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Chapter 1

Financial Statement
Fraud Defined

WILL HISTORY REPEAT ITSELF?

The existence and persistence of financial fraud continues to be of great concern
for regulators and the business as well as the investment community. Since July
2002, the Department of Justice (DoJ) has obtained nearly 1,300 fraud convictions.
These figures include convictions of more than 200 chief executive officers (CEOs)
and corporate presidents, more than 120 corporate vice presidents, and more than
50 chief financial officers' (CFOs). To combat this problem, the 2002 Sarbanes-
Oxley Act (SOX), also known as the Public Company Accounting Reform and In-
vestor Protection Act of 2002, was signed into law. Despite changes in regulation
and oversight, a question remains: Are we destined to suffer through more of these
types of nefarious acts? Or more simply, will history repeat itself? Ironically, the
answer is yes, according to the 2008-2009 KPMG Integrity Survey, which suggests
the prevalence of corporate fraud and malfeasance.”
Consider the following.?

Older Recent
Basis of the Fraud Example Year  Example Year
Fictitious revenue, documentation forgery, 7777 Best 1987  Enron 2001
and theft of corporate assets
Personal use of assets, false documentation, Phar-Mor 1992  Adelphia 2002
and financial statement fraud
Capitalizing expenses, among other issues Waste 1997  WorldCom 2002
Management
Abuse of accounting standards Savings and 1982  Stock options 2006
loan crisis backdating

While the more recent examples presented here began pre-SOX, readers may be
skeptical about whether SOX will have its intended effect, especially given the
2008 subprime mortgage and financial institution meltdowns. Further concerns
were raised when allegations of misconduct were leveled against Bernard Madoff
and Stanford Financial for their Ponzi schemes, costing billions of dollars. While
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Ponzi schemes are not new, the sheer magnitude is almost unprecedented, espe-
cially in a post—Sarbanes-Oxley world. The investing public was further shocked in
January 2009 when news of the Satyam fraud hit the press. In the Satyam case,
approximately $1 billion in cash, supposedly the easiest asset to audit, was admit-
ted by the CEO to be nonexistent.

A CLOSER LOOK

Efficiency, liquidity, safety, and robustness of financial markets are vital to the na-
tion’s economic prosperity and growth, as more than 110 million Americans directly
or indirectly invest in the capital markets. Investors participate in capital markets as
long as they have confidence in the quality, reliability, and transparency of public
financial information disseminated to the markets. High-quality financial informa-
tion contained in financial statements prepared by public companies and audited by
independent auditors greatly influences investor confidence. Auditor accountability
and responsibility for searching, detecting, and reporting financial statement fraud
are receiving considerable interest and attention in rebuilding investor confidence
and public trust. Until recently, corporate America dismissed financial statement
fraud as ““irrational irregularities.” Now virtually any organization may be affected
by financial statement fraud. Not a day passes without fraud-related news, especially
in regard to financial reporting. This undermines the quality, reliability, and integrity
of the entire financial reporting process and, thus, the efficiency and global competi-
tiveness of our capital markets.

Emerging corporate governance reform, corporate and securities laws, corpo-
rate guidance, best practices regulations, and accounting standards are intended
to identify and minimize potential conflicts of interest, incentives, and opportuni-
ties to engage in financial statement fraud. This chapter (1) addresses financial
statement fraud, its definition, nature, and significance; (2) discusses the financial
reporting process of corporations; and (3) examines the role of corporate govern-
ance, particularly gatekeepers, in preventing and detecting financial statement
fraud.

DEFINITION OF FINANCIAL STATEMENT FRAUD

A complete understanding of the nature, significance, and consequences of fraudu-
lent financial reporting activities requires a proper definition of financial statement
fraud. Fraud is defined in Webster’s New World Dictionary as ‘‘the intentional de-
ception to cause a person to give up property or some lawful right.” The legal defi-
nition of fraud can also be found in court cases. One example of such a definition is
“A generic term, embracing all multifarious means which human ingenuity can
devise, and which are resorted to by one individual to get advantage over another
by false suggestions by suppression of truth and includes all surprise, trick,
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cunning, dissembling, and any unfair way by which another is cheated.”* Fraud is
commonly referred to as an intentional act committed to harm or injure others se-
curing an unfair or unlawful gain.” This intentional, wrongful act can be differenti-
ated and defined in many ways, depending on the classes of perpetrators. For
example, frauds committed by individuals (e.g., embezzlement) are distinguished
from frauds perpetrated by corporations (financial statement fraud) in terms of the
classes of perpetrators.

Clear definitions of financial statement fraud are difficult to discern from pro-
nouncements and/or authoritative statements, primarily because it has been only
during the past decade that the accounting profession has used the word fraud in its
professional pronouncements. Previously, the terms intentional mistakes or irregu-
larities were used. The American Institute of Certified Public Accountants
(AICPA, 1997), in its Statement of Auditing Standards (SAS) No. 82, refers to
financial statement fraud as intentional misstatements or omissions in financial
statements. Financial statement fraud is defined by the Association of Certified
Fraud Examiners (ACFE) as:

The intentional, deliberate, misstatement or omission of material facts, or accounting
data which is misleading and, when considered with all the information made availa-
ble, would cause the reader to change or alter his or her judgment or decision.®

The broadly accepted definition of financial statement fraud, which is also
adopted in this book, is articulated by the National Commission on Fraudulent
Reporting (Treadway, 1987, p. 2) as ““intentional or reckless conduct, whether act
or omission, that results in materially misleading financial statements.”’

The common theme among these definitions is that fraud, particularly financial
statement fraud, is deliberate deception with the intent to cause harm, injury, or
damage. The terms financial statement fraud and management fraud have been
used interchangeably, primarily because (1) management is responsible for produc-
ing reliable financial reports, and (2) the fair presentation, integrity, and quality of
the financial reporting process is the responsibility of management. Exhibit 1.1
classifies fraud into management fraud and employee fraud and provides further
classification of these two types of fraud.

Fraud can be classified into several types, with the most common category being
asset misappropriations and financial misstatements. The former is often referred to
as employee fraud involving embezzlement, theft of cash or inventory, payroll
fraud, or skimming revenues; the latter is viewed as financial statement fraud, usu-
ally perpetuated by management. The DoJ defines corporate fraud in three broad
areas: accounting fraud or financial fraud, self-dealing by corporate insiders, and
obstructive conduct.® Accounting fraud consists of falsifying financial information
by cooking the books or misleading investors. The most popular accounting schemes
are parked inventory sales, side deals, swap transactions, capitalizing expenses,
channel stuffing, accelerated revenue, and deferred expenses. Self-dealing by cor-
porate insiders is mostly related to misappropriation of corporate assets by senior
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Financial statement fraud ‘

Misrepresentation of material facts ‘

Misappropriation of assets ‘

Management fraud Concealment of material facts

Tllegal acts

SN

Bribery ‘
Conflict of interest ‘

Fraud

Embezzlement of money or
property

Breach of fiduciary duty ‘

Employee fraud

Theft of trade secrets of intellectual
property

AL

Illegal acts ‘

Exhibit 1.1 Types of Fraud

executives, such as loans granted to senior management that are never intended to
be repaid, failure to disclose forgiven loans, reimbursed personnel expenses, and
extraordinary personnel expenses charged to the company. Other schemes are in-
sider trading, misuse of corporate property for personal gain, kickbacks, and indi-
vidual tax violations related to self-dealing (e.g., convicted executives of
WorldCom and Tyco). Obstructive conduct pertains to criminal penalties associ-
ated with falsifying testimony in Securities and Exchange Commission (SEC)
depositions, influencing or threatening other witnesses, or lying to criminal inves-
tigators (e.g., Martha Stewart’s conviction). Other examples of obstructive conduct
are erasing computer files, shredding documents, creating or altering documents to
support illegal conduct, or intentionally refusing to provide all documents or files
required in subpoena.’

There are differences in the nature, courses, and determinants of financial state-
ment fraud in the United States and other countries. In the United States, financial
statement fraud is commonly caused by management manipulation of earnings to
deceive dispersed investors, whereas in Europe, financial statement fraud is
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committed to benefit controlling shareholders at the expense of minority sharehold-
ers. These differences present challenges to the board of directors, audit commit-
tees, external auditors, and regulators in three ways:

1. Fraud prevention and detection methods that are effective in the United States
in minimizing financial statement fraud may not work well in the other
countries.

2. The primary focus in the United States is on earnings manipulations, which
happen less frequently in other countries.

3. Laws, regulations, and standards (e.g., SOX) designed to prevent and detect
financial statement fraud may not be effective in other countries to protect
investors from fraud.

The focus of this book is on all victims of financial statement fraud, particularly
investors and creditors. Thus, the definition of financial statement fraud adopted in
this book is comprehensive, including both inside and outside victims. It is defined
as deliberate misstatements or omissions of amounts or disclosures of financial state-
ments to deceive financial statement users, particularly investors and creditors. In
this definition, the class of perpetrators is publicly traded companies; the type of
victims is investors and creditors; and the means of perpetration are misleading pub-
lished financial statements. Financial statement fraud may involve these schemes:

e Falsification, alteration, or manipulation of material financial records, support-
ing documents, or business transactions

e Material intentional omissions or misrepresentations of events, transactions,
accounts, or other significant information from which financial statements are
prepared

e Deliberate misapplication of accounting principles, policies, and procedures
used to measure, recognize, report, and disclose economic events and business
transactions

e Intentional omissions of disclosures or presentation of inadequate disclosures
regarding accounting principles and policies in addition to related financial
amounts

The five basic elements of fraud are identified as:'°

1. A false representation of a material nature

2. Knowledge that the representation is false or reckless disregard for the truth
(Scienter)

3. Reliance on the false representation by the victim
4. Financial damages are incurred (to the benefit of the perpetrator)

5. An act that was intentional
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NATURE OF FINANCIAL STATEMENT FRAUD

Financial statement fraud often starts with a small misstatement of earnings on
quarterly financial reports that presumes not to be material but eventually grows
into full-blown fraud and produces materially misleading annual financial state-
ments. Financial statement fraud is harmful in many ways:

¢ Undermines the quality and integrity of the financial reporting process

e Jeopardizes the integrity and objectivity of the auditing profession, especially
auditors and auditing firms

¢ Diminishes the confidence of the capital markets, as well as market participants,
in the reliability of financial information

e Makes the capital market less efficient
e Affects adversely the nation’s economic growth and prosperity
e May result in huge litigation costs

e Destroys the careers of individuals involved in financial statement fraud, such
as top executives banned from serving on the board of directors of any public
companies or auditors barred from practice of public accounting

e Causes bankruptcy or substantial economic losses by the company engaged in
financial statement fraud

e Encourages excessive regulatory intervention

e Causes destructions in the normal operations and performance of alleged
companies

The PricewaterhouseCoopers (PwC) 2005 survey'' found that accidental ways
of discovering fraud through calls to hotlines or tips from whistle-blowers
accounted for more than a third of fraud cases, whereas internal audits detected
fraud about 26 percent of the time. The survey reported that in the post-SOX era,
since 2003, more incidents of fraud have been discovered and reported as evi-
denced by (1) a 71 percent increase in the reported cases of corruption and bribery;
(2) a 133 percent increase in the number of reported money-laundering schemes;
and (3) a 140 percent increase in the discovered number of financial misrepresenta-
tions. These findings can be interpreted to mean that many corporate governance
measures (e.g., internal control, executive certifications, audit committee oversight,
whistle-blowing) instituted as a result of SOX have contributed to the discovery of
fraud incidents.

The 2008 report of the ACFE'? included data on how fraud is commonly
detected, including the role of the audit committee and internal and external
auditors in discovering financial statement fraud. It highlights the need for the
audit committee to establish and maintain objective and independent whistle-
blowing policies and procedures. It also showed that external auditors should
conduct surprise or unpredictable audits on their clients. The report indicated
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that among the 237 cases of fraud resulting in a loss of $81 million or more,
16 percent were detected by external auditors, whereas 42 percent were discov-
ered through a tip or a complaint. Frauds in small business were often uncov-
ered through tips by internal auditors and most often by accident. These results
suggest that antifraud policies and programs can play an important role in pre-
venting and detecting fraud. Investors commonly assess the lower information
risk associated with high-quality financial reports. This lower perceived infor-
mation risk will make capital markets more efficient and safer and induce
lower cost of capital and higher securities prices. Thus society, the business
community, accounting profession, and regulators have a vested interest in the
prevention and detection of financial statement fraud.

Keith Slotter, assistant director of the Federal Bureau of Investigation (FBI)
Training Academy, stated in a January 6, 2006, live Webcast regarding fraud in the
post-SOX era: “People always ask me if it’s slowing down, getting better. Nothing
has really slowed. It’s the same volume as we saw in the initial rush in 2002." "
According to the FBI, in the three years post-SOX, there were more than 400 cases
of corporate fraud pending, restitution totaling more than $1 billion; 561 indict-
ments, including 320 c-class executives, 379 convictions, and 3 to 6 new cases
opening per month.'* Corporate fraud in this context is defined as financial state-
ment fraud, obstruction conduct, and self-dealing by corporate insiders, which is
occurring more frequently at the end of the reporting periods (quarterly annual
reports)."”

In the post-SOX period July 2002, the DoJ has processed about 1,300 corporate
fraud convictions, including convictions of more than 200 CEOs and corporate
presidents, 120 corporate vice presidents, and 50 CFOs. These convictions pro-
vide evidence of the persistence of corporate malfeasance and accounting scandals,
as well as empowerment of federal agencies, regulators, and prosecutors to find,
indict, and convict corporate wrongdoers. The number of financial restatements has
also significantly increased since July 2002, which suggests a lack of quality and
reliability in the previously published statements due to errors, irregularities, and
fraud.'®

Financial statement fraud can be classified into two categories: detected
(reported) and undetected. It has been argued that only a small portion of financial
statement fraud is detected (reported), and most cases continue until they are dis-
covered. Currently, there is no comprehensive listing of all companies that were
engaged in financial statement fraud.

In the past decade, we have confronted many financial scandals and fraud, start-
ing with Enron and WorldCom, among others, market timing and late trading in
mutual funds, stock options backdating, the 2008 subprime mortgage crisis, and
recent Ponzi schemes. We need to step back to seriously consider and identify
what went wrong, decide on what measures are needed to prevent further occur-
rences of these scandals, understand their impacts on reliability of financial reports,
efficiency, and competitiveness of capital markets, and establish ways to ensure
investor protection and confidence in our market and economy.
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Common themes of reported financial scandals and fraud are the following:

e Lack of transparency and disclosures on complex financial products, including
subprime loans, structured finance, off-balance sheet transactions, and credit
derivatives

e Lack of accountability, as the financial companies were not responsible through
market discipline or by regulators

e Lack of governance and oversight by those responsible for overseeing corporate
governance, financial reporting, audit activities, and risk management

bl

e Lack of effective engagement of ‘““gatekeepers,” including the board of direc-
tors, legal counsel, and internal and external auditors

e Lack of effective analysis by credit rating agencies

e Conlflicts of interest and conflicting incentives for corporate directors, officers,
and auditors to maximize their interests at the investors’ expense

e Opportunities to engage in earnings manipulations and focus on short-term
performance

e Incentive structure driven by fees and a process linked to short-term perform-
ance rather than sustainable performance

e Lax regulatory environment created by regulators’ attempt to follow the
“principles-based” regulatory process used in other countries

Market discipline cannot and should not be a substitute for sound, cost-effective,
and efficient regulations.
The recent high-profile frauds have raised serious concerns about the following:

e The role of corporate governance, including the board of directors and audit
committees

e The integrity and ethical values of these companies’ top management teams,
especially when CEOs and CFOs are indicted for cooking the books and, in
many cases, are convicted

¢ The ineffectiveness of audit functions in detecting these financial statement frauds

e The substantial declines in the market capitalization of the alleged fraud com-
panies and the likelihood of filing for bankruptcy protection

* Considerable lawsuits by injured investors, creditors, and employees
e Greed and incompetency of some corporate executives

e Efficacy and timeliness of regulation
Regulatory reforms seem to follow a financial crisis:

e Securities Act of 1933 and Security Exchange Act of 1934 were enacted and
the SEC was formed in the aftermath of the Wall Street crash of 1929.
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e Sarbanes-Oxley was passed in July 2002, pursuant to the reported financial
scandal at the turn of the twenty-first century.

HIGH-IMPACT FRAUD CASES

Several key financial statement fraud schemes are summarized next and will be
discussed in the next three chapters.

FICTITIOUS REVENUE, DOCUMENTATION FORGERY,
AND THEFT OF CORPORATE ASSETS

ZZ7ZZ7 Best (1987)

Barry Minkow, child genius, started ZZZZ Best as a carpet cleaning service pro-
vider at the age of 15 in his family’s garage. He was a millionaire by the age of
18."7 Minkow’s company, ZZZZ Best, went public in 1986 and eventually reached
a market capitalization of over $200 million. Yet the business scarcely existed and
Minkow never ran a profitable operation.'® To accomplish his goals, Minkow cre-
ated the perception that he had transformed his company from carpet cleaning to a
building restoration business. Minkow set up Appraisal Services, a fake company
that verified ZZZZ Best’s business dealings. Meanwhile, a ZZZZ Best vice president
forged all the documents and contracts necessary to support the jobs. To convince
the company’s auditor’s when they insisted on visiting a restoration job, Minkow
went so far as to rent a building and set it up to look like a ZZZZ Best work site."®

Enron (2001)

While Enron clearly had more substance that ZZZZ Best, a significant portion of the
company’s success was built on an elaborate foundation of smoke and mirrors. In
15 years, Enron grew from inception to America’s seventh largest corporation,
employing more than 21,000 persons in more than 40 countries. But the firm’s suc-
cess turned out to have involved an elaborate scam.?’ While the fall of Enron was due
to a failed business model and spin-off ventures in water, international energy broker-
age, and broadband communications, Enron’s demise began when investors became
aware of off-balance sheet partnerships and special-purpose entities that hid billions
of dollars of losses. In both Enron and ZZZ7Z Best, the external auditors maintain that
they were deceived by their clients and that important information was withheld.?'

PERSONAL USE OF ASSETS, FALSE DOCUMENTATION,
AND FINANCIAL STATEMENT FRAUD

Phar-Mor (1992)

Mickey (Michael) Monus founded Phar-Mor along with David Shapiro in 1982,
based on the philosophy that Phar-Mor buying power gives the customer for more
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buying power. It is said that Phar-Mor was one of the few companies that Sam
Walton, founder of Wal-Mart, feared as he grew his discount retail mega-giant.*
Phar-Mor, based in Youngstown, Ohio, filed for Chapter 11 bankruptcy protection
on August 17, 1992, after discovering an accounting fraud orchestrated by its top
executives. Monus, president and chief operating officer, and Patrick Finn, chief
financial officer, covered up approximately $500 million in losses and diverted
$10 million in company funds to Monus’s World Basketball League. The fraud
was concealed through creation of deceptive documentation and manipulated in-
ventory records.

Adelphia (2002)

Adelphia, a cable television company, was founded in 1952 by John Rigas. The
company went public in 1986, and by 2000 Adelphia was among the largest
cable television and telecommunications providers in the United States. In Jan-
uary 2002, following the collapse of Enron Corporation, the SEC provided
guidance regarding disclosures that public companies should consider, includ-
ing transactions with related parties. Adelphia’s disclosures alarmed investors
and analysts, leading to a formal investigation by a special committee of Adelphia’s
board of directors into related party transactions between Adelphia and the
Rigases. Adelphia’s stock price declined from about $30 per share in January
2002 to $0.30 per share in June 2002, and the stock was delisted from the
NASDAQ market. Alleged fraudulent conduct included coborrowing by the
Rigases, omission of Adelphia liabilities, and false and misleading financial
statements. In addition, members of the family also owned private companies
that used Adelphia personnel, inventory, trucks, and equipment to provide
services.

CAPITALIZING EXPENSES AND OTHER ISSUES
Waste Management (1997)

Waste Management, Inc. is a waste management, comprehensive waste, and envi-
ronmental services company in North America. In 1998, an accounting scandal led
to a major drop in stock prices and to the replacement of top executives when the
new CEO ordered a review of the company’s accounting practices. The company
had augmented the depreciation time length for their property, plant, and equip-
ment, making their after-tax profits appear higher. The net result was $1.7 billion
in inflated earnings.*® Furthermore, Waste Management refused to record expenses,
established inflated environmental reserves (liabilities) in connection with acquisi-
tions, improperly capitalized a variety of expenses, failed to establish sufficient
reserves (liabilities) to pay for income taxes and other expenses, avoided deprecia-
tion expenses, and failed to record expenses for decreases in the value of landfills
as they were filled with waste.**
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MCI WorldCom (2002)

WorldCom, like Waste Management, was accused of failing to record operating
expenses by treating them as capital expenditures and placing them on the balance
sheet. WorldCom used two primary techniques: From 1998 to 2000, WorldCom
reduced reserve accounts held to cover liabilities of acquired companies, adding
$2.8 billion to the revenue line from these reserves. Second, starting in late
2000, operating costs were capitalized as long-term investments, to the tune of
$3.85 billion.”

ABUSE OF ACCOUNTING STANDARDS
Savings and Loan Crisis (1982)

The savings and loan crisis of the 1980s and 1990s resulted in the failure of
747 savings and loan associations (S&Ls) in the United States. While the major
causes of the crisis were believed to be deregulation, imprudent real estate lending,
keeping insolvent S&Ls open, brokered deposits, and lower inflation in the U.S.
economy, fraud contributed to the problems. Most notably, valueless goodwill was
recorded as an asset, and even when goodwill was recorded that appeared initially
to have value, subsequent impairments were not recognized. The ultimate cost of
the crisis is estimated to have totaled around $160.1 billion, about $124.6 billion of
which was directly paid for by the U.S. government.*

Stock Options Backdating (2006)

Like the S&L crisis, accounting and securities rules and regulations abuses contrib-
uted to the stock options backdating scandal. Issuers of stock options may grant
options with any date that they choose. However, when the grant date (the day the
options are granted to the recipient) differs from the options stated date, potentially
the company would need to recognize compensation expense on the income state-
ment, the company may have disclosure requirements, and the recipient would pos-
sibly have personal income tax ramifications. Thus, the issue of backdating is not
illegal or problematic, but misleading stockholders, regulators, and the Internal
Revenue Service will make backdating illegal.

It is interesting to note how similar the facts and circumstances of earlier high-
profile frauds and scandals are to those of more recent events. The similarities show
that history does, in fact, repeat itself.

COST OF FINANCIAL STATEMENT FRAUD

The costs to the companies where financial statement fraud is committed can be
staggering. The collapse of Enron has caused about $70 billion to be lost in market
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capitalization, which is devastating for significant numbers of investors, employees,
and pensioners. The WorldCom collapse, caused by alleged financial statement
fraud, is the biggest bankruptcy in U.S. history. Loss of market capitalization re-
sulting from the alleged financial statement fraud committed by Enron, WorldCom,
Qwest, Tyco, and Global Crossing is estimated to be about $460 billion. These and
other corporate scandals have raised three important questions:

1. How severe is corporate misconduct in the United States?
2. Can corporate financial statements be trusted?

3. Where were the gatekeepers, including the auditors?

It is a matter of trust that the majority of publicly traded companies in the
United States have responsible corporate governance, a reliable financial reporting
process, and effective audit functions, and that they conduct their business in an
ethical and legal manner, and through continuous improvements enhance their
earnings quality and quantity. The pervasiveness of committed financial statement
fraud caused by cooking the books and related audit failures have eroded the public
confidence in corporate America.

Fraudulent financial reports are devastating to investors, as they can rock the
alleged company’s share price. A report by Glass Lewis & Co. shows that investors
have suffered significant losses caused by fraudulent financial statements in the
past decade.”” The report indicates the lost market capitalization of 30 high-profile
financial scandals caused by fraud during 1977 to 2004 is more than $900 billion
and resulted in a negative impact on stock returns for the fraud-prone companies
of 77 percent.”® A recent survey?’ reveals that reported incidents of fraud increased
22 percent worldwide in the past two years with the asset losses of, on average,
more than $1.7 million. KPMG’s Forensic Fraud Barometer (2005) reported that
fraud increased nearly three times in 2005 from the previous year and had the
highest recorded level since 1995.° Financial statement fraud may constitute a
small percentage of the total fraud occurrence, but its cost is definitely the largest
with the average annual cost of $250 million.*'

The actual cost of fraud is difficult, if not impossible, to quantitatively measure
for four main reasons:

1. Empirical studies show that only a small portion of all frauds, including finan-
cial statement fraud, is discovered.

2. Even if the fraud is discovered, not all cases are reported because companies
attempt to preserve their images by firing the fraudsters and pretending that the
incident never happened.

3. Fraud surveys in reporting the extent and magnitude of fraud are not always
accurate, and they are subject to the limitation of any typical survey study in
the sense that the respondents often report their perception rather than the
reality.
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4. Companies typically do not pursue civil or criminal actions; by firing the fraud-
sters, many companies believe that they have prevented further occurrences of
fraud.

Published statistics on the possible cost of financial statement fraud are only
educated estimates; it is impossible to determine actual total costs since not all
fraud is detected, not all detected fraud is reported, and not all reported fraud is
legally pursued. The reported statistics, however, are astonishing. The ACFE in
its “2002 Report to the Nation on Occupational Fraud and Abuse’ shows that
about 6 percent of revenue, or $600 billion, will be lost in 2002 as a result of
occupational fraud and abuse.*? By 2008, that figure had grown to almost $1 tril-
llion and 7 percent of revenue.” The report also found that financial statement
fraud was the most costly form of occupational fraud, with median losses of
$2 million per scheme.

Other fraud costs are legal costs, increased insurance costs, loss of produc-
tivity, monthly costs, and adverse impacts on employees’ morale, customers’
goodwill, suppliers’ trust, and negative stock market reactions. An important
indirect cost of financial statement fraud is the loss of productivity caused by
dismissal of the fraudsters and their replacements. The top management team
is typically involved in financial statement fraud, which forces companies to
fire experienced top executives and replace them with less-informed executives.
Although these indirect costs cannot possibly be estimated, they should be con-
sidered when assessing the consequences of financial statement fraud. Farrell
and Healy stated, “The overall cost of fraud is over double the amount of miss-
ing money and assets.”**

Financial statement fraud directly damages investors and creditors who are
bound to lose all or part of their investments if such fraud results in a bank-
ruptcy, near failure, substantial reduction in the stock prices, or delisting by or-
ganized stock exchanges. Financial statement fraud can also have a significant
adverse impact on the confidence and trust of investors, other market partici-
pants, and the public in the quality and integrity of the financial reporting pro-
cess. Decreased confidence in the reliability of financial statements, resulting
from fraudulent financial activities, affects all statement users and issuers. Users
of fraudulent financial statements will lose because their financial decisions
(e.g., investment in the case of investors; transactions for suppliers; employment
of employees) are made based on unreliable, misleading financial information.
Even a small and infrequent financial statement fraud can affect investors and
creditors as well as the public’s confidence in the quality of the financial report-
ing process. Public confidence depends on both the reported actual incidence of
financial statement fraud and the perception of the extent that financial state-
ments are threatened by fraudulent activities. Thus, even if the actual level of
financial statement fraud may be low, investors and creditors may perceive that
the problem exists. Corporate governance must take proper action to improve
investor confidence in the financial reporting process.
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British East India Company (1600-1874)

Fraudulent financial reporting and corrupt business practices go back to the beginning
of the public corporation. While the Dutch East India Company was widely believed
to be the first public company, the British East India Company, having started two
years prior, in 1600, was also “‘taken public”” with approximately 125 shareholders.
The company grew throughout the 1600s. After a period of ferocious speculation
following the *““Glorious Revolution™ in 1688, the company’s share price peaked at
approximately £100 in 1693. During the next five years, the share price fell as a result
of parliamentary inquiries into allegations of corruption. The stock price bottomed in
1698 when a rival company was established, hitting a low of £39. Scandal again
returned to the East India Company in the late 1700s when Edmund Burke had Robert
Clive, “‘the founder of the empire,” and Warren Hastings, India’s Governor-General,
brought up on impeachment charges laden with corruption issues. While the trials were
failed to convict either man, the company was brought under better parliamentary
control. Adam Smith, in his 1776 treatise Inquiry into the Nature and Causes of the
Wealth of Nations, recognized many of the shortcomings of the modern corporation,
including shareholders suffering from extraordinary waste that results from fraud and
abuse, a problem inseparable from the management of companies. These problems
need not be fatal but need to be consciously and continually scrutinized.

Sources: W. Steve Albrecht, Conan C. Albrecht, and Chad O. Albrecht, “Fraud and Corporate
Executives: Agency, Stewardship and Broken Trust,” Journal of Forensic Accounting 2004; John
Keay, The Honorable East India Company-A History of the English East India Company
(London: HarperCollins, 1992); Nick Robins, “This Imperious Company: The English East India
Company and Its Legacy for Corporate Accountability,” Journal of Corporate Citizenship (Spring
2007); Nicholas Dirks, “What the Scandal of Empire Could Teach the Colonizers,” Financial
Times, July 11, 2006.

FRAUD STUDIES AND REGULATORY RESPONSES

Vigilant and effective corporate governance can substantially reduce the instances
of both employee and management frauds and considerably prevent and detect
occurrences of financial statement fraud. The fraud studies listed in Appendix:
Summary of Six Recent Fraud Studies provide these lessons and implications for
corporate governance to prevent and detect financial statement fraud:

Financial statement fraud is typically perpetrated by top management teams,
including presidents, CEOs, CFOs, controllers, and other top executives. Thus,
vigilant oversight function of the board of directors and its representative audit
committee in (1) setting a tone at the top demonstrating commitment to high-
quality financial reports; (2) discouraging and punishing fraudulent financial
activity; and (3) monitoring managerial decisions and actions as related to the
financial reporting process can substantially reduce instances of financial state-
ment fraud.
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Financial pressures, including substantial declines in both the quality and quan-
tity of earnings, high earnings growth expectations, and an inability to meet
analysts’ earnings estimates, are often cited in these studies as motivations for
management engagement in financial statement fraud. The board of directors
and audit committee should:

* Closely monitor the pressures faced by senior executives

* Be aware of the gamesmanship practices between management analysts and
auditors

¢ Attempt to control and monitor such practices

Ineffective boards of directors and audit committees are cited as important con-
tributing factors that increase the likelihood of the occurrence of financial state-
ment fraud. Publicly traded companies should focus considerably on director
independence and expertise as well as qualifications. Companies should comply
with the new SEC, New York Stock Exchange, and National Association of
Securities Dealers rules on audit committees and should establish vigilant and
effective audit committees to oversee the quality, integrity, and reliability of
financial reports. These audit committees should be independent, financially lit-
erate, well trained and experienced, and actively involved in corporate govern-
ance and the financial reporting process to be able to influence the prevention
and detection of financial statement fraud.

Lack of adequate and effective internal control structure has been cited as pro-
viding opportunities for the commission of financial statement fraud. The inter-
nal control structure can play an important role in preventing and detecting
financial statement fraud by reducing the opportunities for perpetration of finan-
cial statement fraud and by red-flagging the indicators of financial statement
fraud.

Quality financial audits performed by external auditors are an effective way to
reduce the likelihood of fraud occurrence and increase the possibility of fraud
detection and prevention. The new O’Malley Panel on Audit Effectiveness sug-
gests the use of forensic-type field work audit procedures on every audit to im-
prove the prospects of detecting material financial statement fraud by external
auditors.>

Forensic-type audit fieldwork requires auditors to modify their neutral concept
of professional skepticism and presume the possibility of dishonesty at various
levels of management, including collusion, gamesmanship, earnings manage-
ment, override of internal controls, and falsification of financial records and
documents. Forensic-type audit procedures are further discussed in Chapter 11.

These fraud studies reveal that multiperiod financial statement fraud typically
starts with the misstatement of interim financial statements. This finding sug-
gests that quarterly financial statements should be thoroughly reviewed by
external auditors and, whenever possible, continuous auditing should be per-
formed throughout the year.
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¢ Fraud studies underscore the need for involvement of all corporate governance
constituencies, including the board of directors, the audit committee, manage-
ment, internal auditors, external auditors, and governing bodies as part of a
broad effort to prevent and detect financial statement fraud and thus improve
the quality, integrity, and reliability of financial statements.

e The Enron debacle, caused by the commission of financial statement fraud, is
expected to lead to the following:

e The establishment of new regulations to improve corporate financial
disclosures

* The requirement of a more effective oversight of public accounting firms

e The creation of a new accounting industry self-regulating organization that
will operate under SEC supervision®®

SOX was intended to restore the investing public’s confidence in corporate
America, financial reports, and audit functions. In this context, SOX heightened
public and media attention to corporate governance, financial reports, and audit
functions. SOX could also have psychological rather than substantive effects.
Despite the significance of the substantial effects of SOX, it created what investors
could consider as “good news” in revitalizing the capital markets. Many provisions
of SOX might have symbolic value and, through signaling effects, influence market
participants’ confidence in the securities market. Examples of these provisions are
as follows:

e Senior executive certification requirements disclosing the already mandated cer-
tifications under securities laws

e Real-time disclosure of key information concerning material changes in finan-
cial condition or operations signaling the potential business and financial risks
in addition to a discussion of their probability and magnitude from manage-
ment’s perspective

e Separation of audit and nonaudit services, which can signal the markets about
the objectivity and effectiveness of audit functions as well as resulting impacts
on credibility of published audited financial statements

e Improved corporate governance by signaling a more vigilant board of directors
and audit committees (e.g., approval of audit and nonaudit services, code of
ethics, financial expertise, loans to directors)

¢ Disclosure controls and procedures provision of SOX requiring public report on
management’s assessment of controls effectiveness in addition to auditors’ at-
testation and report on management’s control assertions

e Whistle-blowing protections for employees who lawfully provide information
that they reasonably believe constitutes violations of securities laws

e Increased criminal penalties for violations of securities and other applicable
laws and regulations
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e Creation of the Public Company Accounting Oversight Board (PCAOB) signal-
ing the improved changes needed in the self-regulatory structure in the auditing
profession

These provisions of SOX are classified and summarized in the three overriding
areas of corporate governance, financial reporting, and audit functions shown in
Exhibit 1.2. The SEC has issued rules in implementing all provisions of SOX, and
these rules are discussed throughout the book.

ANTIFRAUD PROGRAMS

Entities of all sizes are susceptible to both employee fraud (e.g., theft, embezzle-
ment) and management fraud (manipulation of financial reports). Effective anti-
fraud programs of focusing on fraud awareness and education in the workplace
environment, whistle-blowing policies, and procedures of encouraging and protect-
ing employees who report suspicious behavior, adequate internal control proce-
dures designed to prevent and detect fraud, and conducting surprise audits can
significantly reduce fraud. A 2007 survey conducted by Ernst & Young indicates
that the majority of respondents (over 68 percent) do not have any antifraud pre-
vention program, and they did not consider their fraud controls to be effective.’’
These results suggest that companies of all sizes should identify and assess fraud
risks and design-related antifraud controls, and incorporate antifraud measures into
their business operations.

Antifraud programs should be designed and maintained to deter, prevent, and
detect all types and sizes of fraud, from misrepresentation of financial information
to misappropriation of assets and employee fraud. An effective antifraud program
should address corporate culture, control structure, and fraud procedures.

e Corporate culture. Corporate culture should create an environment that sets an
appropriate tone at the top promoting ethical behavior and reinforcing antifraud
conduct, demanding doing the right thing always. The corporate culture pro-
vides incentives for everyone in the company, from directors to officers and
employees to act competently and ethically.

o Control structure. An effective control structure should eliminate opportunities
for individuals to engage in fraudulent activities. Section 404 of SOX, SEC
rules, and PCAOB auditing standard No. 5 underscore the importance of inter-
nal controls in preventing and detecting fraud.

e Antifraud procedures. Adequate antifraud procedures should be developed and
performed to ensure prevention and detection of potential fraud.

A survey of ethics and workplace conducted by Deloitte & Touche in 2007 finds
a strong link between ethics and work-life balance, as 91 percent of respondents felt



20

08/04/2009

E1CO01_1

SsjuBWLIOJUT Jsurese uoneley ¢|
soruedwoo
oriqnd jo s1opjoyareys Jur

-pnejop 10j sonfeuad [eurwiL) 1|
S1oNpUOISIW

9e10diod Jo uonezIeurwL) 0f
pnely SonLINdIS 10J Suon

-B)IWI| JO 9INJBIS PAUAYSUT "6
DS oy 210§0q Jurreadde woiy
1ONPUOd [BIIYIdUN YIM 1O ‘AL
-3ajur 10 J1930RIRYD 9)IsInbal Ay
syoe] ‘payirenb jou st oym uos

-10d Aue Jeq 10 AINSUAD UBd DHS '§
ods

10§ Ayuroyine 0zoa1y Arerodway, */
Aoydnjueq

ur 9[qeadIeydSIpuOU s1qo( "9

uonoajold 1oMo[q-ASIYM G
(OV uonemsoy)

1SQI9IUL JO SIOIJUOD IsA[RUY “§
SI0]JSQAUL WIJIIA 0] SpuUnj

JO uonensIuIwpe pue uondI[[0)) ‘¢
so1yle

JO 9p0d 91810d109 JO SAINSO[OSI T
DS dy d10§aq Sut
-onoeld pue Juueadde sAoulone

103 saniiqisuodsar [euorssajoid ‘|

QOPTWWOD

jipne ayy 03 J1odar s10)1pny

sTBK
QA A10A9 1omIed MOTADI PEIT
oy} pue soured yrpne (Suneu

-1pI00J 10) PEd[ Y} JO uone)oy

Jipne
ue s A[snoauerodwojuod
powtojrad Sureq woly pAaIqIy

-0Id aIe SQOIAISS JIpNEUOU AUBJA] ©

QOPTWWOD JIpNe Y £q UIISIIAO
pue ‘pajesuadwos ‘pajurodde

9q s10)Ipne Jey) Judwainbay

SME[ SOIJLINOJS JO SUON

-e[o1A Tenuajod 9jeSnsaAur pue
‘suonerodo  suly Fununoooe
pa1asi3ar 10adsur ‘sprepue)ls Jur

-J1pne ansst 0) Ayoyine gOvOd

saruedwos orgnd J1p
-ne jey) suly Sununoodoe orjqnd

3o dOVId U Ui uonensISay °

soruedwoo

arqnd jo 31pne ay) $9as

-I9A0 pue s9je[n3al jey) Aousde
[eruswuIoAo3uou Juapuadopur

ue (gOVOd) preog 1Y3IsioaQ
Sununoooy Kuedwo) d1qng oYy

Jo uonerado pue JuawysIqelsy *

(SaInso[asIp
3[-§ wioj) suonerado
1O UOT)IPUOD [BIOURULY UT SOFURYD
[eLIjeW SUTLIOOUOD UOHEW
-IOJUT JO SINSO[ISIP dWN-TeY "0
s1opisur Aq digsIoumo [eroyaudq
ur sa3ueyod Jo SUIy PAILIAAIIY "6
s1op[oyy003s [ed
-1ourid pue juowogeuel UIAJOA
-Ul UONJBSURI) JO SINSO[OSI(] 'Y
s1oypne Aq sjuawsnlpe 3ur
-J091109 [RLIS)BW JO SAINSO[ISI(T */
uonewIojul
[eroueuy ewioj oid o3 Jurureyred
saInseaw [BIOURUY JVVD-UOU
JO UOTIBI[IOUOIAT JO SAINSO[OSI(T "9
suonesIqo
[ENIOBIUOD JO SAUNSO[OSI(] *S
sjuowaduerre
J9US 20oUB[Eq-JJO JO SAINSO[ISI(
S[OJJUOD [BUIIUL JO JUW
-SSOSSE §,JUdAFRURW UO SI0)
-1pne Aq 110da1 pue uoneIsaNy ‘¢
Juowodeurw
£q 110da1 JonuOd [BUIAU] ‘T
syrodar [ero
-ueul Jo uonesynIad O49/040D 1

sIoyew

Sunipne 10 ‘s[o1uod [euId)

-ur ‘Sununodoe Jururaduod Aued
-wod Ay} Aq paA1edar syure[dwod
Surpuey pue ‘3ururejar ‘Jur
-ATOJQI 10J 99)IWIWIOD JIPNE Yord

£q sempaosoid jo juowrysIqeIsy

SUBO[ IOWNSUOD
Ie[nSaI UIeLIdd Uey) JOYI0 SIATIN
09X JO SI0JOAIIP I3y} 0} sarued

-wod Aq sueo] [euosiad uo ueq *

saInposoid
pUE S[OJUOD QINSO[ISIP
JO $SQUAATIORJJR 2y) Jo Juniodar

pue juswssasse HGQEOMNGNE :

syodar [enuue pue A[1o)renb jo
ssouojo[dwod pue AoeIndoe oy}

JO UONEIYNIN 01D PUE OFD °

jou Aym ‘you

J1 ‘pue  y1adxa [eroueuy,, €SI
OUM JOQUIdUW U0 ISLI] J& Sy 99)
-JTWWO) JIPNE Y 19yIoyMm ‘sirod

-a1 o1porrad oy ur ‘@Insofosi

SOOIAIDS JIpNe

-uou jo Teaoiddeard pue sioyrpne
Sureosioro pue ‘Fupesuadwod
‘Sunry ‘Surry 103 Apiqisuods

-QI 99)}IWWOD JIPNE pasueyu *

S19YI0

suonoun JIipny

Suntodoy [eroueury

90UBUIIA0L) djeI0dIo))

XOS JO SuoIsIA0id Jo Arewrung  z*[ NqYXy

20



21

08/04/2009

E1CO01_1

‘L1 “(800T ‘SUOS 29 AS[IA\ UYO[ [N ‘UINOQOH) $21Y)5 PUP 22UDUIA0L) 2]0.10d.100) “DIRZY YR[[OYIQRZ, :22.1n0S

SyUBQ JUSWISIAUL pUB
‘soroudgde 3urjel JIpaId ‘spIep
-ue)s SUnUNOIJE ‘UOILIOL WY
yipne ‘wy £q syunodode o1qnd jo
UOTJEPI[OSUOD UO SAIPNJS N ']
pnely a1m pue
[Tew pue Sme[ SAMLINJAS Jopun
sonjeuad [euIWILId pasearou] "¢

Sp10d21 JIpne 9)e10d10d Jo uon

-onnsap 10y san[euad paseaIdu] |

SIBOK QAL JOJ SJUAWINOOP puB
s1oded y10m JIpne JO UONUANY "¢
99NIWIWIOD JIpNE Y} AQ SIITAIIS
yipneuou paptuwiad pue jipne jo

reaoiddead 1oy syuowaninboy 71
Joypne

Ay 01 pred s99) Jo 2INSO[ISI " |
uonesuadwoo

1ounred uo suoneywuIy Q|

S[OJUOD [BUIAUL JO JUIWSSIS

-se JjuowaSeuew uo Juntodar

pue 0] UOTILISANE SIONPNY 6
Jojipne £q pakordwo Asnoraaid
0dD 10 OHD 219yM SuNIqIyoid g

dVvD

'S’ SOIMTSUOD JRYM QUTWLI)
-ap 01 Ajoyine pasueyua-HHS 71

SIBOA 991} AI9AQ 90UO )SBI JB

DHS 21 £q s1uswAIeIS [RIOURULY
paysiqnd Jo Ma1Ad1 OIPOLId] '] |

JONPUOISIUWE JO SME] SANLI
-N23s JO SUONR[OIA 0] sonjeudd
puE SIeq SI0JOAIIP PUk SIOYJO ]
sporrad Jnoyoe[q puny
uotsuad SuLmp soper) Iapisuj ‘(|
sypne jo
Jonpuod uo douangur redoxdwy ‘6
syuawrarbar Suniodar feroueuy
Aue yym 2ouerdwoouou [err
-9JeW SJ1 0} ONp SJUAW)B)S [BID
-ueuy s) saje)sar Auedwoos oy
uaym sjyold pue sasnuoq urelrod
J0 0D 10 OHD Aq 2murejI0] '8
$1001J0 Aq (3-01
pue O)-01 suuioj) 11odar [enuue
pue A[1911enb yoea Jo marady /L

21



E1CO1_1

08/04/2009 22

22 Financial Statement Fraud

that workers are more likely to behave ethically at work when they have a work-life
balance.”® Survey results suggest that providing a balance between work and life
through a more flexible work schedule provides incentives and opportunities for
job satisfaction while fostering an ethical workplace culture. The survey identifies
the following five key factors in promoting an ethical workplace:

Behavior of management (42 percent)
Behavior of direct supervisor (35 percent)
Positive reinforcement for ethical behavior (30 percent)

Compensation, including salary and bonus (29 percent)

A S

Behavior of peers (23 percent)

These results clearly indicate that the majority of respondents (77 percent)
believe that the behavior of top management and direct supervisors in setting
appropriate tone at the top can significantly foster an ethical workplace environ-
ment. Management can create a workplace environment that is conducive to ethical
behavior by setting examples and acting as role models for employees to behave
ethically. Furthermore, the slight majority of respondents (57 percent) reported that
they have observed supervisors setting positive examples of ethical behavior daily
or several times per week.

OCCURRENCE, PREVENTION, AND DETECTION

Recently there has been substantial publicity about the extent and magnitude of
alleged financial statement fraud that threatens the quality, integrity, and reliabil-
ity of the financial reporting process and contributes to considerable economic
losses by investors and creditors. These financial statement frauds have eroded
the public’s confidence in the financial reporting process and the audit function.
This section describes financial statement fraud occurrence, prevention, and
detection.

Exhibit 1.3 illustrates the five stages in which financial statement fraud occurs
and can be prevented and detected. At Stage 1, financial statement fraud occurs
because management is motivated to mislead financial statement users, particu-
larly investors and creditors. The opportunity for deceptive actions by manage-
ment exists, and management rationalizes its actions to engage in financial
statement fraud. This first stage is thoroughly described and examined in Chap-
ters 2 through 5.

At Stage 2, responsible and effective corporate governance, consisting of a
vigilant and active board of directors, an effective audit committee, and an ade-
quate and effective internal audit function, discovers the intended financial state-
ment fraud and prevents its occurrence. If perpetrated financial statement fraud
is prevented at this stage, its further damages are eliminated and its adverse effects
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Stage 1 Stage 2 Stage 3 Stage 4 Stage 5
1. Internal auditors External auditors Users SEC
(internal controls)
2. Audit committees
3. Board of directors
4. External auditors
Investors,
Financial creditors,
Financial Unqualified statements are and users of
statement fraud (| audit opinion || useful, | financial >
is prevented issued relevant, and statements
reliable are well-
Financial served
statement Financial
fraud statement
- : / fraud is Financial
Financial
detected and statement
statement fraud
; corrected fraud
is not prevented .
discovered
Financial Financial and corrected
statement || statements are
fraud is not materially -
detected misstated Representative
Financial
statement
fraud not
discovered
. . SEC
Financial
< enforcement [+—
restatements .
actions

Exhibit 1.3 Financial Statement Fraud Prevention and Detection Process

on quality of financial reports are minimized. However, ineffective and ir-
responsible corporate governance, along with the gamesmanship attitude of corpo-
rate governance, fails to prevent deliberate financial statement fraud perpetrated by
management. This stage of the process is described and examined in Chapters 7

through 10.

At Stage 3, financial statements that may or may not contain material mis-
statements are audited by independent auditors. Independent auditors perform
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controls and substantial tests in gathering sufficient and competent evidence to
provide reasonable assurance that financial statements are free from material
misstatements, including fraudulent activities. When financial statement fraud
is detected by independent auditors, the auditors are required to ask manage-
ment to make corrections. If financial statement fraud is detected by the inde-
pendent auditors and corrected by the company, then financial statements are
fairly presented in conformity with generally accepted accounting principles
and portray the company’s true financial position, cash flows, and results
of operations. Fairly presented financial statements accompanied by an un-
qualified audit report are considered useful, reliable, and relevant for decision
making by investors, creditors, and other users of financial statements. These
high-quality financial statements facilitate rational investment decisions and
contribute to efficient capital markets. This stage of the process is discussed in
Chapter 11.

Financial statement fraud that is not initially prevented and not subsequently
detected by independent auditors, accompanied by an unqualified audit report, and
disseminated to investors, creditors, and the public, is misleading. At this stage,
whether the financial statement fraud is discovered or not, it is considered harmful
and detrimental to the integrity and quality of the financial reporting process. This
will cause inefficiency in the capital markets, which may result in misallocation of
the nation’s economic resources.

At the last stage, if financial statement fraud is discovered, either through
formal investigations and probes by regulators or informal inquiries by inves-
tors, the company will be subject to SEC enforcement actions and will be re-
quired to correct and restate misstated financial statements. This final stage is
discussed in Chapter 12. The company, its officials, and its auditors then are
subject to civil and criminal lawsuit actions or administrative proceedings by
the SEC. Any enforcement action by the SEC will have negative effects on the
following:

e The reputation, prestige, and status of the alleged company.

e The top management team and other perpetrators of financial statement fraud.
The company’s officials will be subject to civil penalty, barred from serving on
the board of directors or top management team of any publicly traded compa-
nies, and subject to criminal prosecutions, including jail time.

e The prestige, reputation, integrity, objectivity, and independence of auditors
and auditing firms. Auditing firms may have to pay substantial fines to set-
tle the alleged audit fraud. The partners involved may be subject to fines or
be barred permanently or temporarily from auditing public companies.

e The investing public, especially investors and creditors. Investors and credi-
tors may lose their investment substantially if the alleged company goes
bankrupt or if stock prices are adversely affected by the alleged financial
statement fraud.



E1CO1_1

08/04/2009 25

Lessons Learned and Applications for Practice 25

e The efficiency of the capital markets through reflection of high financial risk
and low-quality financial reports.

LESSONS LEARNED AND APPLICATIONS FOR PRACTICE

Generally, white-collar criminals are intelligent, determined, committed to suc-
ceed, highly energetic, creative, good problem solvers, and aggressive. These are
the same characteristics of successful entrepreneurs and leaders in business. So
what separates professionals from fraudsters, and how do these people avoid the
ethical slippery slope that may land them in prison?

The starting point for fraud prevention is ““self’: “To thine own self be true!”
To begin developing an antifraud framework for decision making, a three-pronged
approach will assist professionals, managers, board members, auditors, supervisors
and staff evaluate decisions:

1. Do you understand what you are being asked to do, the transaction being con-
sidered, its economics and related accounting and disclosure?

2. Does any part of the transaction, accounting, or related disclosure purport to
hide or conceal important components of the activity from important
stakeholders?

3. Does the transaction, accounting, or related disclosure violate basic tenants of
ethical decision making?

UNDERSTANDING THE TRANSACTION

It is evident from evaluation of Enron’s financial misstatement that the board of
directors did not understand the underlying economics of the transactions being
proposed by management. While some aspects of the transactions were clearly be-
ing hidden by management from the auditors, the audit committee, and the board of
directors, none asked for or demanded the necessary information. Consider the
Powers Report ﬁnding:39

It [the board of directors] cannot be faulted for the various instances in which it was
apparently denied important information ... However, it can and should be faulted
for failing to demand more information and for failing to probe and understand the
information that did come to light. The Board authorized . . . transactions. It appears
that many of its members did not understand those transactions—the economic ratio-
nale, the consequences, and the risks.

Thus, the first prescriptive is to get the facts and understand them or ask probing
questions until the transaction, proposal, or activity is understood. This advice
applies equally to staff, supervisors, managers, executives, and corporate governance
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participants. One cannot evaluate, account for, or transparently disclose what one
inherently does not understand.

DOES THE ACTIVITY REQUIRE LYING?

Stock options backdating concerned the cherry-picking of the lowest stock price for
the period of the options award. Once the selection was made, the Compensation Com-
mittee often created minutes or some other document trail to indicate that the option
award was made on the date of the lowest closing stock price. The documentation was
manufactured to conceal the true date when the options award was actually made. In
some cases, the Compensation Committees withheld the release of meeting minutes to
ensure that the options award was in fact granted on the date of the lowest stock price.

Concealing one’s activities and creating false documentation is a form of lying.
At a minimum, lying is considered bad form; in most cases, lying is less than desir-
able; in some cases, it is illegal. When the activity requires a form of lying, one
should stop to question whether the activity is truly appropriate.

BASIC TENANTS OF ETHICAL DECISION MAKING

Violations of ethics, trust, and responsibility are at the heart of fraudulent activities.
By their nature, fraud perpetrators are trust violators who have failed to meet their
fiduciary responsibility. Trust violators come in two forms: the accidental fraudster
and the predator. The predator is one who actively seeks opportunity to steal from
others. Upon entry in a new position, the predator searches for the opportunity to
achieve his or her goals—typically, financial or economic gain. The primary way to
prevent predation is by performing thorough and complete background checks on
potential new hires. While such a check may not indicate past transgressions re-
lated to fraud, it will likely lead to the realization that the applicant’s resume has
errors and irregularity or the observation of other anomalies that would normally
cause most human resource professionals to question the hire.

By contrast, the accidental fraudster needs not only opportunity but usually acts
under some form of distress or duress and has difficulty, at least upon the first fraud
act, with the ethical dilemmas associated with fraud. Thus, first-time fraudsters act
only if they feel some nonsharable financial or economic problem (pressure or
distress) can rationalize the behavior as being for some good cause and have the
opportunity to perpetrate the fraud act. These three attributes are known as the
fraud triangle: pressure/motive, opportunity, and rationalization. The idea behind
the fraud triangle is that it takes all three conditions for the accidental fraudster to
perpetrate that first fraud. Internal controls tend to address the opportunity for per-
petrators to perceive that they might be able to get away with the proposed scheme.
Pressure is an internal characteristic felt by the potential fraud perpetrators, often
unobservable to other persons.

Ethics tends to address the rationalization of fraud by considering the condi-
tions under which an action may be considered right or wrong. By explicitly
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considering the ethics of a decision, one may be able to persuade potential fraud-
sters of the error of their ways before they initiate their first fraud act. This is im-
portant, because once a person becomes a fraudster, he or she seldom self-reforms.
Michael Josephson, president of the Josephson Institute of Ethics, suggests several
questions with which to evaluate decisions to determine whether you might be on
the slippery slopes toward a bad ethical decision:*°

e If your decision was published on the front page of the local newspaper, would
you be proud of your decision or embarrassed, possibly wishing that you would
have acted differently?

*  What does your gut say? Does the decision you are about to make cause you
angst, cause difficulty sleeping, or cause your gut to tighten?

e If your child were with you, observing your action or decision, would you still
make the same choice?

*  Would this decision or action be something that your mentor, or a person that
you admire, approve of?

e What would be the consequences if everyone did what you are considering?

e What if the consequences of your decision were applied to you? How would
you feel if you were on the receiving end of the decision or action?

If the answer to any of these questions is less than desirable, you might be on
the ethical slippery slope to no-man’s land.

SCARED STRAIGHT

Notwithstanding the benefits of doing the right thing to oneself, colleagues,
employer, and society, Exhibit 1.4 presents the results of some of the financial
scandals discussed earlier in the chapter.*'

Exhibit 1.4 Sentencing by Scandal and Executive

Company Executive Jail Term

2777 Best Barry Minkow, founder and CEO Sentenced to 25 years at age 22;
served a little over 7 years

Enron Ken Lay, founder and CEO Convicted of 25 charges in May
2006 at age 64; died before sentenc-
ing, while awaiting appeal

Jeff Skilling, CEO Sentenced to 24 years in jail at
age 53
Andrew Fastow, CFO Sentenced to 6 years at age 46

(continued)



E1CO1_1

28

(continued)
Phar-Mor

Adelphia

Waste
Management
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Mickey (Michael) Monus, founder
and COO

Patrick Finn, CFO

John Rigas, founder and CEO
Timothy Rigas, CFO
Dean Buntrock, CEO

Bernie Ebbers, CEO
Scott Sullivan, CFO

Financial Statement Fraud

Sentenced to 19 years and 7 months
at age 48

Sentenced to 33 months in jail and
testified against Monus

Sentenced to 15 years at age 80
Sentenced to 20 years at age 48
No charges filed

Sentenced to 25 years at age 63

Sentenced to 5 years at age 43

Other than Waste Management, Inc., where Dean Buntrock avoided criminal
charges, founders and chief executives at each of the other companies will spend
or are spending time behind bars. In addition, most had financial fines and commu-
nity service attributes as part of their sentences.

THE MOST IMPORTANT IMPACT?

Walt Pavlo, perpetrator of a $6 million embezzlement at MCI in the late 1990s, and
coauthor Neil Weinberg, may have phrased it best:

His [Pavlo’s] crime seemed victimless. A drop in the bucket for a soulless corporation.
It suddenly hit him that the real victims might end up being his wife and sons. . . .
The worst day of Pavlo’s life came on March 14, 2001, when he kissed his wife
Rhoda, Bubby (son age 11) and Howie (son age 9) and headed out the door for the
ride to prison.*?

Wilkie (a coconspirator) told Pavlo that if people knew ahead of time what their
crimes could do to their families, they would never commit them.

As part of the Enron scandal, Lea Fastow, wife of Andrew Fastow, CFO, was
sentenced to serve one year in an 8-by-10-foot cell in an 11-story jail for signing
tax forms she knew included ill-gotten income from her husband’s schemes. Lea
left behind two young sons at home.

The last thought:

In the end, it’s only your reputation . . . so manage it wisely.

NOTES

1. Mark Philip, “Message from the Chairman,” 2008 Report to the President: Corporate
Fraud Task Force; available at www.usdoj.gov/dag/cftf/corporate-fraud2008.pdf.

2. KPMG Forensic Integrity Survey 2008-2009; available at www.us.kpmg.com/RutUS_prod/
Documents/8/IntegritySuvey08_09.pdf.



E1CO1_1

08/04/2009 29

Notes 29

3. Most of these examples will be examined in more detail in later chapters.
4. Johnson v. McDonald, 170 Okl. 117; 39 P.2d 150.

11.

12.

13.
14.
15.
16.

17.
18.
19.
20.
21.

22.
23.

24.

25.

26.

. W.S. Albrecht, G. A. Wernez, and T. L. Williams, Fraud: Bringing Light to the Dark Side

of Business (Burr Ridge, IL: Irwin Publishing Co., 1995).

. Association of Certified Fraud Examiners, Cooking the Books: What Every Accountant

Should Know about Fraud, No. 92-5401, Self-Study Workbook (Austin, TX: Author,
1995), 12.

. National Commission on Fraudulent Financial Reporting, “Report,” New York, October

1987.

. AICPA/FBI Web cast, by AICPA Corporate Financial Insider Staff, “Small Company

Financial Fraud,” January 5, 2006.

. Ibid.
10.

The first four elements are presented in Chapter 1 of Thomas W. Golden, Steven L. Skalak,
and Mona M. Clayton, A Guide to Forensic Accounting Investigation (Hoboken, NJ: John
Wiley & Sons), 2006.

PricewaterhouseCoopers, “Global Economic Crisis Survey 2005”; available at www
.pwc.com/ro/eng/ins-sol/survey-rep/PwC_2005_global_crimesurvey.pdf.

Association of Certified Fraud Examiners, 2008 Report to the Nation on Occupational
Fraud and Abuse; available at www.acfe.com/documents/2008-rttn.pdf.

AICPA/FBI live Web cast.
Ibid.
Ibid.

Corporate Fraud Task Force, “Report to the President Office of the Deputy Attorney
General,” Washington D.C., April 2, 2008; available at www.usdoj.gov/dag/cftf/corporate-
fraud2008.pdf.

Philip Elmer-DeWitt, “ZZZZ Best May Be ZZZ7,” TIME with CNN, July 20, 1987.
Joanne B. Ciulla, “Nothing but ZZZZ Best,” New York Times, August 8, 2008.

Ibid.

“Enron Scandal at-a-Glance,” BBC News World Edition, August 22, 2002.

Peter C. Fusaro and Ross M. Miller, What Went Wrong at Enron: Everyone’s Guide to the
Largest Bankruptcy in U.S. History (Hoboken, NJ: John Wiley & Sons, 2002).

Frontline, How to Steal $500 Million, PBS Video, 1992.

Reed Kathrein, “Waste Management Pays for Executives,” “Reed Kathrein’s News on
Corporate Fraud,” August 30, 2005, available at www.webcpa.com.

Steve Albrecht, “Fraud at Waste Management,” AICPA PowerPoint Presentation dated
2003 and 2005; available at the AICPA Web site.

Steve Albrecht, “The Worldcom Fraud,” AICPA PowerPoint Presentation dated 2003 and
2005, available at the AICPA Web site.

“Financial Audit, Resolution Trust Corporation’s 1995 and 1994 Financial Statements,

GAO Report to Congress, July 1996”; available at www.gao.gov/archive/1996/ai96123
.pdf.



E1CO1_1

08/04/2009 30

30

217.

28.
29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

41

42.

Financial Statement Fraud

Glass Lewis & Co., “Shareholder Losses from 30 Major Accounting Scandals (1997-
2004) Fact Sheet,” 2005; available at www.glasslewis.com.

Ibid.

PricewaterhouseCoopers (PwC), “Global Economic Crime Survey,” 2005; available at
www.pwc.com/nz/eng/ins-sol/publications/PwC_2005_global_crimesurvey.pdf.

KPMG, “Massive Surge in Fraud in 2005.” Forensic & Litigation Services (January 30,
2005); available at www.kpmg.co.uk/news/detail.cfm?pr=2425.

KPMG, “‘Fraud Risk Considerations.” Audit Committee Institute, 2004; available at www
.kpmg.com/aci.

ACFE, 2002 Report to the Nation on Occupational Fraud and Abuse; available at www
.acte.com/documents/2002RttN.pdf.

ACFE, “2008 Report to the Nation.”

R. B. Farrel and P. Healy, “White Collar Crime: A Profile of the Perpetrator and an
Evaluation of the Responsibilities for Its Prevention and Detection,” Journal of Forensic
Accounting, Vol 1, No. 1 (January—June 2000): 17-34.

S. E. O’Malley, The Panel on Audit Effectiveness: Report and Recommendations
(Stamford, CT: Public Oversight Board, August 2000).

M. Schroeder, “Enron Debacle Spurs Calls for Controls,” Wall Street Journal, December
14, 2001, A4.

Ernst & Young, “From Compliance to Competitive Edge: New Thinking on Internal
Control,” April 2007; available at www.ey.com.

Deloitte & Touche USA, “Ethics & Workplace,”” 2007; available at www.deloitte.com/dtt/
cda/doc/content/us_ethics_workplace2007a.pdf.

William C. Powers, Raymond S. Troubh, and Herbert S. Winoker, Jr., “Report of
Investigation by the Special Investigative Committee of the Board of Directors of Enron
Corp. February 1, 2002”; available at fl1.findlaw.com/news.findlaw.com/hdocs/docs/
enron/sicreport/sicreport020102.pdf.

Adapted from Arthur L. Berkowitz, Enron: A Professional’s Guide to the Events, Ethical
Issues, and Proposed Reforms (Chicago, IL, CCH, Inc., 2002).

. This is not intended to be a comprehensive list of those prosecuted, found guilty, and

sentenced.

Walter Pavlo Jr. and Neil Weinberg, Stolen without a Gun: Confessions from Inside
History’s Biggest Accounting Fraud (Florida, Etika Books, 2007), 224 and 262.



