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Financial Statement 
Fraud 
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• Error – unintentional misstatements or 
omissions of amounts or disclosures on 
financial statements 

 
• Fraud is intentional 

Errors, Irregularities, and Fraud 

Presenter
Presentation Notes
Mistakes in gathering or processing accounting data 
	For example, common expenses/vouchers of another financial institutions or unrelated to ADB)
Incorrect estimates due to misinterpretation of facts
Mistakes in the application of accounting principles (example, calculation of net worth, financial situation, etc.)
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How errors and manipulations arise 

Understated 
liabilities and 

expenses 

Type of financial statement frauds 

Overstated 
assets or 
revenues 

Presenter
Presentation Notes
How do errors and manipulations arise.
Almost all errors and omissions are one of four schematic types. Three are shown on this slide:
Overstating income and the related assets
Understating expenses and the related liabilities
Flipping expenses into assets (they are conveniently both debits) or liabilities into income (they are conveniently both credits)
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Financial statement analysis 
Use analytical procedures for high volume transactions 

 

“As each company and project is different, selection of 
analytical procedures must be appropriate to the circumstances” 

Vertical 
trend 

analysis 

Horizontal 
trend 

analysis 
Ratio 

analysis 

Source: A Guide to Forensic Accounting Investigation 

Presenter
Presentation Notes
How will the financial statements affect our ability to detect fraud? If there’s something wrong with the procurement, the violators will have to cover up these violations through fraudulent financial reporting.

Financial reports relevant to auditors of MDB projects(government perspective, audited project accounts, statement of receipts and disbursemenrs, disallowed expenses)

Analytical procedures:
We conduct high-level analysis of the trends and relationships among items in the financial statements.
High volume of frequent occurring transactions - not possible to examine every transaction, therefore, use analytical procedures 

Vertical analysis: (with action) across different accounts in the financial statements = across sections of FS (cross-sectional)
Examples: Gross profit ratio is lower than the industry ratio. Higher costs recognized because the expenses of the other ‘smaller’ companies in the group of companies are recognized in the financial statements of the parent company like the expenses shared by all the companies in the group but paid for by the parent company like rental of heavy equipment, common laborers.  Also, higher cost of services may have been recognized to conceal huge amounts of bribes paid to secure contracts. These bribes are subsumed in the cost of services.

Horizontal analysis: (with action) across different time periods = across time (time-series)

Ratio analysis: (with action) across different accounts in different financial statements.
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Financial statement analysis (contd.) 
Vertical and Horizontal analysis 

1. Vertical analysis 
• Compares elements of the financial statement with a common base item  
• Technique for analyzing the relationships between the items on an income 

statement, balance sheet, or statement of cash flows by expressing components 
as percentages.  

• These relationships are compared within each accounting period and then the 
period under analysis can be compared with historical periods 

2. Horizontal analysis 
• Used to understand the percentage of change in individual financial statement 

items over a period of time 
• Technique for analyzing the percentage change in individual financial statement 

items form one year to the next. 

 Source: A Guide to Forensic Accounting Investigation 

Presenter
Presentation Notes
Vertical analysis
Compares elements of the financial statement with a common base item. For example, all the elements of the income statement are expressed as a percentage of sales
These relationships are compared within each accounting period and then the period under analysis can be compared with historical periods
Analysis can be performed business unit wise or geography wise to provide deeper insight into which business unit is driving unusual relationships or whether any particular business unit is an outlier
This analysis can be performed on a particular financial statement line item by component: materials, labor, overheads, etc. This may uncover an unusual trend in material costs, which would have been masked by opposite trends in other components of cost of goods sold. 
Analysis of balance sheet – comparing of percentage of accounts receivable ageing categories across business units may indicate cash collection deterioration in a particular business unit

Horizontal analysis
Used to understand the percentage of change in individual financial statement items over a period of time. Base period, say last year, is selected, and a percentage change is calculated for other periods, say this year, compared with the base period. 
Changes in certain line items such as sales, should be the drivers for expected changes in cost of sales or selling expenses.
Look at trends on a quarterly, monthly or even weekly basis can also assist in identification of areas that require further probing
Disaggregating monthly analysis by business unit, geography or customer may provide insight into time periods with unusual revenue or expense trends. For example, significant amount of revenue generated in the last week or month of the quarter with a particular customer

*Discuss limitations of vertical, horizontal, and ratio analysis especially the reliability of the information in the financial statements.
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3. Ratio analysis 
• Assesses and measures the relationships 

– among various financial statement items  
– with non financial data 

• Can be compared with 
– Historical data 
– Industry data  
– Against a benchmark 

• For unexpected changes - source documents and related accounts can be 
examined in detail 

Financial statement analysis (contd.) 
Ratio analysis 

Source: A Guide to Forensic Accounting Investigation 

Presenter
Presentation Notes
Current ratio
Current assets/current liabilities
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Illustration 

Balance Sheet Vertical Analysis Horizontal Analysis 
Assets Year 1 Year 2 Change % Change 

Current Assets 

  Cash 45,000 14% 15,000 4% (30,000) -67% 
  Accounts 
Receivable 

150,000 45% 200,000 47% 50,000 33% 

  Inventory 75,000 23% 150,000 35% 75,000 100% 
Fixed Assets 60,000 18% 60,000 14% - - 
Total Assets 330,000 100% 425,000 100% 95,000 29% 
Accounts Payable 95,000 29% 215,000 51% 120,000 126% 
Long-Term Debt 60,000 18% 60,000 14% - - 
Stock-Holder’s Equity 
Common Stock 25,000 8% 25,000 6% - 
Paid – In – Capital 75,000 23% 75,000 18% - 
Retained Earnings 75,000 23% 50,000 12% (25,000) -33% 
Total 330,000 100% 425,000 100% 95,000 29% 

Presenter
Presentation Notes
Current ratio
Current assets/current liabilities
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Income Statement  Vertical Analysis Horizontal Analysis 
Year 1 Year 2 Change % 

Change 
Net Sales 250,000 100% 450,000 100% 200,000 80% 
Cost of Goods sold 125,000 50% 300,000 67% 175,000 140% 
Gross Margin 125,000 50% 150,000 33% 25,000 20% 
Operating 
Expenses 
Selling Expenses 50,000 20% 75,000 17% 25,000 50% 
Administrative 
Expenses 

60,000 24% 100,000 22% 40,000 67% 

Net Income 15,000 6% (25,000) -6% (40,000) -267% 

Financial statement analysis (contd.) 
Vertical Analysis v/s Horizontal Analysis - Illustration 

Presenter
Presentation Notes



Results of Malaysian study (http://www.joams.com/uploadfile/2013/1225/20131225035355373.pdf)

(1) Total debt to total assets ratio and (2) Receivables to revenue ratio = There ratios were found to be significant predictors to detect fraudulent financial reporting. 
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Types of financial statement frauds 

A.  
Misreporting 

Misrepresentation 
B. Misappropriation 

of assets 

Presenter
Presentation Notes
Misreporting/Misrepresentation = also known as management fraud (example: Enron scandal)
Misappropriation of assets = also known as employee fraud (from stealing low value assets like office supplies to defalcation of huge sums of money)
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Types of financial statement frauds 

A.  
Misreporting 

Misrepresentation 

1. Timing differences 

2. Fictitious revenues 

3. Concealed liabilities and 
expenses 

4. Incorrect or misleading 
disclosures 

5. Incorrect or misleading 
asset valuations 

Presenter
Presentation Notes
4. Incorrect or misleading disclosures = Good example: Disclosure on contingent liabilities arising from pending litigations. ADB’s standard bidding documents require bidders to disclose information on pending litigations (Form LIT). The information disclosed in LIT form can then be checked against the disclosures in the financial statements.
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1. Embezzlement 

2. Stealing 

Types of financial statement frauds 

B. Misappropriation 
of assets 
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Fraudulent financial misreporting 

1. Revenue recognition schemes 
• Most common type of fraud 
• Often use to conceal real numbers of a weak quarter 

Excessive number of subsequent period returns of goods, 
 accompanied by an unusual jump in credits 

Sales have been recorded before they 
were actually made 

Source: Financial Statement Fraud: Detecting the Red Flags 
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2. Fictitious Revenue  
• Posting of sales that never occurred 

Red Flags 

• Unusual increase in assets – mask fictitious revenues 

• Missing customer records (e.g., physical address and phone 
number) 

• Unusual changes in ratio patterns (e.g., spike in revenue 
with no corresponding increase in accounts receivables) 

Source: Financial Statement Fraud: Detecting the Red Flags 

Fraudulent financial misreporting 

Presenter
Presentation Notes
Unusual increase in assets – the other side of the entry is to mask fictitious revenues
Missing customer records such as physical address and phone number
Unusual changes in ratio patterns such as spike in revenue with no corresponding increase in accounts receivables

Unusual increase in assets – the other side of the entry is to mask fictitious revenues

Highlight difference of 1 and 2:
	1 = Revenue is legitimate but recorded in the wrong period; a matter of timing
	2 = Revenue is fictitious and thus shall never be recorded
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Red Flags 
• Recurring negative cash flows from operations, while 

reporting earnings growth 

• Invoices and other liabilities go unrecorded in the company’s 
financial records  

• Writing off loans to executives or other parties 

• Failure to record warranty-related liabilities 

Fraudulent financial misreporting 
3. Concealed liabilities 

• Improper or under-reporting of expenses and other liabilities 

• Shifting expenses from one entity to another or reclassifying liabilities as assets 

Source: Financial Statement Fraud: Detecting the Red Flags 
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Red Flags 

• Disclosure notes are so complex that it is impossible to 
determine the actual nature of the event or transaction 

• Discovery of undisclosed legal contingencies 

• Nondisclosure of pending litigations or other contingent 
liabilities 

Fraudulent financial misreporting 
4. Inadequate disclosure 

• Often used after a financial fraud has occurred in an attempt to conceal it 

Source: Financial Statement Fraud: Detecting the Red Flags 

Presenter
Presentation Notes
Enron Case: Enron concealed liabilities by establishing special purpose entities (SPEs) which serve as the borrowing arms of Enron. Since the accounting standards on preparing consolidated financial statements during that time were not that clear-cut and strict, Enron did not consolidate the liabilities of its SPEs thus effectively concealing its borrowings.

Concealed liabilities can be detected through the review of disbursements immediately after the end of the reporting period.
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Red Flags 

• Unusual or unexplained increases in the book value of 
assets (e.g., inventory, receivables, long term assets) 

• Odd patterns in relationships of assets to other components 
of the financial report (e.g., sudden changes in the ratio of 
receivables to revenues)  

• GAAP violations in recording expenses as assets 

Fraudulent financial misreporting 
5. Improper asset valuation 

• Common form of profit manipulation 

Source: Financial Statement Fraud: Detecting the Red Flags 
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1. Misappropriation of assets can be accomplished in a variety 
of ways: 
• Embezzlement of receipts 

• Stealing physical or intangible assets 

• Causing an entity to pay for goods and services not received, 
etc. 

2. Misappropriation is often accompanied by false or misleading 
records or documents in order to conceal the fact that the 
assets are missing” 

Misappropriation of assets 
Misappropriation of assets involves the theft of an entity’s assets and is 
often perpetrated by employees in relatively small and immaterial 
amounts.  


