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Scarcely a day passes when it is not reported 
that some government agency, financial insti-
tution, producer, supplier or individual is 

being investigated for one reason or another, though 
often related to fraud. For example, the Financial 
Oversight and Management Board for Puerto Rico 
recently announced an independent investigation 
into the borrowing that led to the island’s $74 bil-
lion debt crisis and subsequent bankruptcy. The 
examination is expected to encompass Puerto Rico’s 
debt issuances and its related disclosures, use of 
proceeds, marketing of securities and constitutional 
debt limits. In cases such as these, a financial state-
ment investigation is frequently the requisite to 
establishing and recovering the value of a claim.

Essence of Investigation
 As seen from Puerto Rico, a financial state-
ment investigation is an investigation brought in 
response to concerns over fraud and misconduct 
that affect an entity’s financial statements, disclo-
sures and public filings. Consequently, the focus 
of a financial statement investigation is on evaluat-
ing whether the financial statements or disclosures 
have been prepared in a way that misleads users. 
Doing so requires consideration of the rules that 
govern the basis of accounting and the form and 
content of the financial statements together with 
the elements of fraud.
 The basis of the accounting and reporting used 
to prepare an entity’s financial statements might 
be that of generally accepted accounting principles 
(GAAP) in the U.S., or International Financial 
Reporting Standards (IFRS) elsewhere. The con-
tent and form of financial statements is guided 
by the regulations of the Securities Exchange 
Commission (SEC) in the U.S. (i.e., Securities 
Act of 1933, Securities Exchange Act of 1934, 
Regulations S-X and S-K) and its equivalent in 
other countries. The SEC and GAAP also address 
the concept of materiality.
 As with the accounting rules that govern the 
preparation of financial statements, the elements of 
fraud might vary based on jurisdiction and whether 
the claim is brought as a civil or criminal action. 
Generally, however, the elements of financial state-
ment fraud consist of (1) the presentation of false 
information or omission of information that is mate-
rial, (2) knowledge that the representation is false or 

is careless in its inattention to truth, (3) justifiable 
and reasonable reliance on the representation, and 
(4) the incurrence of damages as a consequence of 
the foregoing.1 The primary factor that differentiates 
fraud from error is whether the conduct that led to 
the misstatement is intentional. 

Fraudulent Financial Reporting
 Generally Accepted Auditing Standards main-
tain that there are two types of misstatements rele-
vant in evaluating fraud: misstatements due to fraud-
ulent financial reporting (FFR) and those stemming 
from the misappropriation of assets. Misstatements 
due to FFR are intentional misstatements or omis-
sions of amounts or disclosures that are intended to 
mislead users, the result of which is that the finan-
cial statements are not presented in accordance with 
GAAP in all material respects. Actions indicative of 
FFR include the (1) modification or falsification of 
accounting records and source documents, (2) mis-
representation or intentional omission of events and 
transactions, and (3) misapplication of GAAP in the 
treatment of amounts, classifications, presentation 
and disclosures.2

 A significant source of fraud underlying FFR is 
corruption,3 which can arise from conflicts of inter-
est in schemes associated with procurement and 
sales activities, bribery in the form of kickbacks 
and bid-rigging, illegal gratuities, and economic 
extortion. Corruption often involves the inten-
tional omission of a transaction (i.e., a bribe) that 
is intended to influence the outcome of a decision 
involving contractual or governmental approvals. 
Many of the investigations undertaken pursuant to 
the Foreign Corrupt Practices Act have resulted 
from this activity.
 FFR can also occur as a consequence of finan-
cial and nonfinancial misstatements.4 Financial mis-
statements result from actions that have been taken 
to overstate assets and revenue, as well as under-
stating expenses and liabilities. On the revenue and 
expense side, this can involve shifting the time at 
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which transactions are recorded by recognizing sales before 
they are completed and deferring expenses to a subsequent 
period. Asset and liability amounts can be manipulated 
through the assumptions that are implicit to the valuation 
of contingencies, impairments and derivatives, among other 
items. Nonfinancial misstatements emanate from falsifying or 
manipulating data, information, documents and disclosures.

Misappropriation of Assets
 Misstatements attributable to the misappropriation of 
assets (MOA) stem from the theft of an entity’s assets, 
the result of which is that the financial statements are 
not presented in accordance with GAAP in all material 
respects. MOA can be accomplished in various ways, 
including the theft of (1) cash on hand or from sales, pay-
ment of receivables and refunds; (2) inventory and other 
assets by means of asset requisition and transfer, sales and 
shipping, and purchasing and receiving arrangements; and 
(3) fraudulent payments in connection with billing, payroll, 
expense reimbursement, check-tampering and point-of-sale 
schemes.5 In an effort to disguise these acts, the theft might 
also be combined with the creation of false or misleading 
documents and records.

Incentives to Defraud
 Excluding personal gain, the intentional misstatement of 
financial statements is often motivated by how the informa-
tion is used. A common theme is to achieve or ensure con-
tinued access to the capital markets. Where an entity is seek-
ing funding in the bond, bank loan or equity markets — in 
other words, is at risk of failing to meet market expectations 
for earnings and revenue, in danger of breaching its debt 
covenants, or fearful of being unable to continue as a going 
concern — the temptation is to manipulate the financial 
statements to address the concern. This was demonstrated 
in the financial-reporting scandals and subsequent bankrupt-
cies of Enron, Worldcom, Tyco, HealthSouth, AIG, Bernard 
Madoff, Adelphia and Refco, among others. Other cases 
have involved the issuance of false financial statements to 
facilitate IPOs or maintain secondary-market trading prices; 
conceal misappropriation of assets, fraudulent borrowing and 
Ponzi schemes; commit tax fraud; and hide employee mis-
conduct leading to losses, as with Barings, Sumitomo, Daiwa 
and First Allied.

Conduct of the Investigation
Scope and Purpose
 The first step in an investigation is to define its scope and 
purpose.6 This requires the identification of the individuals, 
operations, geographies and financial-reporting processes and 
accounts involved; the substance, possible effects and signifi-
cance of the allegation; persons having oversight responsibil-
ity at the relevant locations; and the availability and location 
of relevant data and information, any restrictions that would 
preclude accessing it, and the steps necessary to preserve and 
ensure its safekeeping. As a starting point, analysis of this 

information will indicate whether the alleged activity and its 
effects are confined or dispersed throughout an entity, requir-
ing a broader scope and consideration of tangential implica-
tions. An understanding of the significance of the allegation 
and of the individuals potentially involved in the alleged con-
duct will guide the selection of parties to direct and conduct 
the investigation.
 Allegations that have the potential to be highly signifi-
cant are best overseen by the board or a special committee 
of independent directors. In this regard, individuals charged 
with leading or conducting the investigation should not be 
those alleged to have been involved in the wrongful conduct. 
Consequently (in order to maintain objectivity, avoid costly 
errors and preserve the attorney/client work-product privi-
lege), it can be necessary to engage outside counsel to con-
duct the investigation and retain forensic accountants having 
the required capabilities. Further, the entity should establish 
procedures for use in deciding what, how and when the infor-
mation should be communicated to employees, external audi-
tors, regulators, creditors and investors.

Collection of Evidence
 Relevant data and information can be found in hard copy 
and electronic formats.7 Hard copy information includes files 
and related communications pertaining to contracts, purchase 
orders and invoices, checks, receipts and accounts payable 
records, statements of account, contact and appointment 
books, audit work papers, and shipping and receiving notic-
es. Electronic information includes structured data from the 
general ledger, master vendor file and sales, cash receipts and 
cash-disbursements journals, and unstructured data in emails 
and instant messages. Both types can be found on a variety 
of devices, including laptops and desktop PCs, applications, 
email and file servers, removable storage media (including 
USB flash drives, external hard disks, optical disks, memory 
cards and magnetic tapes), and the entity’s management-
information systems.
 Acquiring electronic information requires the use of pro-
fessionals who are specifically trained in the forensic collec-
tion and processing of electronic data. Obtaining such infor-
mation necessitates having access to the entity’s information 
systems, awareness of documents and transactions stored 
within the systems, an understanding of how the systems inter-
face and how the data moves from one system to another, and 
the ability to retrieve data in a way that is suited to forensic 
analysis, maintaining the integrity of metadata and consider-
ing the prospect of recovering data that has been deleted. Once 
extracted, the data must be aggregated and formatted to con-
form to the relevant framework and reconciled with applicable 
management reports prior to use in the analysis contemplated. 
 The actions to preserve and collect relevant data and 
information should be taken promptly and documented. This 
includes the measures that have been taken to preclude the 
deletion and overwriting of the data, as well as issuance of 
preservation notices to the individuals in possession. Delay 
should be avoided to mitigate the risks associated with the 
destruction or spoliation of evidence. Spoliation by non-
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experts can lead to fines, awarding of attorneys’ fees and 
expenses, citations for contempt, preclusion of evidence, dis-
qualification of counsel and the loss of attorney/client privi-
lege. Spoliation by an expert can result in a tort allegation or 
disallowance of the expert’s testimony.

Investigative Techniques
Data Mining
 Data mining is the process of sorting through large data 
sets electronically to identify fact patterns and establish rela-
tionships.8 In large complex cases requiring the collection and 
processing of what can amount to millions of electronic and 
hard copy records and documents, data mining is uniquely 
effective in expediting the selection of important information 
as compared to a manual review. Applied to the analysis of 
unstructured data, the technology involves using queries on 
keywords and concepts derived from a document sample to 
identify, classify and map communication hierarchies and pat-
terns. This analysis can uncover key dates, individuals, relation-
ships, meetings and locations. With structured data, data min-
ing allows for the use of fraud-related queries and the creation 
of customized charts, graphs and interactive tools to identify 
data trends and potential fraudulent activity. The results are 
used to look for “red flags” indicative of potential wrongdoing.
 Indicators of corruption and bribery include large, unsup-
ported expense reimbursements around the time of a contract 
award, expense reimbursements at or just below the allowed 
limit, transactions in a region known for corruption, and 
consulting contracts where the scope of the engagement dif-
fers from the consultant’s business. Among the red flags for 
FFR are related party transactions, sales growth in excess of 
competitors despite industry downturns, changes in valuation 
methods, and assumptions used to measure fair value and 
the transfer of liabilities to unconsolidated affiliates prior to 
a period’s end. The telltale gauges of MOA, aside from lack 
of internal controls over expenses, payables and IT security, 
include payments to vendors not on the vendor master file, 
large differences between budgeted and actual payroll costs, 
disproportionate inventory write-downs between periods, 
and a high volume of expenses in amounts right below what 
would have brought further review.

Financial Statement Analysis
 Financial statement analysis is used to identify and ana-
lyze unexpected relationships.9 The approach is premised on 
the construct that, absent unusual or nonrecurring events and 
transactions, or changes in accounting, technology or envi-
ronment, the relationships among economic events reported 
on an entity’s balance sheet, income statement and cash-
flow statements are relatively stable. Variances in expected 
relationships that do not appear reasonable might indicate 
fraudulent accounting.

 The assessement of whether the relationships reported 
in an entity’s financial statements are reasonable is accom-
plished based on comparisons of current-period information 
with prior periods, budgets, forecasts and industry bench-
marks by means of vertical, horizontal and ratio analyses. 
A vertical analysis examines the relationships among items 
over a single reporting period. In a vertical-income-statement 
analysis, net sales are set to 100 percent, with everything else 
expressed as a percentage of net sales. Horizontal analysis 
measures the percentage change in an item between years by 
dividing the amount of increase or decrease by its value the 
previous year. A ratio analysis is used to analyze an entity’s 
efficiency, liquidity, profitably and solvency by measuring 
the relationship between two specific items. The relation-
ships analyzed are those among assets and liabilities, sales 
and profit margins, and among sales, cost of goods sold, 
accounts receivable and inventory.

Interviews
 Interviews10 are used to gather additional facts and 
insights into relevant data, information and documents, and 
to further shape the scope of an investigation as new facts are 
learned and issues clarified. Documents should be reviewed 
in advance to identify topics, focus questioning and develop 
a baseline for testing the witness’s credibility. For strategic 
reasons, interviews are typically conducted sequentially, 
moving from neutral third parties to individuals suspected 
of involvement and finally to primary actors.
 The types of questions asked might vary to advance 
the discovery process, though double-negative and com-
pound questions are best avoided to prevent confusion. 
Informational questions seek to achieve an understanding of 
events, open questions are intended to elicit a narrative, and 
closed questions require a precise answer. Leading questions 
include an answer, and sentiment is suggested by the struc-
ture of attitudinal questions, while admission-seeking queries 
pursue confessions to the wrongful conduct. Throughout, the 
interviewer should act with courtesy, respect, integrity and 
professionalism, remain objective and fair, and ensure that 
the interviewee has unobstructed access to an exit to support 
that their responses were voluntary. 

Reporting Findings
 Assorted stakeholders, including an entity’s employ-
ees, board, external auditors, counsel and regulators, 
should be informed of the investigation’s findings over 
its pendency.11 However, care must be taken to avoid 
compromising the integrity of the investigation. Where 
a special board committee has been appointed to over-
see the investigation, the committee will need to consider 
the propriety of disclosures to members who also hold 
management positions. In situations requiring an entity’s 
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external auditors to evaluate the adequacy of the investi-
gation, absent the information necessary for the auditor 
to conclude as to the sufficiency of the process, the entity 
might be required to repeat it. An entity may also consider 
voluntarily disclosing information from the investigation 
to regulators, who then might provide feedback directing 
future actions. Taking this path requires those leading the 
investigation to confer with outside counsel in order to 
understand the associated benefits and risks.

Conclusion
 Financial statement investigations are brought in response 
to concerns over misconduct that affect an entity’s financial 
statements, disclosures and public filings. The two types of 

misstatements relevant to analyzing fraud are misstatements 
due to FFR and those due to MOA. 
 The misstatement of financial information is often moti-
vated by a desire to achieve or maintain access to capital 
markets. The first step in an investigation is to define its 
scope and purpose, which, if significant, is best overseen by 
a special committee of the board, with assistance from out-
side counsel and forensic accountants to maintain objectivity, 
avoid errors and preserve the attorney/client privilege. The 
collection and processing of evidence might be accomplished 
through data mining, financial statement analysis and inter-
views. Caution must be exercised when informing an entity’s 
stakeholders of the investigation’s findings to avoid compro-
mising the investigator’s integrity.  abi
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