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August 14, 2004

To:
Cheryl Thompson

From: Mahmud Zaman

Re:
Comparing Red Desert’s Statements to Actual Transactions


In the previous memo, several aspects of Red Desert’s financial statement raised concerns and the financial statements as a whole were recommended for further investigation. After comparing the reported statements with the statement created by actual transactions, the concerns became significant and it became obvious; some deliberate fraudulent activities have been detected in items such as net income, cost of goods sold, accounts receivable and inventory.

The following chart shows the differences between actual and official data for the financial statement:
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The biggest differences are the positive to negative percentage changes in net income and inventory. In the income statement, the actual revenue has increased by 40% as opposed to official 45%; however, the actual cost of sales increased by 48% as compared to official 44%. This is primary reason for the 167% difference between actual and official net income. This is an obvious fraud in attempt to hide high production cost, thus inefficiency and poor management of physical and human resources. An additional comparison with the industry shows that Red Desert’s assertion that their cost of sales has declined compared to other companies in the industry that showed percentage increases for the same period, is a false statement. In Actuality, their cost of goods rate was increasing faster than the industry rate for this period.
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Comparison of Cost of Sales
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The comparison of the actual ratios with the other companies proves Red Desert’s desperate attempt to show the investors that it is in very sound financial position, even the period when the rest of the industry is not doing so well.  For example, the profit margin in the rest of industry has declined on average 16% from 2000 to 2001. At the same time, Red Desert shows an increase of 9%; however, the actual calculation shows a 52% decrease (from 11% to 5%) in profit margin. Therefore, in reality Red Desert’s profit margin declined faster than the industry average. The same is true for the return on equity ratio - when the industry wide the ratio has declined by 11%, Red Desert has shown a 12% increase; but in reality it decreased by 67%. 

The liquidity ratio, cash flows from operations to current liabilities demonstrate the extent of Red Desert’s fraudulent behavior. The actual ratio increased (from 2000 to 2001) to 220%, compared to official increase of 167%, which means Red Desert has more cash than they would like to admit. This confirms the previous suspicion that the company is showing more inventory than it is really holding in order to understate its expense. This is further proved, as the inventory turnover rate is doubled (3.47 to 6.27) in the actual calculation and days inventory held reduced to half. 

In conclusion, the overwhelming evidence of fraudulent financial activities in Red Desert’s financial statement raises some interesting questions about the ethical as well as intellectual ability of the entire finance and accounting department. From the above analysis, it is obvious that Red Desert wanted to portray itself the most successful company in the industry; however, the way they committed these frauds shows the lack of maturity of understanding of the basic accounting principles of their accounting staff. On the other hand, it is not possible to get away with any serious fraud due to the “balancing” principle of accounting. 
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