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FERTURE ARTICLE

Auditors — Watchdogs Or

Bloodhounds??

BY LEON A. LAROSA, JR., CPA, CFE, MST AND PAUL €. ZIKMUND, CFE, CFFA

A watchdog is defined by the Ameri-
can Heritage dictionary as “One who
serves as a guardian or protector against
waste, loss, or illegal practices.” A blood-
hound is defined informally by the same
dictionary as “A relentless pursuer.” If
we compare these definitions to the audit
profession, how should we classify the
role of the auditor? Are they watchdogs
or bloodhounds?

Consider this scenario: Mike, a staff
auditor, completed an analysis of various
accrual accounts during a recent audit of
Hyper Space Inc. He uncovered approxi-
mately ten manual entries made after the
quarter close which lacked sufficient sup-
porting documentation, and significantly
reduced the reserve balance for each ac-

count. The auditor reviewed the entries
in the system and found the same expla-
nation for each adjustment, “reduce ac-
crual by $1,500,000 per John Davies,
Corporate Controller”. The total amount
of reductions to the accruals exceeded
$15,000,000 and was material to the
company financial statements. Being a
conscientious auditor, Mike sought addi-
tional support only to be provided with
verbal explanations for all of the entries.
Mike pondered his next steps and decided
to accept the verbal reasoning and moved
on. Nine months later the Corporate
Controller was terminated for perpetrat-
ing financial statement fraud.

(continued on page 2)
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Things That Go Bump in the Night

BY ROBERT JAMES CIMASI, MHA, ASA, CBA, AVUA, CM&AA, CMP

From ghoulies and ghosties
And long-leggedy beasties
And things that go bump in the night,
Good Lord, deliver us!
— Old Scottish Prayer

To ease overcrowding at the New
York City Asylum for the Insane on
Ward’s Island, forty men were sent to
Central Islip, Long Island in 1889, where
they built what was then called The
Branch Lunatic, a facility for the crimi-

nally insane. In August of 2005, I testi-
fied in the Federal Courthouse, located
on that very site, in a bankruptcy bench
trial! so bizarre it led me to wonder
whether the previous inhabitants had
somehow returned.

From the very first day of my testi-
mony in this case the trial judge exhibited
an agenda in which he undertook to as-

(continued on page 3)
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The frequency of corporate
scandals over the past several years
has brought much attention to the
auditing profession. Auditors now
find themselves operating under
continuous scrutiny and their efforts
to uncover fraud red flags are often
questioned and, in many instances,
deemed insufficient. The guidance
published over the past few years
brings added responsibilities and ad-
ditional requirements to the auditor.
However, there continues to exist
much ambiguity about where the au-
ditor’s role ceases and the fraud ex-
aminer’s begins. The differentiation
between these roles is of vital impor-
tance to auditors as they must be cog-
nizant of the expectations placed
upon them by any third party user
making an informed economic deci-
sion based upon the financial state-
ments presented. Failing to accu-
rately define the auditor’s roles and
responsibilities can only lead to in-
creased liability and possible legal
proceedings when an undetected
fraud leads to a loss for the company.

All published guidance points to
management as the individual(s) re-
sponsible for preventing fraud. The re-
quirement to implement a system of in-
ternal controls to reduce the risk of
fraud remains with management now
and into the future. This remains clear.
However, management relies on audi-
tors, both internal and external, to re-
view and opine on the existence and ef-
fectiveness of those controls. Auditors
must also employ audit techniques
aimed to assist them in their efforts to
detect fraud. An auditor’ ability to em-
ploy these techniques is based upon:

* their knowledge of the industry
and entity they are auditing;

* their understanding of the
socioeconomic and
psychological reasons why
people commit fraud;

* their understanding of the
various schemes fraudsters use

in today’s business environment,
and

¢ their understanding of the
methodologies used to perpetrate
fraud.

The auditor’s responsibility to
detect fraud is further evidenced by
a jury study conducted by Camico
Insurance, which found that 64% of
jurors believed audits are designed
to uncover all types of fraud or
wrongdoing. How then does the au-
ditor satisfy the expectations of both
third party users of the financial
statements and the trier of fact?

To do this, the auditor must de-
fine their role and determine how best
to meet client needs and satisfy the
expectations placed upon them. This
is not an easy task. Although pub-
lished guidance provides direction on
fraud detection and deterrence, the
overall responsibilities are obfuscated
by the lack of clear requirements for
the application of specific techniques
to accomplish this task. Auditors who
employ forensic type procedures to
uncover fraud red flags during the au-
dit have a much greater chance of pro-
viding reasonable assurance that ma-
terial fraud does not exist compared to
those who simply tick and tie their
way through the audit. For instance,
an auditor who brainstorms the risk
for fraud and/or employs horizontal
and vertical analyses to identify un-
usual patterns of financial activity is
better positioned to identify fraud
than someone who follows a strict
program or checklist approach. How-
ever, an auditor who uncovers unusual
events or patterns of suspicious activi-
ties and elects to ignore these find-
ings, or deems them as immaterial,
may fail to meet expectations and,
more than likely, transfer legal liabil-
ity to their firm if the audit fails to un-
cover a material fraud.

This was proven most recently
in Overton versus Todman & Com-
pany, CPAs. The US Second Circuit
of Appeals states that an auditor vio-

(continued on page 3)
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lates its “duty to correct” and be-

comes primarily liable under SEC

Rule 10b-5 “when it:

* makes a statement in its certified
opinion that is false or misleading
when made;

 subsequently learns or was
reckless in not learning that the
earlier statement was false or
misleading;

* knows or should know that
potential investors are relying on
the opinion and financial
statements; yet

« fails to take reasonable steps to
correct or withdraw its opinion
and/or the financial statements;
and

« all the other requirements for
liability are satisfied.”

So are we watchdogs or blood-
hounds? Guardians and protectors
or relentless pursuers? Watchdogs
keep watch and protect against waste
and abuse. They remain aware of
their surroundings, act upon suspi-
cious behavior or activity, and may
defer to the bloodhound when a re-
lentless pursuit is necessary. Blood-
hounds fixate on the scent of the ani-
mal and follow the trail through
water, rain, sleet and snow until they
detect the animal or collapse of fa-

Litigation Consultants, LLC

tigue. Obviously, this approach will
result in additional fees, added time
and client relationship management
issues as the client may often per-
ceive the auditors’ efforts as unneces-
sary, intrusive, and expensive. Judg-
ing by the definitions above, it would
appear that auditors fall more into the
role of a watchdog who possesses the
ability to determine when a blood-
hound is needed. After all, you
wouldn’t want a German Shepherd
following the scent of the rabbit nor
would you want a hunting Beagle
guarding the inventory.

Mike began his next assignment,
and within a few days found pay-
ments made to a new vendor with a
PO Box address. Mike dug deeper
and discovered the vendor was
owned by a company employee, and
recently added to the vendor master
file. Upon further investigation,
Mike uncovered over $2,000,000 in
payments made to the vendor within
the past 10 months. He later deter-
mined that all payments were made
for consulting services never ren-
dered by the vendor. The company
employee created a ghost vendor
scheme to defraud his employer.
Mike was congratulated this time for
uncovering a massive fraud. His ef-
forts led to the prosecution of the em-
ployee and recovery of almost 50%
of the estimated loss. Mike worked

2008

well as a watchdog at the beginning
of the audit, but soon turned into a
trained bloodhound when he scented
the red flags of fraud. So are you a
watchdog or bloodhound? Hopefully
you have some of the qualities of
both breeds in you!

Leon A. LaRosa, Jr., CPA, CFE,
MST, is a partner and chair, litiga-
tion support services, at Goldenberg
Rosenthal, LLP, Jenkintown,
Pennsylvania. Mr. LaRosa is also
an adjunct professor and director
of the Institute of Fraud and
Forensic Accounting at LaSalle
University, Philadelphia, PA. Mr.
LaRosa can be reached at (215)
881-8185 or LLaRosa@grgrp.com.
Paul E. Zikmund, CFE, CFFA, is a
principal, litigation support services
at Goldenberg Rosenthal, LLP
Jenkintown, Pennsylvania. Mr.
Zikmund’s practice focuses on fraud
and forensic accounting investiga-
tions. Mr. Zikmund is also an
adjunct professor at LaSalle
University, Philadelphia,
Pennsylvania and Rider University,
Lawrenceville, New Jersey. Mr.
Zikmund can be reached at (215)

881-8118 or PZikmund@grgrp.com.
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sume the mantle to “hand down the
inscribed tablets” of Daubert/Kumho
Tire commandments to the bank-
ruptcy courts, and put the entire
business valuation profession “on
trial”. Throughout this almost surreal
proceeding, the judge zealously pur-
sued a mission to denounce estab-
lished business valuation methodol-
ogy with an adversarial vehemence

that neither I nor any of the partici-
pating attorneys from either side of
the case had ever before seen em-
anate from the bench. His pervasive
and disruptive intrusion into the nor-
mal trial process of direct, cross-ex-
amination and redirect testimony is
evidenced by the fact that, of the ap-
proximately 228,000 words recorded
in the trial transcript related to my
testimony, about 99,000 words (ap-
proximately 43%), were those of the
trial judge, a sampling of which are
highlighted below.

But don’t take my word for it —
read on and try to imagine yourself in
the witness box facing the following
pronouncements by the trial judge
excerpted from the transcript. Note
that the [COMMENTS] are mine!

THE COURT: “Since this par-
ticular issue has not been discussed
by any other bankruptcy court, this
Court has taken the pains to present
a comprehensive analysis of the
gatekeeper function in the hope that

(continued on page 4)
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