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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. 
	Short Questions –

1.

I. There are three main fraud risk factors which are –

a) Management characteristics – the company’s management setup could point to a risk of fraud, things such as, what is the company’s management structure style and attitude? Are the management more active in the company’s finances than normal? Is there high senior management turnover? Are aggressive financial targets being set? And is there tension between management and auditors?

b) Industry characteristics – the industry in which the company operates will affect what risk of fraud there is, things like what are the financial regulations? Is there increased competition? Is there market saturation? And is the company adopting of more aggressive accounting practices to keep up with their competition?

c) Operating characteristics and financial stability fraud risks could potentially be, what is the nature of the business? How complex are the company’s financial transactions? What is the geographical location of the company? And what is the company’s profitability and general financial condition?

The auditor should look potential risk factors such as pressure on the business, the possibility of takeover or bankruptcy.

For Asset misappropriation the auditor should the susceptibility of assets to misappropriation and the adequacy of controls.

II. The first step would be to identify the areas that are most venerable to fraud.  Then the control mechanisms that could be put in place would be -

a) The bidding process for asset procurement would need to be transparent and have integrity.

b) Rotating employees so they are exposed to different vendors would stop favourable relationships forming between them.

c) By using fax machines and requiring bids to be sent to named individuals rather than those soliciting the bids.  This will prevent potential fraudsters informing their partners about lower bidding competitors.

d) By having a hotline in place where vendors could call should someone attempt to bribe them?

e) By having a policy for full disclosure, conflicts of interest, receiving of gifts etc and enforcing it.

f) By looking at expenditure trends, it may reveal things such as the purchase of unneeded items, the purchase of necessary items at increased prices, the purchasing of un-required inventory & assets or excessive write offs, thus making room for new purchases.

III. The benefits of using an analytic procedure in the audit process would be -

a) The company’s general financial performance will be assessed to see whether it may face financial problems in the future.

b) Any discrepancies in the company’s financial statements will be revealed, which may indicate accounting errors or irregularities.

c) The analytical process may reveal no inconsistencies between the company’s financial performance and financial statements meaning a further detailed audit test may not be needed, however if irregularities are discovered then detailed audit testing becomes important.

d) Unexpected relationships can be identified, i.e. past trends versus current financial statements, the company’s performance versus other company’s performances in the same industry or expected results versus actual data.

IV. Common Rationalizations that cause a fraudster to commit fraud are -

a) The profit made in the next financial quarter will mean no one will notice the missing money.

b) This month’s fictitious accounting entry I made can be balanced by a counter-entry next month so no loss will have occurred and no fraud will have been committed.

c)  Management have no internal controls, supervision or discipline or if they do they do not take them seriously.

d) Management is involved in dubious transactions and maintains an aggressive accounting strategy.

e) People who have been rewarded and promoted have focused only on achieving organisational goals and have disregarded the means of achieving objectives.

f) Risk taking is more rewarding or exciting than playing it safe.

g) If fraud helps the overall position of the company without doing any harm then it is justified.

h) Other people have been promoted over me and I have worked very hard, therefore I deserve this.

i) The company does not pay me enough and I may end up being laid off anyway.  By taking this action it means I will get the benefits that my company is eliminating.

V. The important points to be considered when evaluating fraud risk factors are the environment in which the business operates, the business entities structure and culture and its internal controls.  The supervisory management committees, audit committees and segregation of accounting and operational duties will not be as defined in a small organisation as in a large organisation, however this is offset by the fact there is more involvement of the owner/manager in the day to day affairs of the small business.  Auditors and fraud investigators should have an adequate understanding of the business, the industry it operates in, its normal functions and its relationships with its suppliers, customers and business partners.

VI. The 3 basic purposes of analytic procedures are –

a) a) Preliminary or Primary analytic procedures which will provide an insight into the company and point out high-risk areas for fraud, in order that the nature, timing and extend of the audit procedures can be determined.

b) Substantive or functional are used in the evaluation of the account balances and in obtaining audit evidence.

c) Final or concluding which carry out a final assessment of financial statements and assess whether audit conclusions are correct or not.

2. Circumstances that may exist for management or staff to commit fraud, the questions that the auditor/forensic accountant should ask are -

a) Are there weak or ineffective internal controls, are there good accounting systems, is there good use of I.T. and efficient accounting controls? 

b) Is there poor division of duties, infrequent reconciliation, weak accounting and physical controls and poor employee screening? 

c) Is there lack of supervision of senior management, are there audit teams, or supervisory boards or non executive directors? 

d) What type of business transactions are they working with, and in what manner are those records and transactions maintained? 

e) What kinds of balances and accounts do they have? 

f) What assets are they working with? What are the asset values, demand, convertibility and movability?

g) How does the business interact with customers and suppliers?

h) How much deliberation and judgement goes into determining income and expenditure levels and the valuation of assets and liabilities?

i) How stable is the company and how complex is the company structure?

3.  The questions the auditor should be asking management according to SAS99 would be questions such as –

a) Is the management aware of any alleged, suspected or perpetrated financial misstatement or asset misappropriation that might have resulted in material misstatement in the organisations financial statements?

b) Is the management aware of any perpetrated or alleged fraud regardless of materiality?

c) Did the management receive any letters or other communications by ex-employees, analysts, etc alleging fraudulent activity?

d) What are the risks of fraud in the organisation according to the management?

e) What specific areas, transactions or accounts has the management pointed out as being vulnerable to fraud and what are the reasons behind this fraud risk?

f) What programs or internal control mechanisms has the management put in place to mitigate the risk of specific fraud or to deter fraud in general? How are these programs and controls monitored and supervised?

g) What are the management’s views on ethics and business morals and how are these views communicated to employees?

h) Is the managements behaviour consistent with these views?

i) How are the company’s operating locations and other business segments monitored? Are there certain segments that are more prone to fraud?

j) Did the Audit committee or any other authority receive a report from the management regarding the entities control environment?  This report would include information on how the company’s internal controls deter fraud, risk assessment procedures, communication and information systems and monitoring activities?

k) Has there been any request to the management or anyone else in the company to alter or withhold information, and to make fictitious transactions or accounting entries?

Case Study

1. The type of evidence gathered by the expert would be information about the cleaners personal circumstances, possibly by going to the Fraud Triangle, evidence such as - 

a) Was the cleaner in financial difficulties so had the incentive and pressure to deal drugs?

b) Did he have the opportunity to deal drugs as part of his lifestyle?

c) When questioned, what is his attitude towards drug dealing and does he rationalise that he would do whatever it takes for his family or his property business even if it were illegal?

2. The documents that would have helped with gathering evidence would be -

a) The self-assessment tax returns the cleaner would have made to HMRC declaring any additional property investment income.

b) Mortgage statements showing mortgages and re-mortgages on properties.

c) Solicitor’s bills and/or statements showing work carried out for property purchases and sales.

d) Bank account statements for the cleaner and his family showing any additional money coming in and its source.

e) Rental tenancy agreements for any properties the cleaner rented out whilst he owned them and the rental amount being paid on each property.

f) Contractor’s bills for any work carried out on properties whilst the cleaner owned them, to increase the property values prior to sale.
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