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FINANCIAL STATEM NT FRAUD
I

The lenders and investors identified the following red flags as the ten most
checklists may be helpful in assessing the
risk of fraud in financial statements 36
(78%) of the respondents agreed. The same
respondents also indicated that such
questionnaires and checklists may also be
helpful in collecting relevant information.
Both lenders and investors identified the
red flag "dishonest or unethical
management" as the most important.
However, they did not rank the same red
flags as least important, although there were
commonalities with respect to the three least
important red flags. What is interesting
about the three least important red flags is
that they are all related to the operating
characteristics of the business. The most
important red flags focused on management
characteristics and influence over the
control environment. This seems to support
prior research that the best predictive red
flags are those on the attitudes and
situational pressures on management. A
statistical analysis of the results (MannWhitney test) indicated however, that
respondents did not necessarily attach more
importance to this latter category.
Respondents were also asked to identify any
additional red flags not specifically covered
by the questionnaire. The follOWing were
suggested:
~
Merger and de-merger of group
companies.
i\l
Significant presence of financial
executives at top management.
'" A change in financial year-ends
(making accounting results
incomparable).
'iii
Size of the auditing firm in relation to
the client.
~~
Limited management oversight on
remote operations.
Unskilled, inexperienced executives
pushed into positions prematurely.
.. Frequent corporate restructuring.
~,
Significant changes in the structure of
the income, fees, interest.
~
Good news too good to be true.
'" Wide fluctuations in financial ratios
from year to year.
~
Share optiOns being re-priced.

Summary
The aim of the survey is to consider the
importance of red flags to lenders and
investors in South Africa. An approach to
red flags from the perspective of lenders and
investors is a relatively under-researched area
if compared to what was done from an
auditor's perspective. It is however,
important that auditors and managers take
cognisance of the opinion of lenders and
investors concerning red flags as reflected in
this research. Negative perceptions of
lenders and investors resulting from red flags
can be reflected in a weaker share price,
difficulties in obtaining funding and in the
off loading of shares.

Rank

Lenders

1.
2.

Dishonest or un ethical management.
There are frequ ent changes of legal
counsel, audito rs or external board
members.

3.

Management is dominated by one
person (or a sm all group) and there
is no effective 0 versight board or
committee.
Suspension or d e-listing from
stock exchange
Inability to generate cash flows from
operations whi Ie reporting earnings
and earnings growth.

4.

s.

6.

Continuous problems with regulatory
agencies.

7.

There is a high turnover rate of key top
management spe cifically financial
executives.

8.

Internal or exte mal factors exist that
raise substantia I doubt about the
entity's ability to continue as a going
concern.
Management's reputation in the
business comm unity is poor.
Reluctance to p rovide investorslbankers
with needed da tao

9.

10.

Investors
I

Dishonest or unethical management.
There has been a breakdown in
accounting and control systems as
reflected by the late issuing of financial
statements or a qualified report.
Suspension or de-listing from
stock exchange.

Management's reputation in the
business community is poor.
Management is dominated by one
person (or a small group) and there is
no effective oversight board or
committee
There are frequent changes of legal
counsel, auditors or external board
members.
Internal or external factors exist that
raise substantial doubt about the
entity's ability to continue as a going
concern
Continuous problems with regulatory
agencies.

Identification of important matters
not previously disclosed by management.
Inability to generate cash flows from
operations while reporting earnings and
earnings growth.

The lenders and investors identified the following red flags as the ten least
Rank

Lenders

Investors

1.

Pressure is exer ted on accounting
personnel to co mplete financial
statements in a n unusually short time
period as reflec ted by approval date of
financial statem ents.
Unusually long business cycle.

Rapid expansion into new product lines.

2.

3.
4.
S.

6.
7.

8.

9.
10.

-I

Pressure is exerted on accounting
personnel to complete financial
statements in an unusually short time
period as reflected by approval date of
financial statements.
Rapid expansio n into new product lines. Unusually long business cycle.
Key executives feeling undue family, peer,
Limited collate ral available.
or community pressure to succeed.
Key executives with perceived inadequate
The entity has a significant investment
incomes relative to industry.
in an industry or product line noted
for rapid change.
Poor interperso nal relationships among Adverse political, social, or environmental
impact.
executives.
The entity is h eavily dependent on one Insufficient internal audit personnel.
or a few produ cts, customers or
suppliers.
The entity has a significant investment
Declining dem and for products.
in an industry or product line noted for
rapid change.
Limited collateral available.
Key executives feeling undue family,
peer, or comm unity pressure to succeed.
Failure to inform investors about code of
Adverse politic ai, social, or
conduct and good corporate governance.
environmental impact.

I
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FiNANCIAl STATEMENT FRAUD
The following are apparent from the survey:
Lenders and investors in South Africa were in the majority
of instances aware of red flags;
Respondents did not tend to use formalized methods such
as red flag checklists I questionnaires;
Lenders and investors rated the red flags as being very
important;
No clear statistical distinction was discernable in the
relative importance of different categories of red flags,
such as management characteristics, operational stability,
and financial stability and industry conditions; and
Both investors and lenders indicated that dishonest or
unethical management was the singularly most important
red flag indicator.
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