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Planning Fraud Detection Procedures:
Forensic Accountants vs. Auditors

Abstract

Previous studies indicate that #ods are able to identify fraud risk factors, but may not be able
to translate this knowledge into an audit plan that effectively talkse tfactorsnto account and
increases the likelihoodf detecting the fraud if it exists. Fraud specialists may e &
compensate for such limitations. This study investigates the relative merits of involving fraud
specialists during the planning stage in assisting asdipideveloping an audit plan that will
effectively identify fraud.

In this study, hirty onefraud specialists completed an audit planning case that was adapted from

the case used by Asare and Wright (20@4sed on an actual fraud cageomparisons between
fraud specialistsd responses and t hecatatbadi t or s
the fraud specialists adjusted the audit plan to respond to the fraud risks in the case, but this
adjustmentvas madeonly when they performed the risk assessntie@inselvesas opposed to
being given the audit t egoosdtedrtoi cenkibuee soghe ausliime n t
pl an. Al s o, in comparison with the additiona
identified to address the risks in the case, the fraud specialists in our study identified much fewer
such audit procedures.However, they identified a significant number of other effective
procedures thiawere not identified in Asare and@right (2004) Fraud specialistappear to be

more sensitive to fraud risk and increase the time budget for useful standard proasduedis

as other more specialized procedutest can contribute to fraud detectibmnvolved in the risk
assessment procesaurther fraud specialists do not appear to have homogenous competencies

in performing audit planning tasks. A comparison of fraud gfists with a formal specialist
designation against those without such a designatidicatedthat the designated specialists

made more normative adjustments to the audit plan to address the fraud risks raised in the case.

The study contributes to the consideratiom@iv to bestnvolve fraud specialists in the planning
stages of an audibefore and after the auditor has identified fraud risk factorplications for
training and accreditation of fraud specialsis disussed



INTRODUCTION
Management fraud is the fAdeliberate fraud
and creditors through materially mi<9@.ading
The ability of an auditor to make an accui@dsessment of management fraud risk is crucial to the
initial assessment of risk in an audit engager(f®AS 99; CICA HB 5135) If this assessment is

incorrect, the planned audit procedures may be inappropriate or insufaciérhis, in turn, may

f

c

redce the reliability of the financi al stat emen

unfavourable outcomes (Palmrd€87).
When designing audit procedures to reduce the risk of not detecting a material misstatement

in the financial stateents of an entity, an auditor is required by professional standards to use

professional scepticism, to be alert to evidence,t wi t hst andi ng prior exper

managemen@and to be alert to factors that increase the possibility of managé&aed(SAS No.

99; CICA HB 5135) Howeverponly seven percemf the audit partners experienced five or more
material management frauds within their car@esgbbecke, Eining, and Willingham 1989)
suggesting hat auditor sod e xnagemantdraud islimited.Ohe wayahate r i a |
auditors can compensate for their limited exposure to fraud is by consulting with fraud experts
(forensic accountants).

Asare and Wright (2004) conducted a study in which 69 experienced auditors were
provided witha case (based on an SEC enforcement case) and asked to assess the risk of fraud,
review and update a standard audit program for the revenue aydlprovide an opinion on the
necessity of conferring with a risk management partner to finalize the propasédSome of
the auditors were given structured guidance in the form of standard risk checldisterdance

with SASNo. 82 (currently SASNo. 99) risk categories, while other auditors were asked to

! Asare and Wright (2004) consider risk management partners to be fraud specialists.



make their assessments without such structurethgoe. Asare and Wright found that the

auditors who were provided with structured guidance underestimated the risk of fraud. In
contrast, the auditors who were not provided with structured guidance assessed the fraud risk at
higher levels and were moredily to refer the file to fraud experfdonethelesstheauditors

who were not provided with structurguidance were not able to design a more effective audit
program than the other auditors who were provided more structured guidance.

As discussedAsareand Wright (2004)and in recent revisions of fraud risk standards
(SASNo0.99, 109 CICA HB 5135, 514Q)there has been a trendrecommend that auditors
seek the assistance of fraud specialists with the development of their audit plan when there is
perceived risk oheightenednanagement fraud by an audit client. Howevieicesconsultations
with experts are costly, auditors wolileely avoid referring issues to fraud experts unless they
believed that gubstantiallyelevated risk of fraud was present in an engagement. In such a setting,
auditors nay delude themselves into understating fraud risks in an engagement; or, altgrnative
auditors naydelude themselves into believing that consulting with fraud exyerkl safeguard
them against audit program design weaknesdelke, in fact,fraud expertsnayhave limited
competencies iauditprogram desigfAICPA 2006; DeZoort an&tanley 2006)

In this study weinvestigate the relative merits of involving fraud specialists during the
planning stage in assisting the auditor by developing an audit plan that will effectively identify
fraud in an audit context.o the best of our kvdledge, this is the first study that directly
examineghe benefits of involving fraud specialists in the development of an audit plan.
Researchieported heri@ has the potential to contribute to understanding of the usefulness of
involving fraud speciaditsin designing an audit plamhen the auditor has identified fraud risk

factors during the planning stage of the audit.



BACKGROUND AND RESEARCH QUESTIONS

Research Approach

This research builddirectlyon Asare and Wright (2004). Thetudyexaminedlie
impact of risk assessment and audit program development tools on two facets of fraud planning
effectiveness: (1) the quality of audit procedures assessed against a benchmark validated by a
panel of experts, and (2) the propensity to consult a fraudteXpEheir findingsshowedfi t h a t
fraud risk assessment (FRASK) was not associated with the planning of more effective fraud
procedures but was directly associated with the desire to consult with fraud spetialisey
concluded that the benefit ahproved FRASK might not lie in promoting more effective audit
tests but rather in making auditors more willing to consult with speciakstare and Wright
(2004)assumehat this willingness to consult with specialists is a boon because the specialists
will compensate for the auditorso6é inability 1t
such tests to them when consulted. However, this may not be the caseyagidenaauditors
unrealistic expectations about the types of helpfthat specialistsan provideFraud
specialistsnay have the abilitinvestigatea fraud but not necessarily the abilityglan an audit
that woulddetect fraud.

To address this issyour research project starts where Asare and Wright (2004) leave
off, i.e.,by examiningwhether fraud specialists have the skills for the development of an audit
programthat wouldeffectively detect management fraud. Fraud specialists have various

investigative competencies, bilitey maynot necessariljpavethe expertiseo desigraudit tests

2 Asare, Stephen Kand Wright, Arnold M. 2004. The effectiveness of Alternative Risk Assessment and Program
planning Tools in a Fraud Settingpntemporary Accounting Reseafehbl. 21 No. 2 (Summer 2004) pp. 322.

* Ibid

* Ibid

® See AICPA (2006, pp.-9) for a discussin of differences between commonly used forensic procedures and audit
procedures.



to detect management frallle attempt to answer this question by taking the following
approachWe usel the same case as was used by Asare and Wright (200g)e@@s required
for use with Canadian practitionérsVe presented thsame case to a group of fraud specialists
(forensic accountantsvorking at public accounting firms. Two thirds afur participant$iold a
designation of Investigative and Forensiacégntant (IFA) recognizing their status as specialists
in the area of fraud. We therefoxere able to compare thégms of auditors (per Asare and
Wright( 2004), forensic accountantand recognized IFA specialists.
The case was presented to the frapecialists under the fact scenario that the audit team
has assessed the case as havigigert han a | ow ri sk of fraud and t
assistance is sought to assess the adequacy of the audit psograimensure it is an effective
audt plan. The fraud specialistwereprovided a copy of a standard audit program (adapted
from Asare and Wright, 2004) and asked to identify which procedures in the standard audit
program were necessagnd to supplement it with any additional procedueggiired to
effectively asseswhether fraud is taking place in the client company.
We usedwo versionsof the experimental materials whiokquireddifferent degrees of
the fraud specialistsdé involvement in risk as
presented with the audit teambs risk assessme
programin orderto identify procedures thahould be used on the audit and the amount of time
that should be budgeted relative to the previous year. In the second version, the fraud specialists
were asked to complete a risk assessment checklist and to assess inherentacoriteald
risks before being asked to review the audit program as done by the previous\¢®tigen

documenédt he fraud specialistds r econedtkemagaidst addi t

® The adaptations were minor.



the same benchmark that Asare and pékformantet used
in their studyWe reled on two fraudexpertsto assess the responses provided by our subjects.
In addition, we compadthe responses of recognized Haasignated specialists with those of
other forensic accountants.

Our study inforng acagmics and practitioners of the usefulness, or lack thereof, of
seeking the support of a fraud specialist during the planning stage of an audit. Asare and Wright
(2004)assumd that their subjects who planned to consult with fraud specialists were behaving
normatively. But this is only true if the fraud specialists actually possess the competencies
required to compensate for t he-orientedprdceduresé i nab
To our knowledge, no study 6fr a u d s phbdity io eeVelos such procedures has been
conductedo date Thus, our study makes a contribution to the auditing literature by providing
evidence about the behaviour of fraud specialists in the planning stage of the audit.

Wefindthati n compari son with Asare and Wrightos
meaningful adjustments to the audit plan, the fraud specialists studyadjusted the audit
plan to respond to the fraud risks in the case, but this was only true when they perfomséd the
assessment, as opposed to beimyided witht he audit teambés ri sk asse
consulted to contribute to the audit plan. On the other hand, in comparison with the additional
auditpr ocedures that Asar e tadlresd/the righsinthescaseundi t or s
fraud specialists in our study identified much fewer such proceddoggever, they identified
other additional procedures that would be effective in addressing the risks in theralbg.
when comparing the fraugpecialists with a formal specialist designation with those without
such a designation we found that the designated specialists made more normative adjustments to

the audit plan to address the fraud risks raised in the case.



Theory
Early literature in th area of fraud risk assessmatiemptedo gain an understanding of
the factors associated withe increased likelihood of management fraardact as warning
signals offi r e d ) that eag ®elp an auditor assess the risk of fraud in a given situation
(Albrecht and Romney, 1980; Loebbecke, Eining and Willingham, 1989; Pincus, 1989; Heiman
Hoffman, Morgan and Patton, 199Mlowever, much of this research (e.g., Hackenbrack (1993)
ard Eining et al. (1993)) studied novice rather than expert auditors (Bonner and Lewis 1990;
Bonner and Pennington 1991). Also, there appears to be limited research into judgement
processes involved in judgements about the risk of material management fraud.
While there have been several proeesented studies that have addressed other aspects
of the audit process (e.g., Biggs and Mock, 1983; Blocher and Cooper, 1986), there have been
only a few processriented studies of management fraud risk assesskamngxampleJamal,
Johnson and Berryman (1995) were interested in the way in which framing effects would
contribute to the auditorsdéd ability to detect
presented as part of the case materials. Jamal(&08b)found that over half of their subjects
were deceived by management s frame and t hus
Zi mbl eman (1997) investigated whether the
auditors to separately assess the risk of fraud will éemlitors to spend more time reading fraud
cues and design audit plans that are more sensitive to fraud risk. Zimbleman provitielshgrac
auditors from two Big 6irms with cases containing cues indicating high fraud risk or low fraud
risk andasked thento search information stored on a computegike inherent risk assessments,
prepare a staffingbudgetnd choose audit procedures to test

Computer software kept track of the time subjects spent reading and this timeeweasused

" See Nieschwietz, Schultz, and Zimbelman (2000) for a review.



to test one of the hypotheses of interest; i.e., whether subjects would spend more time attending
to fraud cues when conducting a separate assessment of fraud risk as compared with a holistic
assessment of inherent risk. Zimblenfa@97)foundthis to be the case. Also, while subjects
increased the numbers of hours budgeted for the higher risk case compared to the lower risk
case, they did not produce significantly different audit plans for those cases in terms of the
procedures selected.follow up study by Glover, Prawitt, Schultz, and Zimbelman (2003)
compared preand postSAS 82 planning judgments, and found that {848 82 planning

judgments were more sensitive to fraud risk factors than in Zimbelman (199®irlsttiay,

auditors adjugd the extent of planned audit tests in responfauad risk, but made no changes

to the nature of their planned tests.

Houston et al. (1999) had auditors assess the audit risk and business risk for a case where
specific errors or irregularities weregsent, then recommend audit investment and fees. They
found that when the likelihood of an error was high, the fee did not contain a risk premium,
whereas when the likelihood of an irregularity was high, the fee did contain such a premium.
This suggestthat auditors are sensitive to the need foramovestment in auditing whdngh
risk of fraud ispresent, although Houston et @999)did not provide evidence on what specific
procedures the auditors would perform to compensateiforigk. Auditors could have the
desire to compensate for identified risks, but not the ability to do so. Some have suggested that
an effective way of addressing such risks is to use fraud specialists.

Asare and Wright (2004) conducted a study wherein experiencedrawsére provided
with a case and asked to assess the risk of fraud, revise audigpldiecide whether to consult
fraud specialists. Some of the auditors were given structured guidance in the form of standard

risk questionnaires, while other auditorsre asked to make their assessments without structured



guidance. Asare and Wrig{2004)found that the auditors who were provided with structured
guidance underestimated the risk of fraud. In contrast, auditors who were not provided with
structured guidace assessed the fraud risk at higher levels and were more likely to refer the file
to fraud specialists. However, as in Zimbelman (128i9) Glover et al. (2003jhese auditors
were not able to design a more effective audit program that the other auditors

Mock andTurner (2005) investigated fraud risk assessments and their effects on audit
programs following the issuance of SAS No. 82. They sampled clients over a two year period to
identify how the auditorsd ac nhtiwasmotbethardosvnged wh
risk versus low risk based on the number of fraud risk factors present. They found that the
auditors in their study identified fraud risk factors and modified the nature, extent and/or timing
of audit procedures, assigned more exgered audit team members to the audit, or added or
deleted procedures. Mock and Tuimey r e s u lthat she mmonedraud sk factors were
present, the more changes made to the extent of planned audit procedures. Like Zimbelman
(1997)and Glover et al2003) Mock and Turner (2005) determined that the decision to modify
the audit program in response to the fraud risk assessment was influenced lg.82S They
concluded that audits were being adjusted based om\BASE2. These findings are at oddgh
those of Asare and Wright (2004). In addition, Mock and Turner adatassandard (SAS 82)
that has beesupersede¢(by SASNo. 99/CICAHB 5135) and they @l not directlylook into
the use of forensic accountants or other fraud specialists ind@rcantext.

Wells (2004) poirgdout that large accounting firms have fraud specialists on staff but
they are used reactively rather than proactively. He recomedémak fraud specialists become
involved during the audit to help identify key risk areas. The fraud specialist would identify the

risk areas and communicate these to the auditgifdother consideration iWells (2004) argued



that the presence of fraggecialists on an audit would act as a deteteefraudinclined client
for there would be a perception that the likelihood of illegal activities being detected would
increase. Well§2004)does not support his conjectures with evidence, so it is difficknow
whether fraud specialists could contribute in the way he suggests.

In summary, previous studies indicate that auditors are able to identify fraud risk factors,
but may not be able to translate this knowledge into an audit plan that effetztkesythem into
account and enhances chances of detecting the fraud if it exists. Fraud specialists may be able to
compensate for such limitations, but there is no published research that provides evidence of this.
Academics and practitioners may be eestimating what fraud specialists can contribute to the
effectiveness of an audit plan. They may be able to investigate a known fraud, but may not be
able to design audit tests to detect a hypothesized &muctll as auditors can

Our literature revievindicates that there is no published research on the usefulness of
seeking the assistance of a fraud specialist during the planning stage of &nTdnelitsefulness
of consultations with fraud specialists is often based on anecdotal evidence afiertefdeen
discovered where it is suggested that the auditor should have sought the assistance of a fraud
specialist. When auditors fail to detect a management fraud the subsually left asking,
6where were the autterehoarbBe@den d nf oecendn ytelaeg sa u (
better job at assessing the potential fraud at their audit client. SAS 99 andHBIGE35
attempt to address this situatiodowever,once the auditor has assessed an increased potential

risk, what is the nebcourse of action? Presumably the auditor needs to revise the audit plan

8 There are a few articles dealing with opportunities for forensic auditors (Beasley 2003; DeZoort and Stanley 2006),
forensic accountants and auditorsd curriculum and cert.|
Zimbelman 2006) and how fensic experts classify fraud risk factors (Apostolou, Hassell and Weber 2000; Hansen

and Klamm 2004). However, none of these studies focus ¢
when assisting financial statement auditors in developnfeat audit plan.
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from the standard audit plan to one more likely to detect the existence of fraud. Auditors could
either tailor the audit program themselves or seek the assistance of a fraudsspHdiaey
believe that the fraud specialist can do a better job, and they are right, then they should forward
the file to the fraud specialist. However, if the fraud specialist is no more skilled at this than they
arein adjusting the audit plan todrease the chance of fraud detectitven the auditors should
revise the audit plan themselves, although they may need additional training or decision aids to
do this effectively.
Research Questions

Our main research question is whether fraud spstsanill select audit procedures that
are more sensitive to fraud risks than those selected by auditors. We assess this in three ways, by
considering r a ud s pleselectsoh of Sandard@ procedures in response to fraud2jsk,
amount of time budgted forcategories of audit procedures in the presence of fraud risk that is
higher than lowand(3) selection of additional nestandard procedures to address the fraud risk.
Further, to examine how the role of the fraud specialist affects the sgedais cont ri buti o
audit planning, we have the fraud specialists respond in a consultative mode in response to risk
assessments made by the audit team and in a participative mode by making their own risk
assessments before considering audit planningidesis
Stated formally,

RQ1: Do fraud specialists effectively modify teetent and nature of audit testeen the
risk of fraudis not low?

RQ2: Do fraud specialists propose unique procedures that are not proposed by auditors
when therisk of fraudis na low?

RQ3 Ar e f r a uatomsnendatiansalffactediby aving a strictly consultative

role versus a patrticipative role in assisting the audit team when the risk of fraud is not
low?

11



METHODOLOGY
Experimental Task

Participants completed an audit case that was adapted from Asare and Wright (2004) and
was based on an actual company that had issued fraudulent financial statements. In the first
section, participants were asked to assume they were assisting in th@uhevelof an audit
plan for the revenue cycle of a client. They were presented with comparative financial statements
and information about the company.

There were two versions of the case. In one version of the case (Tyj@pa)ticipants
wereprovidedwitht he audit teamdés preliminary risk ass
the audit planning by selecting from a set of standard procedures, revising time budgets for
categories of procedureand identifying additional procedures that they ¥edte necessary in
the circumstances. In a second version of the case (Tyd® Barticipants were given a
standard risk checklist and were asked to complete the checklist and assess inherent risk, control
risk and fraud risk on a 3foint scale. Tablg, Panel A provides descriptive information about
the fraud risk assessment phase of the case. Table 3 provides details of the risk factors identified
by the 15 subjects who completed version B of the case.

In both versions, the participants wénenaskel to design the audit program for the
revenue cycle by 1) choosing procedures from a standard audit program based on the previous
yearo6s audit, 2) modifying as they felt neces
3) adding any additional pcedures they felt were necessary. In the final part of the instrument,
subjects were asked to provide demographic information. Table ’sHaaed C and Table 5

provide descriptive information about the audit program choices and the budget revisions made

12



by the subjectd?ackages containing sets of case materials in individual envelopes were
distributed by mail to contacts at the firms who agreed to participate in the study. The contacts
distributed the cases to fraud specialists in their firm. Onceattesavere completed, they were
returned directly tahe researcheis a selfaddressed postagmid envelope.
Participants

Thirty one fraud specialists, twthirds males and orthird females, completed the case.
Half were from large accounting firms ahdlf were from medium size firms. Twelve (40%)
were partners, 15 (50%) were directors or senior manages3 (10%) were managerén
average, subjects were 40 years old, had 11.76 years of specialized fraud ex@amnehd’
years of auditing expince. Twenty of the subjects had an If#vestigative forensic
accountantypecialist designation. On average, subjects spent about 53% ondiated
activities and 36% on litigatierelated activities. Table 1 summarizes key demographic
information

ANALYSIS AND RESULTS

As Table 4 indicatedraud specialistestimated inherent risk similarly to Asare and
Wr i g duditorsvho completed the same taskowever, our participantsited control risk and
fraud risk higher (p<.05 and .001, respectivéelyh an Asar e and .\ubjegsht 6s pa
who completed version Bvith checklist)of the case rated control risk and fraud risk higher than
the risk levels given in version A of the case.

As mentioned earlier, subjects were asked to perform thoéepaacedure planning
tasks. First, they were given a standard audit program and asked to select procedures from that

program. Subjectsd choiTadd ear6e i nudmmariesed hian

° The demographic information is based on 30 respondents, since one participant completed the study but did not
provide demographic information.
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of procedures from the standard aymtitgram does not appear to be associated with whether
they were given the audit teambds risk assessm
assessments in either individual groups of procedures, or standard audit program taken as a
whole. The only faior that appears to play a role, but fails to reach conventional levels of
statistical significant (possibly due to relatively small sample Sg&hether they posseas
IFA designation.

The second task invol ved r edhoussiootmevariaue t he
categories of procedures, as summarized in Table 7. In contrast with the findings of Table 6,
Table 7 indicates that the version of the case presented to participants influenced their proposed
revisions to hours budgeted for analgt procedures and coff tests, but not other groups of
tests. I n comparison with Asare and Wrightos
the time budget, the fraud specialists adjusted the audit plan to respond to the fraud risks in the
case but this was only for version B of the case where #mjyzed fraud checklist and
performed the risk assessmémmselves as opposed to being given t
risk assessment and then being consulted to contribute to the audit plan.

In addition, participantsdo overall revision
not mentioned in the standard program) are significantly associated with whether they possessed
a formal specialist (IFA) designation. The fraud specialists avfiormal specialist designation
made more normative adjustments to the audit plan to address the fraud risks raised in the case
than other fraud specialisig. other words, they increased the amount of time to be spent on
nonstandarcaudit procedure® address fraud risks

The third planning task ask@articipantdo identify any additional procedures they

thought necessary, as summarized in Table 8. Asare and Wright (2004) identified the additional

14



procedures in a separate exhibit (Exhibit 3) whughtained a list of benchmark procedures that
had been suggested by two advisers based on a
Auditing Enforcement Release (AAER)e hadiwo independenforensic experts assess our
subject sb6 r es p ofprecedsiresssgranarized in this heachrharksand the results
are reported in Table 8 alongside Asare and W
Since our subjects completed two different versions of the case (Type A, where subjects were
onlygiven the audit t eamob s and TyperBawhgre subjestkwer@s s e s s men
required to make their own risk assessments given the case information and a risk ghecklist)
Table 8 summarizes the audit procedures under these two headings. In comparissangith
and Wr i ght 0 saudespedialigtetemntiSed a nouahrsméller number of procedures
listed in theSEC tenchmarkprogram.
Table 9 Panels A and Bsummarizes additional procedures that out participants
proposed. There were 14 symtocedurs; with an average of grocedures per pgon (median
was 2, and standard deviation was Ranel A of Table 9 describes each procedure and-fraud
related specific risks that it addresses; Panel B of Table 9 indicates how many procedures listed
in Panel Awere proposed by our participants. The highest number di@uliprocedures
proposed was fiveoneperson), and the lowestone geverpeople). Inteestingly, as many as
six participants proposedur additional procedures. When we examined assocgabetween
the number of proposed additional procedures and revisions to the time budget (not tabulated),
we found thathe number of additional procedures proposed was positively related to the
percentagéncrease irimebudget devot e(B=38lgp=0pandnegativehs t s
the budget changes for testing bad d8bt.398; p=.04). Therefore, it appears that forensic

specialists suggested a revision of audit plan such that the additional procedures would not
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increase overall hours (p>.05),tlmwbstitute for standard procedures suggested for testing of bad
debt.
CONCLUSIONS, DISCUSSION, AND LIMITAITONS

Our first question was whether fraud specialists effectively modify the extent and nature
of audit tests when the risk of fraud is not lalefoun d t hat fr aud special i s
judgments were indistinguishable from those o
(2004) study; however, their control risk and fraud risk assessments were higher than those of the
auditors. The two different versions of the cas#luenced faud specialiss pr oposed r evi
to hours budgeted for analytical procedures and cutoff tests, but not other groups lof tests.
appears that being involved in the risk assessment process by completisk #ssessment
checklist and assessing inherent, control and fraudeisgitized the fraud specialists to the
fraud risks in the case. This suggests that a consultative role for fraud specialists whereby an
audit team provides a summary risk assessmoehetfraud specialist may not result in as
satisfactory an outcome as a participative role whereby the fraud specialist participates in the risk
assessment procegdso, overall revisions to the budgeted hours in standard audit program for
the revenue ale depended on whether they possessed an IFA designhtiparticular, the
amount of time budgeted to other, @t andar d procedures, depended
formal designation as a specialist.

Our second question was whether fraud spetgfiropose unique procedures that are not
proposed by auditors when the risk of fraud is not [dw® independenfiorensic specialists
reviewedours ubj ect sd® r es p o ns endevaloatet Whetheathedoro¢cedupes o ¢ e d u
addressed items in Asare and Wrightodos (2004)

auditors, our forensic accountipgrticipantsdentified a much smaller number of procedures

16



listed in theSEC lenchmarkprogram.However theyidentified a significant number of
additional procedures that wer e botavoudcont ai ned
effectively address some of the risks in the calar forensic specialists rated all the procedures
identified by our forensic accounting participants and compiled the list of procedures in Table 9
that they assessed as beingfisctive as omore effective than the procedures listed in Exhibit
3. Thus, if assesselelyagainsthe benchmarlcontained imsarea n d ~ WrEBxhgbh 3, i6 s
would appear that forensic accountants do not pertoetype of audit planning taskvolved
in this studyaseffectivelyas auditorsHowever, if assessed against the benchmark contained in
Table 9, the forensic accountantrform the task very welAsare and Wrigh€2004)concluded
thattheraudi t or s6 willingness to consult wildth spe
compensate for the auditorsd i anglysuggedtng t o dev
such tests to them when consult®dir study confirms this assumptidfowever if only Asare
and WrHExghhitbéist 3 were used to judgoenclismm ensi c ac
would be quite different.

Our third question was whetherr aud speci ali stsd recommenda
having a strictly consultative role versus a participative role in assisting the audit team when the
risk of fraud is not low?Previous studies indicate that auditors are able to identify fraud risk
factars, but may not be able to translate this knowledge into an audit plan that effectively takes
them into account and enhances their chances of detecting the fraud if it exists. Fraud specialists
may be able to compensate for such limitations, but our isshows that in comparison with
Asare and Wrightdéds auditors who did not make
fraud specialists adjusted the audit plan to respond to the fraud risks in the case, but this was only

the case whenthey performech e ri sk assessment, as opposed t
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risk assessment and then being consulted to contribute to the audlptam comparison
with the additional procedures that Asare and
the case, the fraud specialists in our study identifiedy moresuch procedures. Thfinding
supports the importarbntributon that fraud specialists can makethe effectiveness of an
audit planwhen the risk of fraud is not law

A limitation of our study is that the fraud risk specialists in our study were Canadian
whereas the auditors in Asare and Wrightos (2
this study we plan to recruit Canadian auditors to perform the experimental task toectmpa
responses to those of t he Itésintredtingtosoteithatves ar e a
comparing the fraud specialists with a formal specialist designation with those without such a
designation we found that the designated speciatiatee more normative adjustments to the
audit plan to address the fraud risks raised in the case.

This research has the potential to contribute to further understanding of the usefulness of
seeking the assistance of a fraud specialist and help detehmihest strategy for auditors to
use when they encounter risk factors that signal a higher than normal risk of fraud. In particular,
our findings suggest that involving the fraud specialists in the risk assessment process leads to
better results than sy consulting with them by providing summary risk assessments and
asking for input.

The results of this study may also provide guidance on the training of fraud specialists.
Current fraud specialistsodé trai fmudogceithmnds t o
been discoveredbut not actually on detection of fraud. Clients tend to contact fraud specialists

once a fraud has been detected within their organization. Should auditors become more likely to
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consult with fraud specialists then tba@ucation of such specialist may need to be revised to

increase the usefulness and effectiveness of their counsel.
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Table 1
Participant Demographic Data

Demographic Variable Mean /Count (Standard Deviation/
Percentage of the sample)

Age 40.60 (7.42) years

Gender 20 (66.7%) male
10 (33.3%) female

Years of Specialized Fraud Experience 11.76 (7.52) years

Years of Auditing Experience 5.67 (6.64) years

Current Position 12 (40%) partners

15 (50%) senior managers and directors
3 (10%) managers

CA designation 25 (83.3%) yes
5 (16.7%) no

CPA designation 3 (10 %) yes
27 (90%) no

CFE designation 10 (33.3%) yes
20 (66.7%) no

IFA designation 20 (66.7%) yes
10 (33.3%) no

If IFA, how received 10 (33.3%) DIFA program
5 Examination
7 Grandfathering

If IFA, what yeamreceived designation 5 (25%) in 2000
4 (20%) in 2001
3 (15%) in 2003
2 (10%) in 2004
1 (5%) in each of 2005, 2006, and 2007
3 (15%) did not state year

Fraud practice, % 52.98 (27.74), n=28
Litigation practice, % 35.80 (21.36), n=23
Valuation practice% 28.33 (10.00), n=4
Audit practice, % 17.00 (24.29), n=5
Tax Practice, % 30.00 (0.00), n=1
Size of the firm 15 (50%) Big Four

15 (50%) Mediurrsize firm
Number of times contacted for consultation by audit 4.84 (9.65)
group during the last 5 yedrs
Notes:
*Range of audit experience was from 0 minimum to 36 maximum years; range of specialized fraud
experience was from 4 minimum to 30 maximum years.
**Range was from 0 minimum (11 participants) to 45 (one participant) times.
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Table 2
Descriptive Statistics

Variable n Min Max Mean Std.
Dev.

Panel A

Number of fraud risk factors checked off on the checklist 16 4 16 9.19 3.692

Inherent Risk assessment (tR) 16 2 9 6.00 2.191

Control Risk Assessment (CR) 16 2 8 481 2.040

Fraud RiskAssessment (FR) 16 4 10 6.75 1.571

Panel B

Number of standard procedures selected to test aged trial balar 25 1 3 2.52 .653

(out of 3) (stdtestATBscore)

Number of standard procedures selected to test confirmations ( 25 1 6 5.24 1.234

of 6) (stdCONFIRMscore)

Number of standard procedures selected to test for adequacy ¢ 25 0 4 3.04 1.060

debt provision (out of 4) (stdBADDEBTSscore)

Number of standard procedures selected to test cut off (out of z 25 1 2 1.80 .408

(stdCUTOFFscore)

Number ofstandard procedures selected as analytical procedur 25 0 6 476 1.562

(out of 8) (stdANALYTICSscore)

Percentage of standard procedures selected from the entire sts 25 21.74 91.30 75.47 17.70
program (stdPROGRpercent)

Panel C

Proposedevisions to the time budget for the final audit program 26 -10 10 1.23 3.819
for tests of aged trial balance, in % relative to original budget

(testATBrev)

Proposed revisions to the time budget for the final audit prograr 29 -15 15 493 5.669
for confirmations, in % relativio original budget (CONFIRMrev)

Proposed revisions to the time budget for the final audit prograr 27 0 15 559 4.601
for tests of adequacy of bad debt provision, in % relative to orig

budget (BADDEBTrev)

Proposed revisions the time budget for the final audit program 26 0 20 7.85 5.856
for cutoff tests, in % relative to original budget (CUTOFFrev)
Proposed revisions to the time budget for the final audit prograr 26 0 20 5.08 5.599

for analytical procedures, in % relative to original budget
(ANALYTICSrev)

Proposed revisions to the time budget for the final audit prograr 27 -10 50 7.96 11.203
for other tests, in % relative to original budget (OTHERTESTSr
Proposed revisions to the time budget for the final audit prograr 26 5 70 21.62 15.200
for all tests, in % relative to original budget (TOTALREVHRSre\

Notes:

*Only half of the participants (16 out of 31) were provided with fraud factor checklist, the other half
received recommended assessments of inherent, contrdtaaddisk. See Table 4 for which risk factors
were deemed as present in the case by participants.

** Assessments were performed on a 10 point scale where 1=extremely low risk;eatteré&tely high
risk.
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Table 3

Presence of Fraud Risk FactorsintheCases Rat ed by Participants i
Assessment Provided (Fraud Checklist Provided

Fraud Risk Factors based on Asare and Wright (2004) Checklist YES NO

(n, %) (n, %)

Management s charact er i controlersiromment: i nf

Il s a significant portion of manageme 15(93.8%) 1(6.3%)

options, or other incentives, the value of which is contingent upon the entity achie

unduly aggressive targets for operating results, finanositipn, or cash flow?

I s there an excessive interest by ma 10(62.5%) 6(37.5%)

stock price or earnings trend through the use of unusually aggressive accounting

practices?

Is there gractice by management of committing to analysts, creditors, and other - 10(62.5%) 6(37.5%)

parties to achieve what appear to be unduly aggressive or clearly unrealistic fore:

Does management show an interest in pursuing inappropriate meamsnzei 0(0%) 16(100%)

reported earnings for taxotivated reasons?

Does management have iaeffectivemeans of communicating and supporting the 3(21.4%) 11(78.6%)

entityds values or ethics, or commun

Is management dominated by a single person or small group without compensati 9(56.3%)  7(43.8%)

controls such as effective oversight by the board of directors or audit committee?

Does management fail to correct known reportable conditions on a timely basis? 1(6.3%) 15(93.8%)
Does management set unduly aggressive financial targets and expectations for 9(56.3%)  7(43.8%)
operating personnel?

Does management display a significant disregard for regulatory authorities? 0(100%) 16(100%)
Does management contintieemploy an ineffective accounting, information 0(100%) 16(100%)
technology, or internal auditing staff?

Has there been a high turnover of senior management, counsel, or board membe 0(100%) 16(100%)
Are there frequent disputes with the currenp@decessor auditor on accounting, 0(100%) 16(100%)
auditing, or reporting matters?

Is there any known histogf securities law violations or claims against the entity or 0(100%) 16(100%)
senior management alleging fraud or violations of securities laws?

Risk factors relating to industry conditions:

Is there a high degree of competition or market saturation accompanied by declir 15(93.8%) 1(6.3%)
margins?

Is the industry declining with increasing business failures and significant declines 12(75%) 4(25%)

customer demand?

Risk factors relating to operating characteristics and financial stability:

Is the client unable to generate cash flows from operations while reporting
earnings and earnings growth?

Are theresignificant pressures to obtain additional capital necessary to stay
competitive considering the financial position of the enititgluding need for funds to
finance major research and development or capital expenditures?

Are assets, liilities, revenues, or expenses based on significant estimates that in
unusually subjective judgments or uncertainties, or that are subject to potential
significant change in the near term in a manner that may have a financially disrug
effect on he entitysuch as ultimate collectibility of receivables, timing of revenue
recognition, realizability of financial instruments based on the highly subjective
valuation of collateral or difficultto-assess repayment sources, or significant defel
of cogs?

Are there significant, unusual, or highly complex transactions, especially those cli
yeare nd, that pose difficult Asubstanc
Are there difficulties in determining the organization atiiidual(s) that control(s) the
entity?

3(18.8%)

9(56.3%)

11(68.8%)

15(93.8%)

0(100%)

13(81.3%)

7(43.8%)

5(31.3%)

1(6.3%)

16(100%)
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Has the company experienced an unusually rapid growth or profitability especiall' 5(31.3%)
compared with that of other companies in the same industry?

Is the company vulnerable to changemterest rates? 8(50%)
Does the company have an unrealistically aggressive sales or profitability incenti 11(68.8%)
programs?

Is there a threat of imminent bankruptcy or foreclosure, or hostile takeover? 0(100%)
Is there goor or deteriorating financial position when management has personall’ 1(6.3%)
guaranteed significant debts of the entity?

11(68.8%)

8(50%)
5(31.3%)

16(100%)
15(93.8%)
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Table 4

Comparisons of Risk Assessments Provided by Participants in VersioniBi No Ri s k
Assessment Provided (Fraud Checklist Provided
(2004) (PanelrA) and against Values Given to Participants in Version Afi Ri sk Assess me
Provided (No Fraud Checkli st Providedo Conditi

Panel A: Comparisons of Risk Assessments Provided
Condition against Asare and Wrightoés (2004) Parti
Type of Risk and Test Valu  t df p-value Mean 95% Confidence
Difference Interval
Lower Upper
Inherent Risk (IR): 5.47 .968 15 .349 .530 -.64 1.70
Control Risk (CR): 3.64 2.299 15 .036 1.173 .09 2.26
Fraud Risk (FR): 4.67 5.297 15 .000 2.080 1.24 2.92
Panel B: Comparisons of Risk Assessments Provided
Condition against Values Given to Participants in
Type of Risk and Test Valu  t df p-value Mean 95% Confidence
Difference Interval
Lower Upper
Inherent Risk (IR): 5.9 .183 15 .858 .100 -1.07 1.27
Control Risk (CR): 3.7 2.181 15 .046 1.113 .03 2.20
Fraud Risk (FR): 5.1 4.202 15 .001 1.650 .81 2.49
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Table 5

Participantsd Agreement feiRevenu&Gydendar d Audi

from Asare and Wright (2004)

Standard Audit Program for Revenue Cycle YES NO
from Asare and Wright (2004) (n, %) (n, %)
Aged Trial Balance:

Obtain an aged trial balance of trageeivables as of the date selected for confirmatir

procedures. Perform the following: 18 (72%) 7 (28%)
a. Crosdoot the totals and réoot the total column and analysis columns.

b. Trace total to the general ledger control account and to the lead schedule or woi 24 (96%) 1 (4%)
trial balance.

c. On a test basis, trace entries for individual customers on the aging analysis (tots

aging detail) to the individual accounts in the accounts receivable subsidiary ledge 21 (84%) 4 (16%)
select individual accounts from the subsidiary ledgerteak totals and aging detail to

the aged trial balance to determine if aging is correct. Test footings of individual

customer accounts in the subsidiary ledger.

Confirmations:

Selectindividual customer accounts for confirmation procedures from the aged tria

balance and arrange for the preparation of confirmation requests to be mailed und

auditords control and tested as folloa

a. Trace individual confirmation requests abatances and addresses to the subsidia 19 (76%) 6 (24%)
accounts receivable records.

b. Send confirmations (using envel ope25(100%) 0 (0%)
confirmation statistics.

c. Trace confirmation replies to the trial balance and investigate replfedifferences. 24 (96%) 1 (4%)
d. Obtain new addresses for all confirmations returned by the post office-aradl re 20 (80%) 5 (20%)
e. Send second requests for all unanswered positive confirmation requests. Consi 22 (88%) 3 (12%)
sending third requests by registered or certified mail and perfgraiternative auditing

procedures.

f. Ascertain whether any accounts or notes have been assigned, pledged, or disco 21 (84%) 4 (16%)
by reference to minutes, review of agreements, confirmation with banks, etc.

Adequacy of Bad DebtAllowance:

Obtain or prepare an analysis of the allowance for doubtful accounts for the period

review adequacy of the allowance and related provision by:

a. Review the aged tri al bal ance as ¢

manager or other responsible individual to identify accounts of a doubtful nature ar 22 (88%) 3 (12%)
allowances required; review correspondence files and other relevant data in séippc

clientés representati ons -dueamouetsrend sigmEficar

amounts whether past due.

b. Examine credit reports for delinquent and large accounts. 22 (88%) 3 (12%)
c. Review confirmation exceptions for indication of amounts in dispute. 22 (88%) 3 (12%)
d. Consider requesting audited financial statements for large accounts that are pas 11 (42%) 14 (58%)
and appear doubtful.

Cut-off Tests:

Perform cutoff tests for sales and returns:

a. Select sales invoices for testing from the sales register for several days before a 22 (88%) 3 (12%)
yearend and examine shipping records and determine that they were recorded in t

proper period.

b. Select credit memos issued after yelad and examine undemyg documentation (for 23 (92%) 2 (8%)

example, record of receipt of returned goods) to determine period to which credit n
is applicable and whether it was recorded in the proper period.

Analytical Procedures:
Analyze andeview trends for the following relationships:
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a. Accounts receivable to credit sales.

b. Allowance for doubtful accounts to accounts receivable (in total and in relation tc
pastdue categories per aging analysis).

c. Sales to returns and allowances.

d. Expense provisions for doubtful accounts to net credit sales.

e. Expense provisions for doubtful accounts to woits.

f. Moving average relationship of writsfs to trade receivables.

g. Average balance per customer.

h. Ratio of account receivable ¢arrent assets.

23 (92%)
23 (92%)

23 (92%)
19 (76%)
16 (64%)
15 (60%)
14 (56%)
14 (56%)

2 (8%)
2 (8%)

2 (8%)

6 (24%)
9 (36%)
10 (40%)
11 (44%)
11 (44%)

29



Table 6

Rel ation of Participantsoé Agreement

Assessments (Availability of Fraud Checklist) and IFA Designation

Panel A: MANOVA BetweerSubjects Effects Using GrowpodT e st s6 Scores

Program as Dependent Variables

Source Dependent Variable  Type lll Sum  df p-value

of Squares F

Checklist stdtestATBscore .021 1 .052 .821
stdBADDEBTscore .301 1 .303 .588
stdANALYTICSscore .007 1 .003 .955
stdCUTOFFscore .091 1 .594 449

IFA stdtestATBscore 1.369 1 3341 .082
stdBADDEBTscore 3.080 1 3101 .093
stdANALYTICSscore 6.786 1 3.247 .086
stdCUTOFFscore .007 1 .044 .835

Checklist* stdtestATBscore .386 1 .943 .343

IFA
stdBADDEBTSscore 1.732 1 1744 201
stdANALYTICSscore 7.670 1 3671 .069
stdCUTOFFscore 470 1 3.070 .094

Error stdtestATBscore 8.603 21
stdBADDEBTSscore 20.857 21
stdANALYTICSscore 43.881 21
stdCUTOFFscore 3.214 21

Panel B: ANOVA BetweetSubjects Effects Using Total Standard Program Score in the
Standard Program as Dependent Variable

Source Type lll Sum  df F p-value
of Squares
Corrected Model 92.490 3 2.121 .128
Intercept 5931.285 1 408.023 .000
IFA 40.702 1 2.800 .109
Checklist 2.414 1 .166 .688
IFA * Checklist 37.951 1 2.611 A21
Error 305.270 21
Total 7932.000 25
Corrected Total 397.760 24
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