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QUESTION 1
Give short answers for the following questions: 
I. Outline the factors on which fraud risk assessment depend.
Risk assessment factors can be considered on different levels such as entity, behavoural, products and services, geography, divisions, accounting and business processes, controls, computerized systems etc. Usually factors are initially considered at the entity level because fraud, embezzlement or theft can only be successful with the combination of executive and employee personalities, working environment, organisational culture and internal controls.  Factors on which fraud risk assessment depend can therefore be categorized into three: Corporate environment factor, Fraud factor and internal factors.

· Corporate Environmental factors: Employee, fraud, theft and embezzlement are more prevalent in some industries and some organizations than in others. The Association of Certified Fraud Examiners (ACFE) 2008 Report to the Nation (RTTN) surveyed its members regarding frauds that were resolved, and a total of 959 cases were reported. Therefore risk assessment should take into account the level of assessed fraud risk in the industry of the entity. A risk assessment should also consider the current economy.

· Fraud factors: Any risk assessment should also consider the fraud schemes that are more likely to occur in order to guide the antifraud program. Prevention and detection countermeasures are certainly more effective if they address the most likely fraud schemes to be committed. For financial statement frauds, clearly the executives of the entity are the most likely would-be fraudster and thus a risk assessment would necessarily include those individuals. For asset misappropriation, an employee in a trusted position is likely to be a culprit.
· Internal factors: Internal factors that enhance the probability of fraud, theft, and embezzlement include inadequate management controls or monitoring activities such as ambiguity in job roles, duties, responsibilities, and areas of accountability, Inadequate orientation and training on legal, ethical, fraud, and security issues, Failure to articulate and communicate minimum standards of performance and personal conduct. Etc.

II. What are the main concepts of risk assessment?
Risk assessments are conducted to assess the negative influences and potential losses related to a prospective goal or decision. The main practical purpose of risk assessment is to provide information, which can then be used to manage identified potential risks to avoid their occurrence or minimize their influence.
The fundamental concepts of risk assessment are probability (the chance an event will occur) and impact (the magnitude of the event if it occurs). Other concepts of risk assessment include, hazards, risk, risk perception, risk management etc.
Hazard is commonly defined as "the potential to cause harm". A hazard can be defined as "a property or situation that in particular circumstances could lead to harm" (Royal Society, 1992). Risk is a more difficult concept to define. The term risk is used in everyday language to mean "chance of disaster". When used in the process of risk assessment it has specific definitions, the most commonly accepted being "The combination of the probability, or frequency, of occurrence of a defined hazard and the magnitude of the consequences of the occurrence" (Royal Society, 1992).
Risk perception involves people's beliefs, attitudes, judgments and feelings, as well as the wider social or cultural values that people adopt towards hazards and their benefits. The way in which people perceive risk is vital in the process of assessing and managing risk. Risk perception will be a major determinant in whether a risk is deemed to be "acceptable" and whether the risk management measures imposed is seen to resolve the problem.
Risk management is the decision-making process through which choices can be made between a range of options which achieve the "required outcome". The "required outcome" may be specified by legislation by way of environmental standards, may be determined by a formalized risk-cost-benefit analysis or may be determined by another process for instance "industry norms" or "good practice". It should result in risks being reduced to an "acceptable" level within the constraints of the available resources.
III. What are the internal factors that should be considered for fraud risk assessment?
Internal factors that enhance the probability of fraud, theft, embezzlement include inadequate management controls or monitoring activities. 
Some internal factors that should be considered are:
· Absence of a culture that encourages honesty 
· Lack of clarity in job roles, duties, responsibilities, and areas of accountability
· Inadequate orientation and training on legal, ethical, fraud, and security issues
· Inability to articulate and communicate minimum standards of performance and personal conduct.
· Absence of company policy regarding sanctions for financial crime and breach of security.
· Failure to provide counsel or take action against unsatisfactory levels of performance or questionable personal behaviour that violates organisational principles
· Irregular audits, inspections, and follow-throughs to monitor compliance with organisational goals, policies, procedures, priorities and government regulations due to which there is a general lack of accountability in key positions.

IV. What is ‘intrinsic risk’?
Inherent Risk or intrinsic risk is the risk of a material misstatement in the financial statements arising due to error or omission or fraud as a result of factors other than the failure of controls (factors that may cause a misstatement due to absence or lapse of controls are considered separately in the assessment of control risk).
Inherent risk is generally considered to be higher where a high degree of judgment and estimation is involved or where transactions of the entity are highly complex.
For example, the inherent risk in the audit of a newly formed financial institution which has a significant trade and exposure in complex derivative instruments may be considered to be significantly higher as compared to the audit of a well-established manufacturing concern operating in a relatively stable competitive environment.
V. Define the term ‘residual risk’.
Residual risk is the risk or danger of an action or an event, a method or a (technical) process that, although being abreast with science, still conceives these dangers, even if all theoretically possible safety measures would be applied (scientifically conceivable measures).
That is a risk that remains after all efforts have been made to mitigate or eliminate risks associated with a business process or investment.  After a risk assessment, a residual risk may be known but not completely controllable, or, it may not be known. In the economic context, residual means “the quantity left over at the end of a process.
Residual risk will inevitably require one or two responses: no action, as the remaining risk is accepted, or action to mitigate or remediate through additional prevention or detection procedures.

QUESTION 2
Prepare a fraud risk assessment check list for any business of your choice.

	
S/n
	
Potential risk factors
	
Yes
	
No
	
Action / decision


	1
	Are there circumstances that might foster the temptation to engage in fraudulent financial reporting? Possible factors 
include: 
· •A significant portion of management’s compensation results from bonuses, stock options, or other incentives, the value of which is contingent upon the entity achieving unduly aggressive targets for Operating results, financial position, or cash flow. 

· The company will be unable to consummate a significant pending transaction, such as a business combination or contract award, if poor financial results are reported. 

· A management practice of committing to analysts, creditors, and other third parties to achieve what appear to be unduly aggressive or clearly unrealistic forecasts. 


· The company’s profitability is below industry standards or analyst expectations, and there is significant pressure to report improved results. 

· The company is experiencing a poor or deteriorating financial position, and management has personally guaranteed significant debt. 

· There are threats of imminent bankruptcy, foreclosure, or a hostile takeover. 

· There is uncertainty as to the status of the company’s significant business contracts, licenses, patents or other intellectual property. 

· The company is especially vulnerable to changes in interest rates, energy costs, or other commodities that fluctuate in price. 

· The company will need to report adverse financial results as a result of a significant recent transaction, such as a merger or acquisition. 

	
	
	

	2
	Is there an unusual amount of interest in maintaining or increasing the entity’s stock price or earnings trend? On the other hand, is there an unusual amount of interest in minimizing reported earnings for tax-motivated reasons? If either situation is a possibility, consider if the company is using unusually aggressive accounting practices. 
	
	
	

	3
	What is senior management’s attitude regarding internal control and the financial reporting process? Examples of potentially inappropriate behaviors include: 

· An ineffective means of communicating and supporting the entity’s values or ethics, or communication of inappropriate values or ethics. 

· Management failing to correct known internal control deficiencies on a timely basis. 

· Management setting unduly aggressive financial targets and expectations for operating personnel

	
	
	

	4
	Are there enough accounting and financial or information-technology staff to meet the company’s requirements? Is the existing staff effective, and do they have appropriate training and skills? 
 
	
	
	

	5
	What is the nature of the corporate governance system? Common components of good corporate governance systems are: 
· An independent audit committee 
· Employee hotlines 
· Code of corporate conduct 
· Policies that prohibit retaliatory actions against employees who provide information on suspected violations of company directives 

	
	
	

	6
	Do management attitudes support effective financial reporting? Examples of a lack of support include: 

· Non-financial management’s excessive participation in, or preoccupation with, the selection of accounting principles or the determination of significant estimates. 
· Financial reports do not provide full transparency to readers, e.g., they are unduly complex or hard to understand. 


	
	
	

	7
	Has any new computer hardware or software been installed recently? More sophisticated systems may not be fully understood by all parties, allowing some individuals to conceal inappropriate activities. 

	
	
	

	8
	How does the company’s financial and operational performance compare with industry norms? Is the company undergoing unusually rapid growth in income or profitability? 

	
	
	

	9
	What is the typical tenure of senior management
, outside legal counsel, or board members? High turnover can indicate problems. 

	
	
	

	10
	Are there positive relationships between the company and its outside advisors, such as bankers or legal counsel? 

	
	
	

	11
	Are there any significant relationships with vendors or customers that seem unusual or questionable? Does the company have an ongoing program to review vendor and customer “quality”? 

	
	
	

	12
	Have there been any new accounting, statutory, or regulatory requirements issued that could impair the financial stability or profitability of the company? 
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