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ASSESSMENT 3
Q.1
I. Explain the term ‘fraud risk factors’

Fraud risk factors are events that indicate an incentive or pressure to commit fraud or provide an opportunity to commit fraud. For example lack or inadequate implementation of internal controls by management can be considered as a fraud risk factor.

II. What control mechanisms could be adopted against corruption?

Uncovering of bribes and kickbacks is very difficult because there are usually hidden in authentic transactions. Bribes and kickbacks usually involve the purchasing function of the company and the focus to tackle fraud is directed strongly towards prevention controls. The prevention control mechanisms that could be adopted are:
            
· Reliability in the asset obtaining bidding processes.
· Replacement of employees through various dealer assignments.
· Formation of a hotline and ensuring that sellers are aware of the hotline and will use this if any worker approaches them for a bribe.
· A strong, enforced policy on exposing conflicts of interest, comprising acceptance of gifts and privileges by buyers.

III. Main benefits of using analytic procedures

Analytic procedures are mostly used by auditors in detecting fraud or other irregularities. The main benefits of using analytic procedures are:

· Valuation of the entity’s capability to continue as a going concern: Directing procedures may assist an auditor for example in determining a company’s current economic condition or whether it is able to continue the on-going concerns.
· Signs of the possible presence of mistakes in financial statements: accounting errors or irregularities might be detected differences between companies’ actual and expected performance.
· Inferences for audit testing and procedures: If the results of analytic procedures reveal differences or irregularities, additional testing may be essential to provide evidence to support the fairness of financial statement. 

IV. What are the common rationalizations for a fraudster which tempt him to commit fraud?
The tendency to commit fraud depends on people’s moral values as well as their personal environment. The common rationalizations for a fraud are: 

a. The fraud is just short term: the person committing fraud thinks he can reverse the situation in the next period or soon before it can be detected. For example if an employee change records this month and then reverse it the next, at the end, it will all be cleared.

b. The management does not pay attention: an employee might notice that management does not pay attention for example to the implementation of internal controls, does not correct know deficiencies and then be motivated to commit crime.

c. Management takes part in, expects, and rewards this kind of behavior:  for example management might use some individuals to meet particular reporting objectives and afterwards promote the same individuals for helping them to achieve their targets.

d. No one is offended and the company is benefited: This rationalization is not significant to the company but makes a vast difference to the takings from the public offering. 

e. I earned this: the employee feels that he/she deserves to reward him/herself because for example the company has no loyalty towards its employees and he/she is likely to be put down soon.


V. Outline the important points to be considered when evaluating fraud risk factors
             Management is responsible for designing and implementing controls to prevent, deter and detect fraud. ‘Fraud risk factors’ are factors that auditors may use in evaluating the risk of fraud.
SAS 99 has classified the fraud risk factors correlated with fraudulent financial reporting into three main categories administration, industry and functional features together with financial stability.

a. Administration features refer to the administration’s capabilities, pressure, style and approach to deal with internal control and the financial reporting procedure. These characteristics comprise the management’s interest to get involved in fraudulent financial reporting for example bonuses paid based on high sales turnover.

b. Industry features are related to the financial and regulatory environment in which the entity functions. For example new accounting or regulatory provisions.


c. Functional features and financial steadiness cover items such as the nature and complication of the goal and its transactions, the environment areas in which it functions, the number of localities where transactions are noted and payments are made, the entity’s economic condition and its productivity. For example fears of economic failure.

VI. Analytic procedures are used throughout the audit process for three primary purposes. What are they?

Analytic procedures are used during the course of the audit process and used for three primary purposes:

a. Primary analytic measures are used to develop knowledge about the company and to direct attention to high-risk areas of audit procedures, including the nature, timing and extent. For example the use of flowcharts to develop knowledge about the company.

b. Functional analytic measures are used to get audit evidence to evaluate account balances. For example the use of financial ratios of previous and current years to detect any abnormalities or red flags for fraud.

c. Concluding analytic measures are used to assess the respectability of audit that was concluded in overall assessment of the demonstration of the financial statement.

Q.2 Discuss circumstances that may create opportunities for management or other staff to commit fraud
           
When opportunities for management or other staff to commit fraud are present, those who might not otherwise be motivated to behave deceitfully maybe enticed to do so. These opportunities may stem from lack or inadequate controls, inadequate responsibilities etc…Opportunities may also be inherent in the type, size or structure of the business. In addition, specific types of transactions provide more opportunities than others for misrepresentation or manipulation.
But in most large financial statement fraud occurrences, opportunity is available due to administration’s capacity to manipulate or avoid existing controls and its role in the internal control of the organization.

Q.3 SAS 99 suggests that key resources for the identification of fraud risk factors are inquiries of management. In this context, which type of questions an auditor should ask the management?
The type of questions an auditor should ask the management are:
· Does the management have knowledge of any fraud committed, unproven or doubted that could result in a material misrepresentation of the entity’s financial statements?
· Has the management received any letters or communication about fraud from employees, former workers or other concerned parties?
· Is there any account balance or class of transactions for which a risk of fraud may be more likely to happen?
· Irrespective of materiality, does the organization have knowledge of any supposed, committed or suspected fraud?
· What programmes and controls have been established by the management to reduce specific recognized fraud risks or to help prevent, discourage and detect frauds of other types?
· How does management monitor those programs or controls?


Case study
1. The type of evidence that the expert would have gathered for his report is documentary evidence. It consists of relevant documents to be provided by the expert to the court. 
2. The documents that could have helped the forensic expert in gathering evidence are: 

· Statement / proof of his income to review how the first property was purchased. And if a loan was taken or savings used to buy the property, a loan statement or savings account statement should also be provided. It would be unjustifiable and unreasonable to see ’a cleaner in a local factory’ buying a property cash 
· Titles deeds or proof of ownership of all the properties should be provided and the forensic expert should verify whether the documents are genuine and the purchase was legitimate. 
· If the purchase was legitimate, request a statement of his equity fund to verify whether the money generated from the equity can justify his and the family ‘s financial affair and lifestyle.
· In addition to the above, the forensic expert should request a statement from his employer to understand his background and whether he has any history of irregularities or unethical behavior.
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