The Profitable Non-Profit
The headquarters for this international professional association had moved from California to Virginia Beach four years ago with the hiring of a new Executive Director (ED). The Association, for the past two years, had experienced declining revenues in membership, conference and CPE revenues as well as increased costs for these events. Also, general operating expenditures had increased to erode the half million dollar fund balance.
Now, four years later, the Board of Directors terminated the ED for “poor performance”. Well not so much poor performance, but her blatant distain for the Board who “come and go with each new year and now want to meddle in [her] stewardship during these trying times”. The interim Executive Director, working with the existing staff had just uncovered close to $25,000 in recent personal purchases on the Association’s credit cards and from the operating checking account. 

The corporate attorney wanted a forensic accounting of the extent of the misappropriation. Could I (being from Richmond) put a local team together for this 2-3 week engagement, was his concern. Could I?! September in Virginia Beach—the Commonwealth’s answer to la Vida Loca—fast-paced, upscale, beautiful people, international cuisine and shows …well, sure I could. 
A large regional firm had some downtime in their Virginia Beach office’s Audit staff. Armed with a Supervisor and a Manager (their staff would remain at the office), we visited the Association’s headquarters. The interim ED, from New Hampshire, introduced us to the two fulltime coordinators (Professional Development and Member Services) who would get us everything we needed in his absence. He was gong back home the next day, but stayed only to introduce himself, show us what of the fraud he had discovered—all in recent credit card and bank statements—and to tell me he, the President of the Board and the corporate attorney were all available by phone to help in any way they could. 
Also, the bookkeeper would be available by phone, too. She had resigned the day after it was announced to the Association staff that a forensic investigation was to take place. Made me glad I brought my cellphone since anyone with any financial knowledge was just a phone call away.

Well, the first week and a half (including Saturday and Sunday) went like this:
Accounting Records
There were few accounting records on the premises. What were there had missing pages from statements and other supporting detail. The bookkeeper, aside from two phone conversations, never answered her phone or returned calls again. 
The Association used three computer programs to run its operations: i) the Executive Director’s Apple Macintosh; ii) the membership software (over 10 years old and in DOS) that tracks membership, meeting and publications: rosters, status, orders, and payments; and iii) the bookkeeper’s standalone Peachtree accounting software, used to log the check register. Only the open current-year transactions were on the bookkeeper’s hard drive. 
We did learn that accounting documentation “was probably” at a storage locker, several miles away. We visited the locker. Aside from some decrepit equipment and furniture, the event was significant in the following manner. Storage boxes, almost a hundered, of Association records were stacked in the 4x8-foot unit in no particular order. However, several of the newer boxes with recent records were at the back of, and underneath earlier boxes from prior years. This arrangement of boxes indicated that the contents of the storage unit had been removed en masse, the contents of the later-year boxes explored and returned to the back of the unit, and then earlier-year boxes were heaped on top of the later-year boxes. Furthermore, later-year boxes had minimal sediment on their outside, while the earlier-year boxes were heavily covered with sediment.
Luckily, the local 3-person CPA firm that did the Association’s financial statement and tax return prep had electronic Detailed General Ledgers and Adjustment Journals for the past three years. They had also documented, over the same time period, in management letters to the ED, journal entries requested by the ED that capitalized general and administrative expenses.

Administrative Staff
They were so helpful. They brought us items we didn’t need and couldn’t find items we did need. Sometimes when we later needed the items that we didn’t need, they couldn’t be found. On the fifth day, I had the locks changed on the doors and new locks placed on the file room and bookkeeper’s room.
Throughout the week, the two staff members seemed to take turns staying late, since the forensic team also stayed late, me even later—no vida loca for me. They also started to come in later and later; to be busier and busier during the time they were there, and to have never-ending things to do that took them out of the office.

They did show us how to operate the archaic membership software, but could not print out anything but the simplest reports. The software company could not help, aside from simple DOS queries. 

The Forensic Team

It took some time to turn these financial statement auditors into forensic auditors. The first task I gave the Supervisor, a really sharp dedicated CPA who knew his audit procedures, was to analyze the American Express statements for three years (minus the missing months and the pages of months we did have). We looked at the first statement together and I showed him two transactions that were questionable. He said he now knew what to do, so I left him for another task.
When I came back several hours later, wondering what was taking so long, he said he was almost finished the second year. I asked him what he meant and he showed me several pages of workpapers documenting what he had done. I asked what he had found. He replied that he had found nothing out of order. I replied, “Then you should have a blank workpaper! We are doing Discovery Sampling, not financial Audit Sampling. You only document transactions that shouldn’t be there.” He did not understand what I was talking about.

I explained; discovery sampling is a form of attribute sampling. Attribute sampling is a statistical means of estimating the proportion of a population that contains a characteristic, or attribute, of misdeed. In fraud investigations the investigator hypothesizes that the expected error rate is zero; any error is considered an indication of fraud.
Audit sampling differs in that we expect to find errors in valid transactions. However, in selecting our sample size and testing the selected transactions, the magnitude of error expressed in percentages does not impact our significance threshold (i.e. 5% - 20%), depending on the population (accounts receivable, inventory counts, etc.) being sampled.

In discovery sampling, the error rate is zero. Therefore, should even one error be detected, we know there is a problem.

An example of discovery sampling is finding a charge that does not belong on a professional association’s credit card, like a day at a beauty spa (which we did find).

A picture description between the two sampling methods would be:

· Audit Sampling = attesting that the number of unhealthy or dead trees in a timber forest does not significantly impact the stated value of the timber on the financial statements.

· Discovery Sampling = finding a plastic tree in the timber forest.

Once he got the picture, he was awesome in finding the plastic trees; not only with the credit cards but the Detailed General Ledger, and the payroll and check ledgers.
The Manager—she was our software guru, the young mom of a 2½ and a 4 year old, and our Bull**** detector. A week into our engagement, she pulled us aside to discuss a feeling she had: the two remaining staff were making things disappear in the membership software database. She still had an original backup taken at the start of our engagement that only she and I knew about, but it now disagreed in volume with what was on the Association’s computer we were working with.
The Fun Begins

We decided to plant documents that we would need the next day. We also decided to confide in the two staff why we needed those documents: the documents would uncover a piece of the fraud. On the 9th day it broke. 

The Manager had been going through old issues of the Association’s magazines. We suspected that the membership database had been padded, that the reports to the Board on the total number of active members were inflated. The magazines were beneficial in that they had a section that listed members who had either retired or died. She was able to trace on the backup database (now on her computer back at the CPA firm) and on the Association’s computer that the deceased members were still on the active roster—even those who had died over two years ago.
On the 8th day I told the Professional Development coordinator we suspected the member roster was padded with deceased members and the Manager would look at it the next day. But not to tell the Member Services coordinator. Well the deceased members had somehow been finally laid to rest by the 9th day.
It was time to conduct the forensic interview.
The Forensic Interview

The forensic interview is comprised of five general types of questions: introductory, informational, assessment, closing, and admission-seeking. In routine interview situations, where the object is to gather information from neutral or corroborative witnesses, only three of the five types are normally asked: introductory, informational, and closing questions. 

If the respondent is being deceptive, certain types of hypothetical, nonaccusatory questions can be posed. By observing the verbal and nonverbal responses we can assess the respondent’s credibility with some degree of accuracy. Admission-seeking interviews are reserved specifically for individuals whose culpability is reasonably certain. Admission-seeking questions are posed in an exact order designed to (1) clear an innocent person or (2) encourage the culpable person to confess. These questions must not violate the rights and privileges of the person being interviewed.

For a forensic interview, I always have another team member present. In this case it was the Supervisor. I had him ask the Professional Development coordinator in to our work area, the file room. During the course of the interview, just as things were progressing from the introductory and informational into the assessment dialogue, the Supervisor had a call from one of his staff on a client audit matter. He excused himself, and I was left alone with the coordinator. 
She immediately changed into a defensive mode, accusing us of not knowing what we were doing and if members’ names were missing, then the Manager, who was not there at that time, probably messed up the database. She rose, and I then rose to walk away behind a table on the other side of the room. She opened the door closed by the Supervisor and left.

An hour later the Supervisor and I left for the evening. Both coordinators were in the front office and said “Goodnight”. The headquarters’ front door opens to a parking lot. Sitting in the parking lot were two police cars with two officers pushing off one of the cars and walking toward us.
Now, Virginia Beach is home to just about every branch of the U. S. Military, except maybe the Mounted Cavalry. The civil police force does not hire police officers who cannot handle the Saturday night problems that might happen in a military town. As the two officers approached us, both with one hand on their holstered gun and the other swinging in front of their body, it got noticeably darker as they blocked the sun. The only remaining light came from the fire in their eyes.

The lead officer said I was under arrest for sexual assault.
I explained that the accuser was being investigated for fraud and theft of company assets; that we were forensic accountants appointed by the Association’s Board to investigate; and that recent evidence indicated collusion among the past ED and the Association’s staff as to the fraud. The officer began to take out his handcuffs. The Supervisor was sweating bullets (no pun intended :).Then I remembered my cellphone.

I speed dialed the corporate attorney’s cellphone. Luckily he was at a meeting several blocks away. I put the phone on speaker and he told the officer he would be there within five minutes.

The short end of the story was that the attorney and I were able to convince the police and they left. I requested that the staff be put on leave and the locks be changed again. 

Ending

Collusion. Trying to detect fraud in an environment of collusion is more difficult that trying to get a teenager to clean their room. At each step there are multiple individuals all bent on self preservation and they can use uniform deception, concealment, and rationalization tactics that can be insurmountable. At least collusion adds significant costs and delays to the investigation.
Break the chain of collusion and the investigation can find its normal traction. The beauty of the double entry system is when you have a suspect debit you can go to the corresponding credit and the supporting documentation for sides of transaction. Like discovery sampling, find one and the others seem to take on a 3-D effect in standing out of the thousands of transactions in the normal course of business. The drawback to most collusion cases is that there never seems to be enough ill-gotten-gain to keep everyone happy.
This engagement was no different. Once we had “the place to ourselves”, Pandora’s box opened for us.
I know you are interested in what we found. Here is the Association’s laundry list of fraud finding:

· All four, 2 staff, bookkeeper and ED, had home computer systems purchased out of the general fund
· Three to four times a year they had dinner at the most expensive French restaurant on the Beach

· Grocery and furniture expenditures were rampant

· Travel was also big; whether they brought husbands and children along to the professional conferences and CPE seminars, or just had weekends in Atlanta or DC, two favorite spots
· While no checks were made to “Cash”, there were over-normal amounts of checks cut to staff for reimbursables – all with no backup documentation

Here is how it was paid for:

· Accruals (capitalized expenses) over a 3-year period had mushroomed from about $30,000 of prepaid conference, publication and seminar expenses, to over $125,000.
· Asset purchases reached over $100,000 with no assets (i.e. computers, furniture, etc.) on-site or in-sight.
· The Association had five $100,000 CDs on the books, yet only one at the bank. Outside of supporting the fraudulent expenditures, these were cashed and then deposited to the operating account as false revenue for the inflated number of active members, and as interest revenue on the CDs that were no longer in existence.
Lessons Learned

Women make excellent forensic accountants. There are too few women practicing in this area. I believe that men are good at catching men; but women are needed to catch women. Most frauds perpetuated by women go longer because males bosses cannot discern when they are being manipulated.

Case-in-point: My wife and I have been happily married for over …let’s just say 30 years. I am sure we lie and manipulate each other, but because it is male/female and female/male neither one of us has a clue. Hence we can and will live-happily-ever-after.

However, why do most gay relationships seem to have a short or finite life? I believe it is not due to the conventional prejudice of “promiscuity”, but due to the female/female or male/male relationship. Each know when the other is being less-than-truthful. Well, that’s just my take on why women forensic accountants are needed—and I’m sticking to it!
