Introduction to Forensic Accounting

In this assignment, I am going to describe what fraud is and state what skills are most important to the successful practice of forensic accounting. Next, I am going to analyse the qualities of mind and body that a forensic accountant should possess and outline the basic steps that are involved in fraud investigation. I am then going to compare the differences between forensic accounting, fraud auditing and investigative auditing from financial auditing. In the next part of the assignment, I am going to look as a case study and evaluate it by looking at how the case should be started, if a forensic accountant is to be hired, and if so, how they will be chosen. I will outline some documents which I think will disclose the administrator’s fraud activities and lastly, I will discuss if the administrator’s fraud activities should be interviewed, and if so, at what stage they should be interviewed.

What is Fraud?
It is said that fraud has been around for thousands of years but the first recorded incident of fraud was recorded in 300 B.C when a Greek man took out a large insurance policy and borrowed money. He promised to pay back the money along with interest, this being corn. If the loan was not paid back, then the lender acquired a boat and corn. The Greek man had no intention in paying back his debts but was caught when he tried to escape. The first stock market fraud recorded was in America, in 1792.
Fraud is a type of criminal activity and no matter how small the fraud case is, it is still a serious crime. The SFO (Serious Fraud Office) defines fraud as ‘abuse of position or false representation or prejudicing someone’s rights for personal gain.' 
It is a deliberate misrepresentation that causes a person or business to suffer damages. It is important to know what is actually classed as fraud and what isn't. For example, if someone lied about their name it would not be classed as fraud unless the person caused someone else to lose money or suffer some other damage.
Actionfraud.police.uk describes fraud as when ‘trickery is used to gain a dishonest advantage, which is often financial, over another person’.
In short, is basically means that it is an act of deception intended for personal gain or to cause loss to another party.
Words used to describe fraud include; 
Scam, con, swindle, extortion, sham, double-cross, hoax, cheat, ploy, ruse, hoodwink and confidence trick. 
The BBC World Service stated that in 2012, the estimated value lost through fraud in the UK was £66 billion a year.
The Fraud Act 2006 was given Royal Assent on November 2006 and it came into effect in January 2007.
The Fraud Act states that there are three classes – fraud by false representation, fraud by failing to disclose information and fraud by abuse of position. The Act tells us what the consequences are of fraud, whether it would be a fine or imprisonment.

The Fraud Triangle
According to Cressey, an American penologist, sociologist, and criminologist, there are 3 factors that must be present at the same time in order for an ordinary person to commit fraud. 
· Pressure
· Opportunity
· Rationalisation

These fundamental factors then make up ‘The Fraud Triangle’
Pressure –
This is what motivates crime in the first place – A person could be having financial problems which are unable to be solved through legitimate means so they consider an illegal act. It can either be a personal problem such as being in debt, or it could be a professional problem, such as their job or business being in jeopardy. Stealing cash or falsifying financial statements could be a crime in which someone does due to the inability to pay their bills, to help with a drug/gambling addiction, feeling the need to meet earnings to sustain investor confidence, meeting productivity targets at work or the desire for a bigger house or a new car.

Opportunity –
This defines the method by which the crime can be committed. The person must see a way to abuse their position of trust to solve the financial problem with a low risk of getting caught. The fraudster not only has to be able to, for example, steal funds, but they need to do it in a way where they will not get caught and the crime won’t be detected at present time or in the future. 
Rationalisation –
The vast majority of fraudsters are first time offenders with no criminal past. They do not view themselves of criminals; they see themselves as honest people who are caught in a bad set of circumstances. The fraudster must justify the crime to themselves in a way that makes it acceptable or a justifiable act. Common rationalisations that fraudsters may say include;
· The company owes me
· I am borrowing money and I am going to pay it back
· I’m not hurting anyone
· We’ll fix the books after this difficult time passes
· If I can’t meet my obligations, people will know and I will be humiliated. 
(http://www.acfe.com/fraud-triangle.aspx)  
(http://www.nodon.ch/en)[image: ]
The Fraud Theory was a theory that was discovered by Donald Cressey and is commonly known within Business and Forensic Accounting.

Different types of Fraud with Business
There are many different types of fraud but fraudulent activities can usually be grouped into three categories.
· Government
· Employee
· Consumer
Government fraud involves activities designed to deceive the government or a business, for example, tax or insurance fraud.
Employee fraud is when an employee defrauds their employer, such as through embezzlement or falsifying expense reports.
Consumer fraud includes cons and is designed to bilk an individual out of money, such as through telemarketing or investment scams.
Falsification of expense claims
This can mean anything from inflating mileage claims, entertaining family or/and friends at the company’s expense or simply just claiming back expenses that never even occurred. 
Theft of Stock
This is where the perpetrator steals stock and uses it for their own benefit – They could either keep the stock or resell the stock so the perpetrator can make money.

Tax Evasion
Tax evasion happens when people deliberately don’t pay the tax they should. The common taxes people try to avoid paying include; Income Tax, National Insurance contributions, Corporation Tax, Capital Gains Tax, Inheritance Tax and PAYE.

Investment Scams
This can often be through the internet. Many individuals that claim to be companies can regularly send emails to an email address at random stating an offer of some sort, usually for the individual to end up entering their bank details. These are false companies, and it is a common case. It easily targets those who don't really tend to read their emails and they think they have genuinely received a good offer of some sort. 
Fraud Case Study 
Fraud that has occurred in a business setting includes a well-known fraud scandal called Enron. 
Enron was a company that was found in 1985 as an interstate pipeline company. In the following 20 years, Enron grew quickly and became the largest energy trader in the world. As competition increased, Enron wrongly used diversification and international investment to keep its market position. Instead of bringing profits, these activities actually brought Enron an unexpected large amount of losses. Further along the years, in 1999, Enron again made another wrong decision after a foray into fibre optics and the broadband market. Enron suffered too many substantial losses but the company never declared any information about the losses until October 2001. Instead, throughout the years when Enron was actually losing money, they manipulated financial statements which resulted in the company lying about the profits. Enron was losing money but on paper, they were making money due to the ‘Mark to Market’ technique. Enron also concealed debts so they didn’t show up on the company’s accounts. Not only did Enron manipulate the financial statements, they also disclosed a great earnings forecast through the media and encouraged investors to purchase Enron’s stock. Along with encouraging investors, they also encouraged their own staff to invest their pension into Enron’s stock. The executives of Enron also drove up the stock price and put a large amount of money into their own pockets through trading stocks.
Problems finally started to erupt in 2001 when Jeffrey Skilling, the CEO departed in August, then in October 2001, Enron eventually reported a loss of $618 million. Following that, Chief Financial Officer Andrew Fastow was replaced, and the Securities and Exchange Commission (SEC) began investigating the company. Finally, on December 2, 2001, Enron filed for bankruptcy protection and investors ended up losing billions of dollars and 21,000 employees around the world lost their jobs. 

Enron used an accounting method known as ‘mark to market’. This technique was only used by brokerage and trading companies. With this technique, the value of a security is recorded on a daily basis to calculate profit and losses. This method allowed Enron to count projected earnings from long-term energy contracts as current income. This was money that might not be collected for many years. 
Use of this method made it difficult to see how Enron was really making money. The numbers were on the books so the stock prices remained high, but Enron wasn’t paying high taxes.  
Because Enron manipulated their financial statements, concealed debts and drove their stock prices up and encouraged the staff to invest their money into their stock, it is classed a serious crime. Kenneth Lay, the founder of Enron knew he was losing money, yet encouraged staff to invest money, as well as the public. In result of Enron’s fraud scheme Jeff Skilling, who was originally sentenced to more than 24 years in 2006, was resentenced to 14 years, and Kenneth Lay, was found guilty of multiple counts of conspiracy and fraud. He died of heart failure six weeks after the trial ended.

Important skills
'A Forensic Accountant needs to be precise, pay attention to detail and be a broad thinker'. (Fraud Auditing and Forensic – Tommie. W Singleton, Aaron. J Singleton).
According to the Fraud Auditing and Forensic book (Tommie. W Singleton, Aaron. J Singleton) some of the most important skills that are needed include the ability to quickly prioritise issues, which can also be related to having good judgement. A forensic accountant must be able to decide what issues are more important/serious and this means a forensic accountant must have good judgement to be able to do this. Good communication skills are very important, both written and verbal communication. A forensic accountant may often have to present their findings – colleagues will have to understand the findings and in court for example, the general public need to be told the findings in language and terms that is easy to understand. No jargon should be used to confuse the general public.  

(ACCA Careers)
Andrew Wheeler, who runs forensic accounting recruiter Hamilton Mackenzie, says that in order to build a career as a forensic accountant, it is important that they have an inquisitive mind and attention to detail. Given the nature of the work, it is important that anybody looking to specialise in the area has problem solving abilities and a logical analytical approach to challenges. In addition, strong interpersonal and communication skills are key, as is being comfortable working independently. Wheeler also states that any foreign languages spoken are also useful. 
It is important for a forensic accountant to have good interviewing skills. Interviewing is a process of obtaining relevant information about the case from people who may have direct or indirect knowledge. This could mean that you may interview co-workers, workers, supervisors and a necessary interview with the actual suspect.
A forensic accountant must decide what the best order is when it comes to interviewing individuals. A forensic accountant must be prepared to handle different types of situations when it comes to interviewing. There could be some difficult individuals that do not co-operate or there may be a confession. If there is a confession, then the forensic accountant must make sure the evidence is admissible in a court of law. 
Another main factor that a forensic accountant should possess is a good mind-set. A forensic accountant should have the ability to think like a crook. A forensic accountant should have the tendency to question the substance behind transactions, documents, and testimony that others do not have. 
Main Personal Skills of a Forensic Accountant
Interpersonal – Getting along, properly interacting with others. This also includes good communication and listening skills.
Analytical – Being good at taking a problem or task and breaking it down into smaller elements in order to solve the problem. 
Intelligent – The ability to acquire and apply knowledge or skills.
Engaging – Involving someone in a conversation and attracting someone’s attention.
Resilient – Able to withstand or recover quickly from different conditions or situations.
Integrity – Quality of being honest and having strong moral principles. 
Main Knowledge Skills of a Forensic Accountant
Critical Thinking – Disciplined thinking that is clear, open-minded, rational and informed by evidence. 
Auditing Experience – Reasonable understanding of audit activities.
Legal Knowledge – Being aware of legal Acts, law, facts and cases.
Conceptual Thinking – Understanding a problem, being able to identify patterns and connections and addressing issues. 
A forensic accountant will often have a case where minimal information is given. They may only start the case with just a suspicion. A Forensic Accountant in this case, must be good at using their initiative in what to do next. A forensic accountant may then relate to something called the 'Fraud Theory Approach'.

Fraud Theory Approach
The Fraud Theory Approach means that any possible theory is tested. The case starts with assumptions based on facts or suspicions of the event that may have occurred. These assumptions are then tested to try and determine a realistic and provable truth. There are 5 steps to the Fraud Theory Approach;
Analyse available data- this means looking at all of the evidence and information you have received in detail. This could mean conducting ratio analyses, vouch and trace transactions and perform other audit tests to look for anomalies. 
Create a hypothesis- this is based on what you discovered during the analysis. A forensic accountant/fraud examiner will then develop possible theories thinking about the worse possible case scenario and other possibilities that may have occurred. They will ask questions such as ‘why, how, when’. This is when the forensic accountant skills come into practice. They should start thinking like a crook.  
Test the hypothesis- The forensic accountant will then test the hypothesis to see which theory is the most realistic or appropriate theory and what the outcome of each theory would be.
Refine and amend the hypothesis- Once a forensic accountant has tested a fraud theory, they will them determine whether to proceed further. They may make amendments with the theories until they are completely confident with their findings. 
Decide to accept or reject the hypothesis based on the evidence- If they decide to go further, the forensic accountant will need to interview potential witnesses. The forensic accountant will assume that there is only one chance to interview the suspect so they should go into the interview feeling confident with their findings. If they decide not to take action, they may go back the fourth stage and test other theories.

Basic steps involved in fraud investigation
Firstly, before the case starts, the forensic accountant must decide whether their firm has the necessary skills and experience to accept the work. It must be decided whether the forensic investigator has had appropriate training in interrogation and interviewing and they must know how to maintain the safe custody of evidence gathered. 
If the external firm accepts to deal with the fraud case, a decision must then be made early on indentifying those responsible for the investigation. This could be the business owner, manager, audit committee, internal audit department, board of directors, forensic accountant or a combination of all. This decision will be made depending on the size of the potential fraud, the targets of the investigation, the ability to recapture stolen funds and the overall risks of the company. Once it has been decided, the people responsible will outline the scope of the investigation. This is where the Fraud Theory Approach may come into practise. The forensic accountant will do an analytical review of their findings and will find possible theories as to what happened if they do not already know. This is also when the forensic accountant’s skills come into place. Critical thinking is a fundamental factor and they must have the ability to think about different situations, possibilities and the worst case scenarios. With the theories that the forensic accountant has thought about, they will then be tested against the available facts and then reviewed and amended until a suitable conclusion is made. If law enforcement assistance is needed such as to receive documents or to conduct search warrants then step must be in place to ensure that there is sufficient probable cause to obtain such information.
After the forensic accountant is happy with their findings then they are able to conduct interviews of witnesses outside the investigating organisation. A forensic accountant may have to interview a number of people, depending on how many individuals are involved in the case. The perpetrator’s manager, work colleagues and family members all may have to be interviewed to get an insight of the case and the type of person the perpetrator may be. 
When the perpetrator is being interviewed, they may be very co-operative, or they could be very difficult. A forensic accountant must be able to deal with different types of situations. The forensic accountant will ask the perpetrator questions such as ‘why did you do what you did?’ ‘How?’ ‘How long’? The interviewing process can take a long time as the interviewer will go through all of the transactions in detail, including the date and the amount, and will ask questions about every discrepancy.
When the interviewing process is completed, depending on the seriousness of the case, the forensic accountant will firstly make a final report stating all facts. The forensic accountant then has the power to refer the case to the police enforcement if they feel that criminal offences have been made and that the case should go to court for possible imprisonment. If the case ends up going to court, then the forensic accountant will have to present their findings. 
The whole process of the case can take many months, to many years depending on the seriousness of the case and the amount of money and individuals that are involved.

Distinguishing forensic accounting, fraud auditing and investigative auditing from financial auditing. 
Forensic Accounting
The work of a forensic accountant is to enable lawyers, insurance companies and other clients to resolve disputes. They are trained to not just look at numbers, but to deal with business realities of situations. Features that are prominent with a forensic accountant are analysis work, interpretation, summarisation and the presentation of business issues, whether this is to co-workers, lawyers or the courts. The forensic accountant should also be familiar with laws, legal concepts and procedures. A forensic accountant may be needed in a number of business settings, including public practice, insurance companies, banks, and the police force and government agencies. A forensic accountant may specialise in insurance claims, personal injury claims, and construction or royalty audits. 
Advantages to being a forensic accountant is that they are at a high demand at the moment and the career is expected to grow by 18% in the next few years. This means more job opportunities in the future and it is a career known worldwide. A forensic accountant will be provided with the latest technology and equipment and overall, it can be an interesting career with more roles, responsibilities’ and an insight on the courts and laws. 
Disadvantages of being a forensic accountant can mean working long hours. A lot of time is needed when dealing with a case as they will need to analyse financial statements. Forensic accountants are usually under a lot of pressure as the outcome for the defendant pretty much depends on the accountant and their findings. Although these are known as disadvantages, they could also be advantages. An individual may like the fact that they are under pressure and they may like the whole analytical work that needs to be undertaken. The main disadvantage is that companies with big reputation wouldn’t want the public to know of their fraudulent activities therefore there is a possibility that a forensic accountant may be a victim of blackmail. 
Personally, I feel it is important for a forensic accountant to go into the career knowing what the job entails and knowing that they find Law and Acts interesting and knowing that there is huge responsibility. A forensic accountant must be up for the job otherwise there could be a huge breakdown within the whole case. 
Fraud Auditing
A fraud audit is a review of the financial records of a company. When an audit is performed, the goal is an honest exanimation of financial records. These are performed to resolve discrepancies, investigate fraud or to determine if a company is reporting financial information accurately on taxes. An auditor will check a company’s financial records for accuracy. This will be by matching bank statements to the company books and to determine whether or not any of the transactions are legitimate or is not part of the ordinary audit process.
Advantages for being a fraud auditor are that it is a fast job growth and is expected to rise by 22% by 2018. Employees will typically receive standard benefits and may specialise in different areas such as information technology, environment and compliance. 
Disadvantages of being a fraud auditor are that there is a high level of responsibility and they may have to travel and work long hours. It also requires a wide range of skills including mathematics, communication and IT skills. Although having a responsibility is said to be a disadvantage, it could also be an advantage depending on the individual. The individual may like the responsibility for example. 
There are many similarities with forensic accounting and auditing as well as being some differences. Forensic accountant and auditors may have similar job roles, but a forensic accountant will have to look into more depth to find an exact theory or answer.
Timing – Audits are conducted on a regular basis whereas forensic accountants will conduct fraud examinations with sufficient prediction.
Scope – Audits tend to be general examinations whereas fraud examinations are carried out to resolve specific allegations. 
Objective – Audits are conducted to express an opinion of the financial data, whereas a forensic accountant’s goal is to determine whether fraud is or has been occurring and to determine who is responsible. 
Methodology – Auditors will examine financial data whereas forensic accountants will use techniques to collect evidence, review outside data such as public records and they will conduct interviews. 
Investigative Auditing
This consists of the detection, tracing, quantification and prevention of fraud, money laundering and terror finance. Investigative auditing takes place when there has been a report of unusual or suspicious activity by a company, department or an individual. Rather similar to forensic accounting, it involves the examination of accounts and the use of accounting procedures to discover financial irregularities and to follow the movement of funds and assets within an organisation. 
The main advantage to investigative auditing is that a possible outside auditor who has no personal or professional relationship with employees is likely to conduct the audit in an impartial manner. This is important as sometimes they can lead to criminal prosecution. If a company relied on internal investigative auditors to find a fraud crime might place themselves in an uncomfortable position which can affect morale. 
The main disadvantage to investigative auditing is the cost. Hiring an investigative auditing firm can be very expensive. 
Financial Auditing
A financial auditor will examine a business’ financial transactions and statements. The main purpose of financial auditing is to present an accurate account of a company’s financial business transactions. It is used to make sure that a company is trading financially fairly and that the accounts that are presented to the public and shareholder are accurate and justified. This procedure means the result can be presented to anyone with an interest in the company, for example shareholders and banks.
When an audit is not properly processed like the Enron Scandal, it caused there to be tighter and stricter regulations in the financial auditing process because of major incidents that have occurred within Business. If financial auditing is not conducted properly, it could mean more company’s such as Enron cause innocent people to lose their money because they have invested into the company.
Auditing is designed to provide an overall opinion on financial reporting. They do not include detailed, specific analysis, especially regarding negative issues. 
Forensic accounting is much more detailed and focused and fully understands a specific issue or a number of issues. It is often used in resolving disputes. All the evidence gathered by a forensic accountant will be suitable to use in a court of law and is mostly used by government agencies. 
Case Study
The administrator of the school board in a small city has ultimate authority for all items payable from the board’s annual budget. As an administrator, he travelled frequently to education conventions and meetings of administrators in the state capital and across the country. Although he was an excellent CPA and the day-to-day affairs of the board ran smoothly, his prickly personality did not endear him to the board and made his attempts to get approval for his proposals difficult. Frustrated and increasingly embittered, he saw a way to get back at the board by using his signing authority to approve personal expenditures and write cheques to himself. He submitted mileage expenses while using a car leased for him by the board, and used the board credit card to put gas into his own car. Other bills submitted and approved by himself were for meals and entertainment on weekends and repairs to his car. His secretary blew the whistle on him when she became aware of some of the activities. 
How should the investigation for the above case be started?
Firstly, a forensic accountant will be hired. They may be hired from an external company so that there are no relations that could affect the case. For example, if the forensic accountant was friends with the perpetrator, then they could let a lot of things slip so the perpetrator will get less of a punishment. Before a forensic accountant is officially hired, the external company will look at the background information of the case to decide how big the case is and if there may be any complications such as blackmail that could possibly occur.
How should a forensic accountant be chosen?
It is important that the right forensic accountant is hired. It is not necessarily about spending more money and getting a better service as many forensic accountants a specialised in a lot of different sectors so it is important to choose one that is right for the individual case. 
The particular experience and skills must match the needs of the case and it is important that the forensic accountant that is chosen regularly undertakes similar cases successfully. 
Experience within the court room is also very important as they will have to give evidence in court. The more the forensic accountant has experience within this sector, the better it is for the case as they will most likely be more successful as they will be more calm and confident. 
Another important factor when choosing a forensic accountant is, is the expert someone you can work closely with. It helps if the chosen forensic accountant is approachable and tactful. Even if you are employing an expert on behalf of your client or your company – you must still work closely with them and it helps if you can get on well and work successfully as a team.
In this case study, a forensic accountant who has had experience with similar fraud cases like this one would be the appropriate person to hire. Someone with court experience would be helpful as this case could very possibly go to court. 
Documents which can help disclose the administrator’s fraud activities.


Should the administrator be interviewed, and if so, at what stage?
After the forensic accountant has gathered their evidence, tested and come to a conclusion about what the perpetrator has done, then the forensic accountant can start the interviewing process. The forensic accountant will write down a detailed report about the transaction the administrator has made, the date and the amount of money that he has claimed back and spent. After the forensic accountant is 100% comfortable with their findings and feeling confident, the interviewing process will begin. 
When the administrator is being interviewed, the forensic accountant will ask questions such as ‘do you remember this transaction for this amount, made on this day’ for example and ask the perpetrator if they admit what they have done. The perpetrator may be very difficult when the forensic accountant is asking questions or he may be very co-operative and help the forensic accountant if they feel it may help their case and the outcome of the criminal offences. 
I think in this case study, the fraudster should be interviewed. The administrator knows he is doing wrong, and is continuing to do so, just to get back at other colleagues. If the whistle was not blown then the administrator would have continued with the fraudulent activities until he was either, caught out or possibly left the company. In this case, I feel that interviewing the administrator would be appropriate to find out more about why he did what he did and how long he has been doing the fraudulent activities for. 

In conclusion, I have described what fraud is and stated what skills are most important to the successful practice of forensic accounting. I have outlined the basic steps that are involved in fraud investigation. I have then compared the differences between forensic accounting, fraud auditing and investigative auditing from financial auditing. In the second part of the assignment, I have looked at a case study and evaluated it by looking at how the case should be started, if a forensic accountant is to be hired, and if so, how they will be chosen. I have outlined some documents which I think will disclose the administrator’s fraud activities and lastly, I have discussed if the administrator’s fraud activities should be interviewed, and if so, at what stage they should be interviewed.
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