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n 2003, it was estimated that occupa-
tional fraud and abuse cost organizations
$660 billion, or roughly 6% of their rev-
enues.! While there are various ways a
company can protect itself from becoming a
victim of fraud, one solution toward which
many companies are turning is the use of frand
examiners to help monitor and detect fraud-
ulent activities within their organizations.

PREVALENCE OF FRAUD
IN THE MARKETPLACE

The losses sustained by companies
through occupational fraud are quite astounding.
Findings of an industry study, 2004 Report to
the Nation (the “2004 Report”) by the Asso-
ciation of Certified Fraud Examiners (the
*ACFE”), note that small businesses are gen-
erally more vulnerable to occupational fraud
and abuse: the average scheme in a small busi-
ness (less than 100 employees) causes $§98,000
in losses while the average scheme at a large
corporation causes $87,500 in losses.? This sta-
tistic is not surprising as smaller organizations
have fewer layers of oversight and do not always
have the fraud prevention and enforcement
mechanisms available to larger companies. Only
mega corporations (over 10,000 employees)
sustained losses greater than small businesses,
with median losses at $105,000.%

Occupational frauds generally fall into
one of three categories: 1) asset misappropri-
ations, 2) corruption, and 3) fraudulent state-

ments. Assef misappropriation refers to the act of
embezzling funds or stealing goods from an
employer.* Corription usually involves two or
more entities and encompasses activities such
as bribery, kickbacks, bid rigging, illegal gra-
tuities, economic extortion, and purchase and
sales schemes involving conflicts of interest.®
Finally, fraudulent statements ave typically false
representations of financial information and
involve misstatements which inflate assets
and revenues and understate liabilities and
expenses.®

According to the 2004 Report, asset mis-
appropriation is the most common form of
occupational fraud, occurring in over 90% of
the ACFE’s case studies, with median losses at
$93,000 per scheme and cash being the pri-
mary target. Fraudulent statements comprised
less than 8% of the reported occupational fraud,
although they caused the most damage with
median losses at $1,000,000 per scheme.” Cor-
ruption was reported in 30.1% of the case
studies and caused average losses of $250,000
per scheme. The 2004 Report also notes that
the expense of occupational fraud rises as the
perpetrator’s level of authority increases. Thus,
frauds committed by employees caused median
losses of $62,000, frauds committed by man-
agers caused median losses of $140,000, and
frauds committed by executives or owners
caused median losses of an astonishing $900,000.%
When parties conspire to commit fraud, the
median losses can triple.”
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THE ROLE OF FRAUD EXAMINERS

Fraud examiners encompass a wide array of profes-
sions, including auditors, accountants, fraud investigators,
loss prevention specialists, attorneys, educators and crim-
inologists. While fraud examiners can work indepen-
dently, many are also members of the ACFE, a professional
organization formed in 1988 with the goal of advancing
fraud detection and prevention. Fraud examiners provide
a broad range of services to businesses and governmental
agencies as either employees or independent consultants.
In particular, a fraud examiner may assist in a fraud inves-
tigation by procuring evidence, taking statements, and
WrIting reports.

Within the broad category of fraud examiners are
forensic accountants who specialize in a unique brand of
accounting that departs from the traditional methods
employed in the accounting field. The Accountant’s Hand-
book of Fraud & Commercial Crime by G. Jack Bologna,
Robert J. Lindquist, and Joseph T. Wells (New York: John
Wiley & Sons, 1993), defines forensic accounting as “the
application of financial skills and an investigative men-
tality to unresolved issues, conducted within the context
of the rules of evidence. As a discipline, it encompasses
financial expertise, fraud knowledge and a strong knowl-
edge and understanding of business reality and the working
of the legal system.” Simply put, forensic accountants turn
traditional accounting principles on their head by ques-
tioning and investigating the accounting methods and
financial practices of a company.

Unlike traditional accountants who assume honesty
and integrity in the examination of a corporation’s
finances, a forensic accountant typically will question fig-
ures and numbers until they are validated. “For example,
while the traditional accountant may examine a compa-
ny’s records to determine whether they are accurate, the
forensic accountant will search for ‘badges of fraud’ in
financial statements, balance sheets, and underlying cor-
porate documents. Furthermore, as part of their investi-
gations, forensic accountants may perform a variety of
fieldwork from inspecting company facilities to partici-
pating in witness interviews.”'" Accordingly, a forensic
accountant may be useful not just in assisting an organi-
zation create a fraud prevention program, but may also
detect and identify instances and responsible parties once
the organization has determined that fraud has in fact
occurred.
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CONSIDERATIONS IN RETAINING
A FRAUD EXAMINER

When hiring a fraud examiner, a company should
seek an evaluation that is both disinterested and reliable.
These objectives, however, can occasionally conflict. Where
employees within the organization conduct the fraud in-
vestigation, the results of such an investigation may be
considered suspect because they are obtained by parties
who are, or at least appear to be, biased.!" Thus, while the
company may prefer to use examiners with historical
knowledge and details about the company, personnel, and
accounting systems, their retention may raise issues of
credibility. On the other hand, while the mvestigation of
a fraud examiner who has no prior connection with the
company may be unbiased, the resulting evaluation may
also exhibit the examiner’s inexperience with the partic-
ular organization and its business practices.

In balancing the twin goals of disinterestedness and
reliability, a company should consider the purpose of the
investigation. Where the results are to be used in-house or
where the company is simply establishing a fraud preven-
tion system, there is less concern regarding credibility. Thus,
a fraud examiner who has knowledge of the business may
be a wiser choice in that instance because of such exam-
iner’s familiarity with the company. In contrast, where
information from the fraud investigation may be subject to
scrutiny by those outside the company, the appearance of
disinterestedness becomes more critical and the company
should consider hiring an independent fraud examiner.

FRAUD DETERRENCE

Incidents of fraud do not assail a company overnight;
rather, fraud often takes its toll slowly and deliberately.
ACFE reports that the average fraud scheme lasts approx-
imately 18 months before it is detected.'? The results can
be exacerbated if management ignores or fails to recog-
nize warning signs. While a fraud investigation can be
quite time-consuming and costly depending on the extent
of the fraud, there are also hidden costs, including damage
to public reputation and organizational morale. For these
reasons, organizations may wish to conduct fraud risk
assessments. "’

To deter fraud at its early stages, management should
be alert to “badges of fraud.” Forensic accountants may
provide assistance to companies and managers by devel-
oping appropriate risk management techniques." Use
of internal controls, audits, and investigations can reduce
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the likelihood of fraud. Some informal methods that
managers can use to identify potential fraud perpetra-
tors include:

* routine walkabouts;

e spot checking of subordinates’ work;

* reviewing assignments to confirm the quality
of the work performed; and

* scrutinizing any documentation submitted
for signature.”

While increasing internal controls can help to reduce
the incidence of fraud, it is recommended that companies
couple such internal controls with the elements of edu-
cation and fraud-prevention training. If used alone, internal
checks may be viewed as cumbersome by employees.
Moreover, such a system will be subject to employee over-
ride if it is not user-friendly.'® Thus, the most effective
fraud techniques should be easy to use and include ongoing
educational programs which explain the purpose of the
internal controls without negatively affecting employee
morale. Furthermore, a company should consider devel-
oping a code of ethics, a code of conduct, and a whistle-
blower hotline to impress the workforce with the ethical
significance of its anti-fraud program.'’

Although these methods certainly do not guarantee
the wholesale elimination of fraud, they can help lower
a company’s susceptibility to fraud. The 2004 Report cites
that “[o]rganizations that did not have reporting mecha-
nisms suffered median losses that were over twice as high
as organizations where anonymous reporting mechanisms
had been established.”"® Clearly, an anti-fraud program
can help limit the losses of an organization due to fraud.

FRAUD DETECTION

In certain cases, a fraud examiner may also provide
support to legal counsel charged with the task of
unearthing fraud. In the course of conducting internal
corporate investigations, an attorney may require assis-
tance in the fact-gathering process. Whether an internal
investigation concerns embezzlement by a corporate
officer, environmental mishaps, or allegations of bank,
tax, or healthcare fraud, legal counsel may be aided by
the investigative tools possessed by a fraud examiner in
gathering all the relevant facts.!”

In particular, fraud examiners, such as forensic
accountants, can assist companies, with the guidance of
counsel, in reviewing complicated financial transactions;
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tracing funds and other assets that have been improperly
diverted or concealed;*” assembling financial information
in an effective format;*' conducting an investigation to
determine whether criminal acts such as embezzlement,
misappropriation, securities, and insurance fraud, among

21

others, have occurred; * recommending courses of action
to the company to prevent such fraud from recurring; >
reviewing documents, devising questionnaires, and con-
ducting witness interviews;** determining the extent and
source of the fraud;* conducting a physical surveillance;*
and using informants and other undercover techniques.?’

Certain “badges of fraud” that a fraud examiner may
investigate include:

* evidence of false invoices for payments or loans;

* misuse of company assets or equipment;

* fraudulent use of company checks;

* charging personal expenses as business expenses;

* overstating revenues and assets;

» understating expenses and liabilities;

* lapping—misappropriating one customer’s pay-
ment and substituting funds from a subsequent
customer; and

* kiting—showing the same amount on deposit
in two bank accounts at the same time; and

* pocketing cash sales.*

One unique accounting tool that is gaining mo-
mentum with forensic accountants is Benford’s Law. This
mathematical theorem allows accountants to use digital
frequency analysis to identify numbers (and digits within
numbers) that appear in unnaturally high percentages in
populations of financial data. The occurrence of unex-
pected patterns can help detect fraud. This tool can iden-
tify suspect invoices and other financial transactions and
detect acts such as bogus vendor payments, expense account
fraud, and check-kiting schemes.?” Once the investigation
is complete, a comprehensive report is prepared that may
include a report on the nature of the assignment, scope of
the investigation, and techniques employed, and will set
forth the limitations of the findings or opinions. If applic-
able, the report may also include schedules and graphics
to properly support and explain the findings.

FRAUD IN THE TIME OF BANKRUPTCY

Fraud may pose an especially acute risk to compa-
nies close to or in financial distress, as management’s time
and attention may be focused on crisis management rather
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than on internal accounting practices. Thus, there is a
possibility that management may overlook diligent book-
keeping. Additionally, the company may reduce the
workforce by eliminating, among others, accounting per-
sonnel. Before downsizing, management should consider
whether such employees possess knowledge regarding
the company’s accounting practices which would other-
wise be unavailable. Moreover, management should con-
sider the impact of reducing accounting staff as it may
become more difficult for the company to record and
supervise financial transactions in an accurate, efficient,
and timely manner.”

Once a bankruptcy proceeding is initiated, a fraud
examiner may, in certain instances, be able to assist legal
counsel with the following services:

 review company financials for suspicious or
unusual transactions;

* analyze potential fraudulent transfers;

* prepare analyses of pre- and post-petition financial
statements;

» Jocate diverted funds or assets of the debtor;

* identify misappropriated assets;

* identify reversible insider transactions;

 evaluate the factors contributing to the debtor’s
current financial condition and future viability;

* analyze monthly operating reports to ascertain
business trends and issues; and

« analyze questionable accounting practices.”!

A fraud examiner, such as a forensic accountant,
may also be able to detect and identify indicators of bank-
ruptcy fraud, such as:

¢ failure to keep usual business records;

* incomplete or missing books and records;

* unusual depletion of assets shortly before filing;

e concealment of assets;

+ conduct outside ordinary business or industry
standard practices;

« commencement of a similar business near or after
filing;

¢ failure to pay withholding or state sales taxes;

* complicated corporate structure and relationships;

e creditor confusion regarding corporate structure;

¢ arecord of litigation involving breach of contract,
misrepresentations, and fraud;

+ recent departure of debtor’s officers, directors,
or general partners;
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¢ frequent amendments to financial schedules, state-
ment of financial affairs, and monthly operating
reports;

e inability to contact principals of debtor at debtor’s
stated location;

* frequent dealings in cash;

e transfer of property to shareholders, insiders,
and relatives shortly before filing;

* payoff of loans to directors, nsiders, and relatives
shortly before filing;

* absence of knowledgeable officers to testify at the
initial meeting with creditors;

* unanswered questions or incomplete information
of debtor’s schedules;

* inconsistencies in recent financial statements, tax
returns, and debtor’s schedules and statements of
financial affairs;

 sudden depletion of inventory after bankruptcy
petition without a plausible explanation;

« inflated salaries, bonuses, or cash withdrawals
made by directors, shareholders, insiders, or
relatives; and

 transactions with non-debtor subsidiaries, parent
companies, or affiliated companies owned by the
same related persons or entities.*

CONFIDENTIALITY OF INFORMATION
AND MATERIALS DISCLOSED TO A FRAUD
EXAMINER OR FORENSIC ACCOUNTANT
EMPLOYED BY COUNSEL

Pursuant to the doctrine announced in Kovel v U.S.,
296 E2d 918 (2d Cir. 1961), an investigative accountant
retained by an attorney to assist in providing legal services
to a client is also protected by the attorney-client privi-
lege. This privilege, however, does not extend to infor-
mation gained prior to the accountant’s retention by the
lawyer.”* Furthermore, once an investigative accountant
testifies, it is unlikely that such accountant’s work papers
will be privileged. Therefore, at the start of the investiga-
tion, the company and its counsel should assess what role
the investigative accountant will serve and the impact each
role will have on the assertion of a privilege claim.”

A more expansive protection for the work prepared
by an accountant may be available in the form of the work
product doctrine. The work product doctrine extends to
documents prepared by consultants acting under the direc-
tion and supervision of counsel and in anticipation of lit-
igation. Arguably, this latter requirement can be satisfied
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by the fact that the report was prepared during the course
of an internal investigation. To bolster the application of
the work product doctrine, reports should do more than
Just recite facts (which do not constitute work product) and
should reflect thoughts and mental impressions as well.*

CONCLUSION

Statistics show that occupational fraud is becoming
increasingly prevalent. The benefits of a proactive fraud
prevention and detection program are manifold. Vigi-
lance in uncovering fraud not only enables a company to
avoid the devastating risks of financial as well as reputa-
tional damage, but it also helps instill investors, manage-
ment, employees, and the general public with a sense of
confidence in the company.®
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