
Financial Statement Fraud 

Improper Recording of Liabilities 
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Introduction 

 Similar to deferring costs and expenses, 

improperly recording liabilities is another 

method of fraudulently manipulating 

financial statements to increase 

profitability. 
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Fraud Involving the 

Understatement of Liabilities 

 Other factors making liability frauds difficult to 

detect: 

• Collusion by outsiders, such as bank executives 

(confirmations) 

• Forgery of documents 

• A complex audit trail 

• Lying by management and other key people 
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Fraud Involving the 

Understatement of Liabilities 

 Other factors making liability frauds difficult 

to detect: 

• Silence by individuals who knew or should have 

known about the fraud 

• Off-book nature of the fraud 

• Misleading documentation 

• Frauds that might be small, relative to the total 

financial statement balances 
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Introduction 

 Liability Omissions 

 Improper Write-Off of Reserves 

 Unrecorded or Undisclosed Warranties 

 Change in Accounting Assumptions 
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Liability Omissions 

 Multimillion-dollar judgments against the 

company from a recent court decision might 

be “conveniently” ignored until a later period. 
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Liability Omissions (cont.) 

 Vendor invoices might be shredded or 

“misplaced” (guaranteeing another will be 

sent) rather than being posted to the 

accounts payable system, thereby increasing 

reported earnings by the full amount of the 

invoices. 
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Liability Omissions (cont.) 

 In a retail environment, debit memos might 

be created for charge-backs to vendors, 

supposedly to claim permitted rebates or 

allowance,s but sometimes just to create 

additional income. 
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Improper Write-Off of Reserves  

 Reserves are liabilities for future obligations.  

Examples include restructuring charges, 

severance charges, and acquisition liabilities 

established during purchase accounting. 
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WorldCom Schemes 

 2000—Third Qtr—Company was hit with $685 million in 

uncollectible receivables. Solution? Reduced a reserve by 

$828 million. RED FLAG 

 2001—Line costs capitalized to keep earnings up 
• 1st Qtr—$771 million 

• Backdating the entries to February by changing the dates in the 

computer 

• 2nd Qtr—$560 million 

• 3rd Qtr—$743 million 

• 4th Qtr—$941 million 

 Giant journal entries for transfers! RED FLAG 

 2002—SEC inquiry due to suspicions over good results 
    Where were the Auditors? 
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Unrecorded and  

Undisclosed Warranties 

 Improper returns and allowances liabilities 

occur when a company fails to accrue the 

proper expenses and related liabilities for 

potential product returns or warranty 

repairs.  
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Change in Accounting Assumptions 

 Management is responsible for the 

financial statements and for selecting and 

applying the accounting policies and 

estimates that form the basis for the 

financial statements.  
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Flexibility in Selection of  

Accounting Policies 

• GAAP is flexible—but breakable! 

• GAAP leaves room for judgment 

• Circumstances across companies and 

industries can vary greatly 

• Overly aggressive application can be 

fraudulent (intentional, designed to 

deceive)—but where is the line? 
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GAAP Issues—Flexibility in Selection of 

Accounting Policies 

AccountingWEB.com—Aug-3-2005—

RateFinancials has released the results of a 

two-year study that finds companies still 

take liberties in reporting their financials. 

Although these statement inaccuracies may 

not violate GAAP standards, the company’s 

financial health may not be accurately 

reflected for intelligent investors and 

shareholders in clearly-worded descriptions.  
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What About Proposed “Principles- 

Based” Accounting Standards? 

POSITIVES: 

• Less rigid rules—opportunities for 

“gaming” minimized 

• No “bright lines” that allow technically 

meeting GAAP requirements, but 

avoiding its intent 

NEGATIVES? 

• It requires “principled” professionals 
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Example: Equipment Leasing 

Association Website 

“Balance sheet management. Because an 

operating lease is not considered a long-term 

debt or liability, it does not appear as debt on 

your financial statement, thus making you 

more attractive to traditional lenders when 

you need them.”  

But what is the economic reality of such 

transactions? 

  -Off-balance sheet financing 

  -Asset and liability (obligation)? 



17 of 29 

FASB Launches Review of Accounting for 

Leases AccountingWEB.com—June-12-2006  

Robert Herz  (FASB Chairman) says, according to 

Business Week, that “cookie-cutter templates” have 

been created to design leases so that they don’t add 

up to more than 89 percent of the value of the 

property. This results in a clustering of lease 

arrangements such that their terms approach, but do 

not cross, “the bright lines” in the accounting 

guidance that would require a liability to be 

recognized. As a consequence, arrangements with 

similar economic outcomes are accounted for very 

differently.  
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Red Flags for Improper Liabilities 

 Recurring negative cash flows from 

operations or an inability to generate cash 

flows from operations while reporting 

earnings and earnings growth 

 Assets, liabilities, revenues, or expenses 

based on significant estimates that involve 

subjective judgments or uncertainties that 

are difficult to corroborate 



19 of 29 

Red Flags for Improper Liabilities 

 Nonfinancial management’s excessive 

participation in, or preoccupation with, the 

selection of accounting principles or the 

determination of significant estimates 

 Unusual increase in gross margin or margin 

in excess of industry peers 
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Red Flags for Improper Liabilities 

 Allowances for sales returns, warranty 

claims, and the like that are shrinking in 

percentage terms or are otherwise out of 

line with industry peers 
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Red Flags for Improper Liabilities 

 Unusual reduction in the number of days’ 

purchases in accounts payable 

 Reducing accounts payable while competitors 

are stretching out payments to vendors 
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Sample Interview Questions 
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Forensic Accounting  

Investigative Techniques 

 Not recording amounts due to vendors 

 Understating amounts purchased 

 Overstating purchase discounts and other 

reductions of accounts payable 

 Failing to record or understating accrued 

expenses 

 Understating payroll obligations 
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Forensic Accounting  

Investigative Techniques (cont.) 

 Failing to disclose status of loan covenants 

 Misclassifying currently maturing debt as long 
term 

 Unrecorded debt or undisclosed liens on assets 

 Failing to record or understating contingent 
liabilities 

 Recording debt as equity 
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Type of Liability Fraud and  

the Applicable Ratio 
 Under recording of accounts payable 

 Current and quick ratio 

 AP / purchases 

 AP / COGS 

 AP / total liabilities 

 AP / Inventory 

 Under recorded accruals 

 Accrual / days to accrue 

 Under recorded unearned revenue 

 Unearned revenue / revenue 

 Under recorded service liabilities 

 Warranty expense / sales 

 Under recorded notes payable 

 Interest / notes payable 

 Under recorded contingent liabilities—documents! 
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Leverage Ratios 

 Provide assessment of: 
 Long-term solvency 

 Cushion of assets over liabilities 

 Sources of invested capital 
(debt vs. equity) 

 Ability to deal with financial  
problems 

 Ability to deal with financial 
opportunities 
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Debt to Total Assets 

 Total liabilities / total assets 

 Measures the ratio of company 
funding provided by all classes of 
creditors (interest bearing and other)  

 High leverage increases financial risk 

 Lower leverage = 

Better management? 

Symptom of asset overstatement? 
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LTD to Equity Ratio 

 Total liabilities / total equity 

 Covenant found in many loan 
covenants 

 The higher the ratio of debt, the more 
difficult  to raise additional capital by 
increasing long-term debt 

 Sudden changes in this ratio can be a 
red flag 
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Fixed Assets to Equity Ratio 

 Total fixed assets / total equity 

 Higher ratio indicates that more 
of a company’s productive 
capacity is being financed by 
borrowed funds 

 Sudden changes  = red flag 


