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Question 1 – I – Explain the term ‘fraud risk factors’. 
The nature of fraud results in the perpetrators taking steps to conceal their activities, thereby reducing the likelihood of detection by management or auditors. The difficulty of detection is borne out by the ACFE RTTN 2014 Report, which stated that c. 42% of all fraud was initially detected as a result of a tip. As a result auditors, and forensic accountants, are trained to look for factors that may increase the likelihood of a fraud being committed. Research has identified that three conditions generally exist when fraudulent activities occur i.e.
i. An incentive, or pressure, to commit fraud e.g. high personal debt.
The American Institute of Certified Public Accountants issued the Statement on Auditing Standards (SAS) No. 99 in respect of fraud. They expand on this as follows -: “Such incentives or pressures may result when financial stability or profitability is threatened by economic, industry or entity operating conditions.” e.g. high competition or when the management’s personal wealth is threatened by poor company performance.
ii. A perceived opportunity to commit fraud e.g. weak internal controls.
SAS No. 99 expands on this as follows -: “The nature of the industry or the entities operations may provide opportunities to engage in fraudulent reporting.” e.g. significant international operations with different business environments or an organisation structure, or governance framework, which results in ineffective monitoring of management.
iii. An ability to rationalise the fraudulent action e.g. a lack of professional ethics supplemented by ineffective, or inappropriate, management communication.
The above are considered the fraud risk factors.

The International Standard of Auditing (ISA) 240 states the following -: “While fraud risk factors may not necessarily indicate the presence of fraud, they have often been present in circumstances where frauds have occurred and therefore may indicate risks of material misstatement due to fraud.” From an auditors perspective ‘material misstatement’ refers to misstatement resulting from fraudulent financial reporting, or misstatement resulting from the misappropriation of assets. Based on the findings of the ACFE RTTN 2014 Report asset misappropriation accounts for c. 85% of all occupational fraud.   
The significance, or importance, of these fraud risk factors can vary from organisation to organisation or industry to industry. The can be impacted by -:
i. Management characteristics e.g. dominance of a single individual in management decision making, combined with a weak Board of Directors, may increase the opportunity for fraud, even when the pressure is low.
ii. Industry characteristics e.g. a company operating in an industry with high levels of cash transactions may create greater opportunities for misappropriation of assets i.e. cash. 
iii. Operating characteristics e.g. a company that has a high level of related party transactions may create greater opportunities for above market value purchases and associated kickbacks.
Management, auditors and forensic accountants need to be cognizant of these fraud risk factors, and the related characteristics, in order to identify where to focus their attention in order to reduce the risk of fraud.

Question 1 – II – What control mechanisms could be adopted against corruption ?

Corruption can be defined as dishonest, or fraudulent conduct, typically involving bribery. As a result most people equate corruption to dealings with government agencies, or public sector bodies. Corruption is an international problem and Transparency International produces an annual report, the Corruption Perceptions Index, to focus attention on the perceived level of public sector corruption in 175 countries. In the 2014 Report Denmark came out as the least corrupt country, Somalia and North Korea jointly as the most corrupt countries, the UK were at number 14 and the USA at number 17. In order to fight corruption the OECD Anti Bribery Convention requires signatories to make foreign bribery a crime, the UK has passed the UK Bribery Act and the USA has the Foreign Corrupt Practices Act. 

However corruption is not limited to dealings with government bodies; corrupt activities can include schemes such as an organisation over paying for a purchase, with the purchasing officer receiving a kick back from the supplier.

The first step therefore is for the organisation to undertake a review to identify its key areas of vulnerability to corruption, both locally and internationally. It is almost impossible to completely protect an organisation from corrupt practices but the following actions / control mechanisms will go a long way to ensure success -:
i. Top-level commitment – It is important that senior executives give a clear and consistent message to the organisation that corrupt practices are not acceptable.
ii. Quality professional advisors – There are professional advisors, in developing countries, who will help an organization to pay bribes, or who will turn a blind eye to accounting practices designed to disguise such payments. If operating in a developing country the company must choose their advisers carefully, and communicate the organisations position clearly. One mechanism is to implement a Due Diligence type exercise on the advisors e.g. checking for any criminal record of the key individuals, including a clear anti-corruption clause in the agreements and / or getting the advisors to sign a declaration that they will not engage in corrupt practices.
iii. Transparency –The highly bureaucratic, and often complex, regulatory environment in developing countries often results in a lot being open to interpretation, and working through this can be time consuming. On the basis that “time is money” not paying a bribe can end up costing an organization more. It is important that there is complete transparency of key activities, and payments, both planned and actual.
iv. Thinking outside of the box – If the organisation has been paying bribes, or making facilitation payments, on an on-going basis, then it can be difficult to break this cycle. This may require a different approach, so as to avoid the situation where the bribe has traditionally been paid. This can be a short-term change in business practice, or a more long-term change in supplier, but a clear message needs to be given to the bribe receiver that this source of income no longer exists; without severely impacting on-going business operations.    
v. Education – It is important that staff, professional advisors, and suppliers, are informed of the company position in respect of paying bribes / involvement in kick back payments, why the company holds this position and what the consequences will be if this position is not conformed to. This can be anything from informal discussions, to sophisticated e-learning modules, but the recipients must be left in no doubt as to the company position.
vi. Written policies and procedures – They need to not only exist but employees need to know they exist. There can be no ambiguity, in respect of the company position, especially on such things as gifts and entertainment. 
vii. Annual declarations – e.g. A form sent to all ‘at risk’ staff where they have to actively declare any potential conflicts of interests with suppliers, customers etc. 
viii. Whistle-blower mechanism – Staff, customers and suppliers need to have a “safe” mechanism for reporting corrupt practices. 
ix. Clear segregation of duties – e.g. Where possible segregate the different tasks associated with agreeing quotes / contracts, especially if the values are high.
x. Rotation of duties – Where possible rotate the purchasing, or customer service, staff that are dealing with specific vendors or customers.
xi. Independent periodic comparatives – Kick back schemes usually result in a company paying above the market rate for goods or services. This can often become visible if a different staff member, or independent person, obtains quotes from competitive suppliers.
xii. Cash management – Especially in developing countries, bribes are often paid in cash. Minimising the level of cash, and enforcing strict internal controls in respect of cash payments, can significantly reduce the availability of cash for paying bribes.
xiii. Travel and Entertainment expenses – Bribes can be paid ‘in kind’ e.g. paying for travel not related to company business, gifts, expensive nights out etc. Clear company policies are required as to what is, and is not, allowable and claims need to be regularly reviewed against these policies by the Finance Department. 
xiv. Trend analysis – Analysing expenditure trends over time, or between individuals, can highlight differences that require further investigation.
xv. Visibility – By making the organisation’s culture, attitude, repercussions and control mechanisms highly visible it will serve to increase the perceived risk associated with an individual undertaking a corrupt practice; this will reduce the appetite of staff to adopt these practices.    



Question 2 – Analytic procedures are used throughout the audit process for three primary purposes. What are these ?
The International Standard on Auditing (ISA) No. 200 states “The purpose of an audit is to enhance the degree of confidence of intended users in the financial statements.” “ISA’s require the auditor to obtain reasonable assurance about whether the financial statements as a whole are free from material misstatement, whether due to fraud or error.” “The ISA’s require that the auditor…. identify and assess risks of material misstatement….”
ISA 315 states, “The auditor shall perform risk assessment procedures to provide a basis for the identification and assessment of risks of material misstatement…” “The risk assessment procedures shall include the following -:
a) Inquiries of management, and of others…
b) Analytical procedures.
c) Observation and inspection.”
ISA 520 defines analytic procedures as “The evaluation of financial information through analysis of plausible relationships among both financial and non-financial data.”
In short therefore analytic procedures are the use of analysis, or logical reasoning, for the purpose of assessing the risk of financial misstatement.
At the beginning of any audit the auditor must gain an understanding of the current state of the business, and its operating environment. They undertake preliminary analytic procedures to support this process. These procedures may include performance versus last year and / or relevant industry performance comparison of balances, trends or key ratios. By identifying potential risk areas the findings from these preliminary analytic procedures help the auditors to plan the nature, timing and extent of the audit procedures.
During the course of the audit substantive analytic procedures are undertaken. This includes reviewing actual documents, checking the existence of assets, getting confirmation of balances from suppliers and / or customers etc. Substantive analytic procedures involve setting an expectation and then investigating and explaining differences between the expectation and what was actually found. They are generally more applicable where there are large volumes of transactions, which can be expected to be predicable over time.
In the final stages of the audit final analytic procedures are undertaken to provide an overall review of financial information. These may include a review of the Trial Balance, Financial Statements, and Notes, to judge the adequacy of the evidence gathered during the audit in order to determine if all unusual balances, or relationships, have been investigated. 
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