accused Persons:

In the light of audit findings, management must decide what action is to be taken on dismissal, prosecution, restitution, etc. Legal advice is crucial here, as is concern for adverse publicity to the organization.

6.
Reporting:

A written report should be issued at the end of the investigation phase which should include all findings, conclusions, recommendations, and corrective action taken.

The following are possible components of a fraud policy:

 a statement forbidding illegal activity, including fraud for the benefit of the organization.

 a definition of responsibility (usually management audit or internal security) for conducting investigations.

 a statement requiring employees who suspect wrong doing to notify immediately their superior or those responsible for investigation.

 a statement that suspected wrongdoing will be fully investigated.

 a statement that suspects and perpetrators will be treated consistently, regardless of position or length of service.

 a statement that management has primary responsibility for deterrence through the establishment of controls.

 a statement requiring management to co-operate fully with law enforcement and with regulators.

 a statement forbidding cover-up and retaliation against witnesses.

 a statement requiring that all investigative activity be reported to the audit committee.

 a definition of responsibility for notifying the bonding company and filing bonding claims.

The final 5 marks are assigned for the clarity, logic, impact, and persuasiveness of the presentation.

b.
From the partial ACL printout, it is not possible to determine if there is any payroll fraud at all.   Although there are a number of incidences in which more than one employee’s payroll cheques go to the same bank account, these employees could be part of a common household, and share joint bank accounts.   To conclude that there is payroll fraud from the partial printout would be “jumping to conclusions”.

c.
A few improvements can be made with the ACL printouts:

 The records should be organized so that the employee records with the same bank and bank account are places next to each other.   This can be accomplished by using BANK and BANKACCT as the two fields for sorting.

 The name and address of the employees should be included in the printout so that it is easier to identify related individuals.

 The department and name of the supervisor should also be included in the printout so that is would be easier to detect any relationship between the employees and the department and the supervisors.

d.
For employees sharing the same bank account numbers, but not belonging to the same family, the auditor should review their employment records to see if everything is in good order.   An interview should be conducted with each of such employees to ensure that they do exist, and to find out if there is any legitimate reason why they should share common bank accounts.

