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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. 
	QUESTION 1
Give short answers for the following questions:
I. Explain the term ‘fraud risk factors’.
Fraud risk factors are events or conditions that indicate an incentive or pressure to commit fraud or provide an opportunity to commit fraud.

According to SAS 99, the three main categories of fraud risk factors are management characteristics, industry characteristics, and operating characteristics (including financial stability).
II. What control mechanisms could be adopted against corruption?
Corruption is wrongdoing on the part of an authority or powerful party through means that are illegitimate, immoral, or incompatible with ethical standards. Corruption often results from patronage and is associated with bribery.

Some control mechanisms that can be adopted against corruption are;

· Formation of a hotline and ensuring that sellers are aware of the hotline and will use this is any worker approaches them for a bribe.
· A strong, enforced policy on exposing conflicts of interest, comprising acceptance of gifts and privileges by buyers.
· Reliability in the asset obtaining bidding processes.
· Replacement of employees through various dealer assignments.
III. Outline the main benefits of using analytic procedures in audit process.
Analytical procedures consist of ‘evaluations of financial information through analysis of plausible relationships among both financial and non-financial data’.. The benefits of using analytic procedures include;

· They can be applied at all stages of the audit to inquire into the absolute amounts to be reflected in the financial statements, and into the relationships between those amounts.
· These procedures are a good test for the overall reasonableness of an amount. They can be applied on a universal basis, and they can be broken down into their individual elements.
· Analytical procedures help the auditor to make comparisons on a regular basis, taking prior years into consideration, and providing the auditor with a better understanding of both the business as a whole, and of individual account areas.
· Valuation of the entity’s capability to continue as a going concern.
IV. What are the common rationalizations for a fraudster which tempt him to commit fraud?
Rationalization is the justification of dishonest action. Some common rationalizations are stated below;
· The person believes committing fraud is justified to save a family member or loved one.
· No one is offended and the company is benefited.
· The company overlooked my hard work and promoted someone else, so I deserve this.
· The company does not pay me enough and may fire me soon, so my fraud may make up for the benefits that the company is eliminating.
· Risk-taking is more rewarding than playing it safe.
· If a little fraud helps the overall position of the company without doing any material harm, then it is justified.
V. Outline the important points to be considered when evaluating fraud risk factors.
The important points to consider are administration, industry and functional features.
Administration features deals with the administration’s capabilities, pressures, style, and approach, adapted to deal with internal control and the financial reporting procedure.

Industry features are related to the financial and regulatory environment in which the entity functions.

Functional features and financial steadiness cover items such as the nature and complication of the goal and its transactions, the environmental 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.
VI. Analytic procedures are used throughout the audit process for three primary purposes. What are they?
· Primary Analytic/Preliminary analytical review (required by ISA/HKSA 315 (6b))

These measures are performed to obtain an understanding of the business and its environment (e.g. financial performance relative to prior years and relevant industry and comparison groups), to help assess the risk of material misstatement in order to determine the nature, timing and extent of audit procedures, i.e. to help the auditor develop the audit strategy and programme.

· Functional Analytic/substantive analytical procedures.

Functional Analytic procedures are used as substantive procedures when the auditor considers that the use of analytical procedures can be more effective or efficient than tests of details in reducing the risk of material misstatements at the assertion level to an acceptably low level. They are also used to get audit evidence to evaluate account balances.

· Concluding analytic/Final Analytical review (required by ISA/HKSA 520 (6))
Analytical procedures are performed as an overall review of the financial statements at the end of the audit to assess whether they are consistent with the auditor’s understanding of the entity. Final analytical procedures are not conducted to obtain additional substantive assurance. If irregularities are found, risk assessment should be performed again to consider any additional audit procedures are necessary.

QUESTION 2

‘Circumstances may exist that create opportunities for management or other staff to commit fraud’. Discuss

Opportunity is exploitable set of circumstances with uncertain outcome, requiring commitment of resources and involving exposure to risk. Some circumstances may be the absent or unsuccessful controls, lack of command, or inadequate assignment of responsibilities etc.

There are at least six major factors or circumstances that create or increase opportunities for management or other staff to commit fraud. These are;

· Lack of controls that prevent and /or detect fraudulent behaviour:

Having an effective control framework is probably the most important step an organisation can take to prevent and deter employee fraud.

· Inability to judge the quality of performance:

Unlike paying someone to construct a fence, you can examine the completed job and determine whether or not the quality of work meets your specification and is consistent with the agreed contract.

·  Failure to discipline fraud perpetrators:

An individual who commits fraud and is not punished or is merely terminated suffers no significant penalty and often resumes the fraudulent behaviour. Fraud perpetrators are usually individuals who command respect in their jobs, communities, churches, and families.

· Lack of access to information:

Many frauds are allowed to be perpetrated because victims don’t have access to information possessed by the perpetrators. This is especially in many of the large management frauds that have been perpetrated against stockholders, investors, and debt holders. As in the case of the famous ESM, for example, where the same securities had been sold to investors several times. 

· Ignorance, apathy, and incapacity:

Most at times the elderly and those individuals with language difficulty are fraud victims because perpetrators know that such individuals may not have the capacity or the knowledge to detect their illegal acts.

· Lack of audit trail:

Many frauds involve cash payments or manipulation of records that cannot be followed. Smart fraud perpetrators understand that their frauds must be concealed. They also know that such concealment must usually involve manipulation of financial records.

QUESTION 3

SAS 99 suggests that key sources 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 the auditor should ask management include;

· Does the management have knowledge of any fraud, whether related to economic reporting or to asset misappropriation 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, predictors, short sellers, or others concerned parties?

· What is management’s perception of the risks of fraud in the company?

· 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?

· What procedures are in place to monitor the operative locations or business sections?

· Has anyone advised a member of the organization or others within the company to holdback information from the auditor, to change documents, or to make false entries in the records?

CASE STUDY

1. What type of evidence do you think the expert would have gathered for his report?

Audit evidence is all the information used by the auditor or forensic expert in arriving at the conclusions on which the audit opinion is based and includes the information contained in the accounting records underlying the financial statements and other information. There are several types of evidence but in response to this case the expert used documentation. Documentation is the inspection of the client's documents and records to substantiate the information that is, or should be, included in his or her financial affairs. This can be clearly seen from the case where the expert made a detailed review of the man and his family’s financial affairs, starting at the time he first bought his property.
2. Which documents could have helped the forensic expert in gathering evidence?
The documents that could have helped the forensic expert in gathering his/her evidence are;

1. Bank statements.
2. Documents relating to all the properties he owned.
3. Records of all properties sold.
4. Evidence to the equity used.
5. The pay slips of the man.
6. Inquirers from the man through interview.
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