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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	Unit 4 Question 1:1

According to SAS 99 paragraph 31: Fraud risk factors are events or conditions that indicate pressure/incentives to perpetrate fraud, opportunities to carry out fraud and/or attitudes/rationalisations that justify fraudulent action. These risk factors do not necessarily indicate the existence of fraud, however they are often present in circumstances where fraud exists.
There are 4 broad categories of fraud risks in which these risk factors may be present, they are:

1. Risk factors relating to fraudulent financial reporting schemes
Three main categories of fraud risk factors relating to fraudulent financial reporting are:
· Management characteristics
These pertain to management’s abilities, pressures, style, and attitude as they have to do with internal control and the financial reporting process. Red flags for increased fraud risk are for instance; pay based on aggressive performance targets, excessive involvement of  nonfinancial management in the selection of accounting policies, high turnover of senior management/leadership, strained relationship between management and external auditors


· Industry characteristics

These pertain to the economic and regulatory environment in which the entity operates – which can be stable (low risk) or higher risk due to new accounting or  regulatory requirements, increased competition, market saturation, or adoption by the company of more aggressive accounting policies to keep pace with the industry
.
· Operating characteristics and financial stability

These encompass items such as the nature and complexity of the entity and its transactions, where it operates, pressure on the company to obtain additional capital, threats of bankruptcy or hostile takeover.


2. Risk factors relating to misstatements arising from misappropriation of assets

Misappropriation of assets is by far the most common fraud against the
corporation. The risk factors most common are:

· Risk of an asset to misappropriation -being high in demand, valuable, easy to conceal and portable all increase this risk.
· Adequacy of the controls In place to prevent misappropriation


3. Risk factors relating to revenues and assets obtained by fraud

Typically both revenue and receivables will be affected due to the double entry system, unless the fraud relates to skimming which happens before any revenue is recorded. Common here is either recognising false revenues or recognising revenues prematurely. These could fall into both asset misappropriation in the case skimming as well as financial reporting fraud if the amounts are sufficiently material.


4. Risk factors relating to expenditures and liabilities for an improper purpose

Commonly billing and payroll schemes – all these could be considered asset misappropriation, as assets are used to fund improper expenditure.






Unit 4 Question 1:II

Corruption, defined as schemes involving bribes, extortion or kickbacks, is difficult to detect and hence the focus is on having very good controls to prevent this type of fraud from happening.
Examples of good controls are:
· Integrity in the asset procurement process to ensure fair treatment of bidders, offerors and contractors. It is prudent to rotate personnel whose duties include approving contracts, authorising vendors and bidding responsibilities.
· A way to keep bidding confidential from all the bidders, to ensure fair bidding, is submitted bids privately to persons other than those soliciting the bid.
· Having a strong, enforced policy on disclosure of conflicts of interest, including receipt of gifts and gratuities by buyers.
· Segregating duties of approving vendors, awarding contracts and approving invoices.
· Establishing a hotline and making vendors are aware of it and encouraging them to use it should any employee approach them seeking a bribe.

Unit 4 Question 1:III


Effective analytic procedures can be reasonably anticipated to identify surprising relationships. Using these procedures the auditors can develop an expectation for amounts, ratios, trends and relationships, taking into account the industry the company operates in and the results of competitors (after adjusting for known differences). Since analytic procedures identify changes in these ratios, trends or relationships they can be useful in identifying unusual transactions or events which require further investigation. These analytic procedures and  investigations may lead to fraud being uncovered, they can also provide useful information concerning the following :
· Assessing the entity’s ability to continue as a going concern – when compared to previous periods and/or competitors in the industry, the auditor may conclude that the company is experiencing financial difficulty. The auditor must then consider very carefully whether it is appropriate to report that the entity is a going concern as stakeholders rely heavily on the validity of this fact.
·  The analytic procedures may indicate possible errors in financial statements – the results may highlight accounting errors like timing or accounting policies used or they may highlight irregularities.
· Implications for audit testing and procedures – the results may either confirm expectation that there are probably no material misstatements, thus reducing the need for detailed testing. Conversely, unusual results may highlight areas of risk which require more detailed testing than originally planned/expected.

Unit 4 Question 1:IV

Common rationalizations that a fraudster uses are:
· It’s just temporary - the company will make more money in the next financial period so the entry can be reversed and nobody will know.
· It’s not really fraud - I can reverse this entry next month and now the company meets its debt covenants and we can pay dividends.
· Management does not care – internal controls aren’t really monitored, deficiencies in controls are not corrected and less ethical behaviour is not disciplined by management.
· Management participates in, expects and rewards this kind of behaviour – management enters into transactions purely to make the financial statements conform to a certain result/picture, people are rewarded for results and not how ethically they are achieved, management’s traditionally aggressive accounting policies need to be adhered to for consistency, risk takers are rewarded (cowboys by any other name).
· No one is hurt and the company benefits – e.g.  the misstatement is not material overall but helps us achieve capital funding objectives
· I deserve this – I was passed over for a promotion, I get paid less than the market rate for the value I provide to the company, the company does not care about people, I could be retrenched any day, this will make up for the benefits the company does not provide anymore.
Rationalisations are very hard to determine as they are based on personality, personal circumstances, psychological state of the fraudster (which are often hidden), these work with company ethics, prospects and behavior to name a few to tip a person over the edge to commit fraud.  Rationalisations are one part of the fraud triangle, the other two sides are incentive and opportunity, all three need to be present for fraud to be perpetrated. In assessing rationalisations, the risks may be high for fraud to occur, but it may be offset for example by good internal controls and high company ethics. 









Unit 4 Question 1:V

When evaluating fraud risk factors, it is first necessary to determine what the likely risks are and then it is necessary to obtain reasonable assurance of the amounts and whether there is any material misstatement due to fraud in the financial statements. The following actions are useful in in identifying and evaluating fraud risks:

· Considering the level of supervision of personnel and whether it is appropriate given the auditor’s assessment of the risks of material misstatement. 
· Reviewing management’s selection of accounting policies. When there is a heightened fraud risk the auditor should review accounting policies chosen, especially in areas of significant uncertainty or where judgement is required. This is to determine whether they could have been applied (or misapplied)to result in material misstatement
· Incorporating unpredictability into the audit – to include testing of balances not normally within the scope of audit testing, visiting locations without prior warning, changing the timing or scope of audit tests. These may result in uncovering fraud not normally detected by standard audit tests
· Considering more generally the nature, timing and extent of audit procedures to determine whether they are effective in addressing the risk of material misstatement due to fraud.

In evaluating risks the following  attributes of the risks should be considered namely:
· The type of risk – for example asset misappropriation or fraudulent financial reporting
· The significance of the risk – whether it is sufficiently large so that it could lead to possible material misstatement of the financial statements
· The likelihood of the risk resulting in material misstatement  - how likely it is that the risk will result in material misstatement in the financial statements
· The pervasiveness of the risk – how much of the financial statements it affects – the whole, or a specific assertion, just an account, or class of transactions.



 Unit 4 Question 1:VI

Analytic procedures are used throughout the entire audit process for three primary purposes:
1. Preliminary analytic procedures – help to provide an understanding of the company and point out high risk areas to enable the nature, timing and extent of audit procedures to be determined.
2. Substantive analytic procedures – these are used in the evaluation of account balances and in obtaining audit evidence.
3. Final analytic procedures – these are used to make a final assessment of the financial statements and to assess whether the audit conclusions are correct.
The analytic procedures first require that the nature of the business and the industry it operates in are understood so that there is an expectation of what the results/ratios and trends should be.  
It should be noted that SAS 99 states that the more detailed and disaggregated the analytic procedures, the more likely they are to show up unexpected changes. For instance, fraudulent revenue recognition in one division may be hidden in top line results but become apparent when trending results by division.
In performing these procedures the relationship between financial and non- financial data should also be considered.














Unit 4 Question 2.

Opportunities are one part of the fraud triangle, when they exist they increase the chance of fraud being perpetrated, but their presence simply indicates risk it is not a certainty that fraud will take place. There are two main perpetrators of fraud – management and staff. Both can work in collusion with each other or outside parties to commit fraud. The types of opportunities to commit fraud can be split into two main categories:

1. Opportunities for fraudulent financial statement reporting

Management is largely responsible for this perpetuating this type of fraud. This is because management is responsible for selecting accounting policies, they can also override internal controls and manipulate accounting data.  This fraud normally occurs to falsify the performance of the entity to influence decisions of shareholders, banks and other stakeholders. In addition, this fraud is perpetuated to improve bonuses payable to management, particularly when they are linked to aggressive financial performance targets. 
Opportunities to commit this present themselves in the following areas
· The industry the entity operates provides opportunity to engage in                          fraudulent financial reporting in the flowing areas:

· Related party transactions
· An entity that can dominate an industry or sector can dictate terms or conditions to suppliers or customers that may result in inappropriate transactions or non-arm’s length deals
· When significant subjectivity or judgement is required by management to value assets/liabilities/revenues/expenses
· Where the business operates in other countries or locations where different business environments and cultures exist
· Significant bank accounts or operations of branches/subsidiaries in tax havens when there is no clear business reason to do so
· Complex transactions at near end period transactions which can be used to falsify end balances

· The ineffective monitoring of management as a result of the following:

· Domination by a single manager ( in a non-owner  managed business) or small group of persons without compensating controls
· The overall control environment, including the continuity and effectiveness of internal audit, accounting staff, IT as well as the effectiveness of the accounting and reporting systems.


2. Opportunities resulting in misappropriation of assets:

Misappropriation of assets is the most prevalent type of fraud, and is the type commonly perpetrated by employees and sometimes by managers.  Opportunities to commit this type of fraud present themselves in the following areas
· The susceptibility of fixed assets, inventories and other assets to misappropriation, factors that affect this risk are value, demand, portability and convertibility.
· Weak or ineffective controls that are in place to safeguard these assets in the areas of supervision, segregation of duties, screening before hiring, physical controls, accounting procedure controls e.g. IT access and reconciliations.
































Unit 4 Question 3
Questions auditors could ask of management in order to identify fraud risk factors are the following:

· Whether management is aware of any alleged/suspected/perpetrated financial misstatement or asset misappropriation that may materially affect the entity’s financial statements, and also any that exist but are not material?
· Has management received any letters/communication or tip-offs from ex-employees or analysts alleging fraudulent activity?
· What is management’s assessment of the risk of fraud in the entity?
· What areas, transactions or accounts does management consider high risk/vulnerable to fraud risk and why?
· What programs and internal controls has management put in place to address these risks, and in what way they address or mitigate them, and how are these controls are monitored or supervised?
· What are management’s view on ethics and business practices and how are these views communicated to staff within the entity?
· Is management’s behaviour consistent with these views?
· How are the entity’s operating locations and business segments monitored and are there any locations and/or segments more prone to fraud?
· Does management report to internal audit (or to others) regarding the control environment, the risk assessment procedures, communication and IT procedures and how effective they are at deterring fraud?
· Has management received any requests, and from whom, to alter, withhold information or make fictitious transactions or accounting entries.
Whenever possible auditors should seek to corroborate what management has asserted above, management can be asked where such corroborative evidence might be obtained. Any answers given in general terms should be clarified by specific examples. At all times the auditor should adopt an attitude of professional scepticism.













Unit 4 Case Study

The type evidence the expert would have gathered are:
· Determining proof of the equity or source of income for the original property purchase to ensure that it agrees with the man’s story that it was originally bought with legitimate family resources.
· The type of lifestyle enjoyed by the family over the time period in question.
· Market prices for the type of lifestyle enjoyed by the family over the time period in question.
· Determining family income over the period to determine whether it could support the family’s lifestyle including the property transactions made over the time period in question.
· Market prices of similar properties over the time period to determine whether the sales and purchases are market related and not inflated to provide a vehicle for money laundering of illegitimate funds.
· The parties the sales took place with to determine whether they are legitimate transactions or if they are possibly fraudulent transactions with the same people/entities which may indicate an irregularity with the transactions, maybe fraud or money laundering.
· Evidence of any illegal/irregular activities that the man or his family may have been involved in over the time period which may imply that they are not as trustworthy as they make out to be e.g. a criminal record or employee disciplinary hearings.
· Evidence of honesty of the man and his family e.g. interviews with relevant parties, employer confirmations of character.
· The types of people the man and his family associate with, whether they are regular citizens or people of questionable repute. This could be obtained by interviews with neighbours, family, friends and business associates and/or surveillance.
Before gathering any of the above, the investigator would have to determine the cost, solvability weight (how important the evidence is in supporting or refuting the man’s claim) and availability of the evidence that could be collected. Emphasis should be placed on obtaining the most cost effective sufficiently convincing evidence. Since it is a criminal case, the investigator needs sufficient evidence to refute that it is beyond reasonable doubt the man bought property using drug money.

Evidence is often obtained in the form documents. The types of documents that would aid the investigation are:

· Copies of the family’s pay slips and tax returns for the period in question.
· Documentation confirming original assets used to purchase the original property – e.g. a will confirming inheritance, savings in a bank, investment certificates or mortgage agreements.
· [bookmark: _GoBack]Correspondence relating to sale and purchases of properties over the time period being examined. These could include written offers for sale/purchases of properties, lawyer’s correspondence for details relating to the transactions which may give an indication of property details (type and address), price paid and dates of sale/purchases. This would help recreate the cash flow which would support or refute the man’s claim that the purchases were made with equity not an unrecorded source of income.
· Bank statements which would indicate the flow of cash and whether the amounts agree with the purchase/sales documentation for purchase price payment, sales receipt and any relevant tax payable.
· Tax returns indicating payment of capital gains tax related to property sales to confirm they agree with other supporting evidence of the sales.
· Investigating property websites that may give evidence of property sales/purchase history.
· Mortgage agreements and their relevant trails through correspondence and bank statements.
· Employer references.
· Bank/loan provider references and confirmations.


Once all evidence is obtained, the events should be able to be reconstructed to determine, whether in the light of all evidence examined, the evidence shows that the property portfolio was legitimately created through legitimate sales and purchases of properties over the time period and that the income generated from the sales were sufficient to purchase the properties and also support the man and his family in their lifestyle over the period in question.
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