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Chapter 1 
Introduction to Forensic Accounting and Fraud Examination
Teaching Notes

This chapter presents the opportunity to get students excited about the fields of forensic accounting and fraud examination. Suggested points to stress:

· General

· Forensic Accounting breaks out from the traditional image of accounting as boring.

· There are many specialty opportunities within forensic accounting.
· Fraud Examination is one very important opportunity within forensic accounting.
· Forensic accounting is a challenging field that requires many special skills.
· Learning Objectives

· LO1: Define forensic accounting and fraud examination.

· Differentiate from traditional accounting

· LO2: Describe the difference between forensic accounting and auditing.

· Forensic accounting includes auditing, special auditing methods, and other services in additional to auditing (e.g., litigation support)

· LO3: Explain the role of forensic accountants and fraud examiners.

· Forensic accountants are needed in almost every area of business. Where there is money involved, a forensic accountant can play a role. Fraud examiners are needed to assist in preventing, detecting, investigating, and reporting on fraud.
· LO4: Identify the knowledge and skills that forensic accountants and fraud examiners are expected to possess.

· Must not only be good with accounting numbers, but also with psychology, IT, and so on. The AICPA offers a special forensic accounting certification to CPAs. 

· LO5: Describe the opportunities that exist for those who choose to work as forensic accountants and fraud examiners.

· Some specialties within forensic accounting (e.g., expert testimony, expert consultant) can result in some of the highest-paying career opportunities in business.

· LO6: Identify the organizations that support the work of forensic accountants and fraud examiners. 

· The organizations and professional certifications demonstrate that forensic accounting is a well-recognized accounting specialty.

Review Questions

1. To what does the word forensic pertain?

a. Financial audits when fraud is involved.

These types of audits are forensic audits, but the term “forensic” applies in a more general sense.

b. A particular type of accounting

Forensic accounting is one type of accounting, but the term “forensic” applies in a more general sense.

c. Matters relating to law and courts of law.

Correct. Forensic is a general term that relates to law and courts of law.


d. Prosecutorial investigations.

These represent forensic investigations, but the term “forensic” is more broadly applicable.
2. For an act to be considered fraud, which of the following ingredient is required?

a. Large loss.

Fraud can involve losses of any size.

b. Legal entity (e.g., a corporation, partnership, or trust).

Fraud can be committed against both legal entities and individuals.

c. Intentional harm.

Fraud can involve accidental harm or harm not realized by the victim. For example, if by fraud one steals an object from someone, that someone is still a victim of fraud even if she never misses the stolen object.

d. Intentional action or inaction.

Correct. Fraud generally does not include accidents.

3. Which of the following is outside the area of forensic accounting?

a. Corporate acquisitions.

Forensic accountants routinely review documents and provide consulting services in relation to acquisitions.

b. Divorce.

For example, forensic accountants might search for hidden assets in a divorce proceeding.

c. Contract disputes.

For example, forensic accountants might search for evidence of fraud in contract disputes.

d. None of the above.

Correct. None of the above is outside of the area of forensic accounting.

4. Which area of accounting is most closely associated with forensic accounting?

a. Information systems.

b. Managerial accounting.

c. Consulting.

d. Auditing.

Correct. Fraud investigation and examination, a primary area within forensic accounting relies heavily on auditing techniques. All of the above areas of accounting are at least somewhat related to forensic accounting, although strictly speaking consulting is not an area of accounting but rather a mode of accounting practice.

5. The Sarbanes-Oxley Act requires which of the following?

a. Auditors to receive specialized training in the act.
Auditors must be familiar with PCAOB standards relating to the act, but such familiarity is not really specialized training.

b. The CEO to certify the financial statements.

Correct. One of the primary requirements of the act is to require ceos and ceos to certify the financial statements under liability for criminal penalty.

c. Management to institute a zero tolerance policy for fraud.

d. None of the above.

6. How do the objectives differ for forensic accountants (fas) and external financial auditors (efes)?

a. Fas are more thorough.

Both fas and efas must do their work thoroughly.

b. Efas audit a broader range of transactions.

Although this may be correct in a particular case of fraud, fas must potentially audit the full range of transactions.

c. Efas tend to concentrate their work more.

The opposite is true.

d. Fas tend to concentrate their work more.

Correct. Fas tend to focus on particular problem areas, such as areas of suspected fraud.

7. How many categories does the American Institute of Certified Accountants use to classify forensic accounting?

a. 1.

b. 2.

Correct. The 2 categories are investigative services and litigation services.

c. 3.

d. 4.
8. A forensic accountant who determines the amount of lost profits due to business interruption would be working in which of the following areas?

a. Valuation.

Correct. In this case, the forensic accountant would be assigning a value to lost profits.

b. Estimation.

c. Financial determination.

d. Auditing.
9. Corporate scandals prompted companies to begin using which of the following?

a. Forensic audits.

Forensic audits are focused and intensive, and most useful when a particular area of focus can be identified from the circumstances.

b. Fraud-intensive audits.

Fraud-intensive audits are most applicable when fraud is suspected in a particular area.

c. Proactive fraud checkups.

Correct. Corporate executive are eager take proactive measures to avoid becoming another scandal.
d. Internal control systems.

This answer is also correct to a letter extent. Further, companies don’t just begin using internal control systems because of the scandals. Companies have always used internal control systems.
10. Which of the following is the most recognized fraud credential?
a. CPA.

While CPAs may be generally competent to investigate fraud, the CPA is not a fraud-specific credential.

b. CMA.

c. CFE.

Correct. The CFE is a fraud-specific credential, and it happens to be the most widely-recognized fraud-specific credential.

d. None of the above.

Discussion Questions


11. Contrast and compare the role of the following:

a. The internal auditor.

b. The external auditor.

c. The external forensic accounting consultant in an external audit.

The internal auditor focuses on maintaining adequate internal control processes. The external auditor focuses on attesting to financial statements. The external forensic accounting consultant in an external audit is likely to focus on a specific area of concern, one that is likely to involve suspected or actual fraud.
12. Mary Soto, the controller of the My Citizens Company, has gone over its inventory records many times and is concerned that one or more company employees has stolen large amounts of the company’s inventory. However, she is not absolutely sure that any theft has actually taken place because large portions of the written and computer records are missing for unknown reasons. Still, rough calculations, based on total purchases and sales, show that perhaps 20% of the inventory is missing. Mary spoke to her internal auditors and demanded that they give her an explanation, but they said no explanation was possible without the missing records.

What should Mary Soto do? Should she contact the police? Should she hire an external forensic accountant? How might a forensic accountant help in this case? Specifically, what could the forensic accountant do that the Mary’s internal auditors could not do?

It is unlikely that the police would respond to this situation, since there is no strong evidence that any fraud has been committed. The police aren’t likely to spend significant amounts of resources without any evidence that any crime has been committed. A forensic accounting consultant might be able to help in reconstructing the records, but in the absence of sufficient records it may be impossible to ever find out what happened. However, if the fraud is ongoing, the forensic accountant might be helpful in providing sufficient documentation for the police to investigate or even make an arrest. The forensic accountant might also advise Mary on how to make proper off-site backups of critical accounting data.

13. Section 404 of the Sarbanes-Oxley Act requires companies to perform self-assessments of risks for business processes that affect financial reporting. 
What are some business processes that could result in risks affecting financial reporting?
The accounting system itself is a business process. Poor security and weak controls in the accounting system could lead to errors or intentional miscalculations in reporting.  Failures in other business processes could also lead to incorrect financial reporting: internal auditing and management review of reports.
14. List the various elements of fraud within the organization. Give several examples of each.

This is a thinking question, since the various types of fraud are not discussed in this chapter. But common sense provides a basic list. Various types of fraud include, for example, theft of assets, theft of information, improper purchases, and improper hiring. Assets can be stolen by their unauthorized conversion to personal use and embezzlement. Information can be stolen in a variety of ways; examples of such ways include by smuggling disks out of the office and by emailing information to unauthorized. Improper hiring may include, for example, hiring friends or family without disclosing the relationship, or by hiring friends or family and improperly inflating their salaries or wage rates.
15. How important are information technology skills to the forensic accountant? Give five examples of ways that forensic accountants use information technology skills.

IT skills are very important to the forensic accountant. The main areas of forensic accounting include auditing and investigation. Both these areas involve computers and information technology. Examples: 1) forensic auditing in an IT environment, 3) security consulting, 3) expert testimony in computer crimes, 4) recovering erased data from computers used in computer crimes, 5) tracing the source of an email message relating to a computer crime.


16. Explain the roles played by forensic accountants in areas besides those relating to fraud.

Examples of non-fraud-related forensic accounting roles include valuation, dispute resolution, due diligence in mergers and acquisitions, expert testimony in divorce or bankruptcy proceedings.

17. List and explain the most important skills required of forensic accountants.

Forensic accountants must be skilled a working with people, with communications, must have excellent analytical and investigative skills, and have good overall accounting skills. Forensic accountants must also have various specialized skills, including those in the areas of valuation and expert consulting and expert testimony. Results of investigations and analyses are of little value unless the forensic accountant is skilled at communicating such results to others.

18. What are some special considerations for forensic accountants in working with law enforcement investigations?

Evidence and the chain of custody for evidence must not be compromised in any way. Suspects’ rights must be protected.

19. Westag Mills Company is considering a merger with a competitor. Westag’s CEO has hired a forensic accounting firm to investigate the competitor. What types of investigations could the forensic accounting firm conduct? What types of external assistance could the forensic accounting firm need?

The forensic accountant might investigate the competitor’s financial statements for possible fraud. The forensic accountant might also provide valuation estimates for the competitor, for assets the competitor proposes to offer in consideration for the merger. In the case of valuing the competitor’s assets, the forensic accountant might need to hire specialized appraisers to estimate the value of specific assets. 

20. Whom should you call first if you suspect fraud in your company, your forensic accounting firm, or your external audit firm? Why?

You could contact either firm first. If your external audit firm is large, there is a good chance it provides forensic accounting services. Further, if the suspected fraud is likely to materially affect the financial statements, then it is important to at least notify the external audit firm.  On the other hand, if your audit firm is small, it might be best to call your forensic accountant first, though you should still notify your external auditor of any events that could have a material impact on the financial statements.
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