


August 20, 2004


To:	Cheryl Thompson


From: Mahmud Zaman


Re:	Reconciling the Findings of Red Desert’s Financial Statements 


	In the previous two memos, several aspects of Red Desert’s financial statement were discussed; some fraudulent behaviors were pointed out through comparison of official and actual transactions. This memo tries to assess both the auditor’s findings and the original findings in order to have a better understanding of the extent of the fraudulent activities. 





Inflated Sales


	According to the auditor’s report, Red Desert reported sales growth of 45%, 66% and 45% between 1998 and 2001. However, this growth was high relative to its competitors and greater than accounts receivable growth. 


	The following relationship was drawn in the previous memo:


Inventory converts into revenue, then into accounts receivable and then into cash. The conclusion was made that accounts receivable was negatively related to revenue and cash. The actual data further proves that Red Desert has understated accounts receivable by 8% and cash by 665% and overstated inventory by 28%. Following are some ways Red Desert could have committed this fraud:


Recording revenue in advance of actual sales. In other words recognizing revenue in the wrong period.  


Reporting fictitious sales. 


By creating outside entities (or subsidiaries) and shipping inventory to the subsidiary and reporting it as sales.





Inflated Net Income


	The auditors reported that Red Desert’s net income has grown at 67%, 106% and 6% between 1998 and 2001, which is much faster than its competitors’ growth. In reality, Red Desert has overstated its net income by 75%. This is also supported by high quick ratio (56% overstated) and return on asset ratio (75% overstated). Moreover, the inflated net income also increased stockholder’s equity by 10%.Red Desert may have done this in following ways:


Understating expense by carrying obsolete and defective inventory that the company deliberately does not want to write off.


Understating cost of good sold by transferring inventory to equipment (fixed asset).


Falsely booking maintenance expense as capital improvements and operating expenses as capital investments. 





Inflated Cash


	Red Desert has understated its cash by 665%. According to the auditor’s report, the company was able to do that by writing fake checks for fictitious equipments and depositing the money in its own account to reflect cash receipt from fake sales. These fake activities were reflected by overstated (by 12%) accounts payable turnover ratio and accounts receivable turnover ratio (overstated by 8%). This is further supported by the overstatement of sales (by 4%) and purchase (by 7%). 





	In conclusion, from the auditor’s report and independent internal analysis, it is quite apparent that Red Desert has committed serious fraud. Therefore, it is recommended that Surftex do not form any alliance with Red Desert. Moreover, the auditor’s report indicated that Red Desert does not have any patent, trademark or proprietary product to distinguish it from its competitors and therefore, does not have any strategic advantage of forming partnership.  





