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1. i. Fraud risk factors are events or conditions that indicate incentives to perpetrate fraud, opportunities to carry out the fraud, or rationalizations to justify a fraudulent action. There are three main categories of fraud risk factors related to fraudulent financial reporting, that is: management characteristics, industry characteristics and operating characteristics including financial stability.

· Management characteristics pertain to management’s abilities, pressures, style, and attitude as they have to do with internal control and the financial reporting process. These characteristics include management’s motivation to engage in fraudulent financial reporting—for instance, compensation contingent on achieving aggressive financial targets.

· Industry characteristics pertain to the economic and regulatory environment in which the entity operates, ranging from stable features of that environment to changing features such as 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 includes items such as the nature and complexity of the entity and its transactions, the geographic areas in which it operates the number of locations where transactions are recorded and disbursements made the entity’s financial condition, and its profitability. Other potential risk factors such as significant pressure on the company to obtain additional capital, threats of bankruptcy, or hostile takeover. 

The two primary categories of fraud risk factors related to asset misappropriation are susceptibility of assets to misappropriation and adequacy of controls.

· Susceptibility of assets to misappropriation refers to the nature or type of an entity’s assets and the degree to which they are subject to theft or a fraudulent scheme. 

· Adequacy of controls refers to the ability of controls to prevent or detect misappropriations of assets.



ii. Corruption entails the unlawful or wrongful misuse of influence in a business transaction to procure personal benefit, contrary to an individual’s duty to his or her employer or the rights of another. Common examples include accepting kickbacks and engaging in conflicts of interest. The following are some of the control mechanisms that can be adopted against corruption:

· Transparency and integrity in the asset procurement bidding process.

·  Rotation of employees through various vendor assignments.

· As a way of deterring the perpetrator from informing a partner about lower-bidding competitors, the use of private fax machines whereby bids are required to be submitted to persons other than those soliciting the bids.

· Establishment of a hotline and ensuring that vendors are aware of the hotline and encouraged to use it if any employee approaches them, seeking a bribe.

· A strong, enforced policy on disclosure of conflicts of interest, including receipt of gifts and gratuities by buyers.



iii. The following are the benefits of using analytical procedures in an audit:

· Detecting fraud

Analytical procedures help the auditor detect fraudulent activities by identifying changes in amounts, ratios, trends, or relationships and also unusual transactions or events. 

· Assessment of the entity’s ability to continue as a going concern.

Conducting analytic procedures may assist an auditor in determining a company’s current financial condition, its condition relative to competitors, whether the company is experiencing or may experience financial difficulty, and whether it is able to continue as a going concern.

· Indication of the possible presence of errors in financial statements.

When analytic procedures reveal differences between a company’s actual and expected performance, such differences could represent either accounting errors or irregularities.

· Implications for audit testing and procedures. 

When analytic procedures are performed during an audit and do not reveal differences or inconsistencies compared with expectations, material error or irregularity is less likely to be present. In these cases, it may be possible to perform fewer detailed tests of relevant accounts because the analytic procedures constitute substantive evidence supporting the fair statement of the related account balances. If analytic procedures do reveal differences, additional testing may be required during the audit.







iv. Rationalization is one of the three elements that are common in any fraud case according to the fraud triangle. The following are the common rationalizations for a fraudster, which tempts him to commit fraud:

· The company will make more money in the next financial quarter and no one will ever notice the missing money.

· This month’s fictitious accounting entry can be reversed by a counter-entry next month; therefore it is not exactly fraud. The company will not incur a loss.

· Management does not take supervision of internal controls and discipline seriously.

· Management itself is involved in dubious transactions in order to and maintains aggressive accounting policies.

· The people who have been rewarded with promotions have disregarded the means of achieving objectives and have focused only on the attainment of organizational goals.

· 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.

· The company overlooked my hard work and promoted some one 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.



v. Fraud risk factors need to be evaluated in context. That context can be defined as an understanding of the business of the entity and the general economic and market environment in which it operates; the presence of other fraud risk factors, if any; and the existence and effectiveness of mitigating controls. The following are some of the factors that can be considered when evaluating risk factors:

· Facts or circumstances that may constitute fraud risk factors in one context may have less significance in another. For example, a small owner-managed entity is likely to have in place less-sophisticated corporate governance structures and systems of internal control than is a large multinational organization. Basic elements such as independent supervision of management and segregation of duties between key operational and accounting functions may not be as well developed and may not even be practical in a smaller entity. Such matters might be cause for concern in a larger organization, but in a smaller one, their potential impact on fraud risk may be at least partially offset by the closer involvement of the owner-manager and perhaps by cultural differences.

· An adequate understanding of the entity’s business and its relationship with business partners, suppliers, and customers is crucial to the proper evaluation of fraud risk factors. 

· The ability to identify unusual or suspicious transactions, questionable financial ratios, and implausible explanations by management or others clearly implies an awareness and understanding of what is normal and expected in the context of the entity, the industry sector, and the general business and economic environment in which the entity operates.

· The auditor also considers the accumulation of fraud risk factors. In isolation, risk factors may not immediately set alarm bells ringing, but when the cumulative effect of these circumstances might be more persuasive of the existence of a risk of material misstatement due to fraud.

· The presence of all three conditions is not a prerequisite to the existence of a significant risk of material misstatement due to fraud, but the presence of even two conditions tends to create more persuasive grounds for concern.

·  Even if auditors can obtain reasonable assurance that internal controls are in place and operated effectively during the periods subject to audit, they should not discount the possibility that management or others may override controls or otherwise circumvent normal processes to manipulate results or balances. 

· The identification and evaluation of fraud risk factors should not be seen as a one-time-only process carried out and completed at the planning stage. Rather, it is a cumulative process that continues through the audit. Therefore the auditor must be vigilant and alert to misstatements indicating fraud throughout the investigation process, reviewing and altering their assessments on the basis of new evidence.



vi. The following are the three primary purposes for which analytical procedures are used.

1. Preliminary analytic procedures are used to develop an understanding of the company and to direct attention to high-risk areas in determining the nature, timing, and extent of audit procedures.

2. Substantive analytic procedures are used to obtain audit evidence to evaluate account balances.

3. Final analytic procedures are used to assess the propriety of audit conclusions in an overall assessment of the presentation of the financial statement.

2.  Circumstances may exist that create opportunities for management or other staff to commit fraud. Such opportunities are as a result of absence or ineffective controls, lack of supervision, or inadequate segregation of duties. The nature, size, or structure of the business may also pose some inherent risks that can provide opportunities for fraudulent activities. Certain types of transactions lend themselves more than others to falsification or manipulation, as do certain kinds of balances or accounts. Certain corporate and group structures may be more opaque and susceptible to misuse. And certain types of asset are more prone to misappropriation. 

Risk factors indicative of opportunities that could lead to material misstatements as a result of fraudulent financial reporting includes the following:

· Factors related to the nature of the industry in which the entity operates, the nature of the entity’s business and the transactions it enters into, and the manner in which they are recorded in the profit-and-loss account or balance sheet.

· The nature of the entity’s relationships with customers and suppliers and its position in its markets: the ability to dominate or dictate terms may create the opportunity for inappropriate or non–arm’s-length transactions.

· The degree of judgment involved in determining the level of income or expenditure or the valuation of assets or liabilities: Generally, a higher degree of judgment will give rise to a greater opportunity for deliberate manipulation. 

· The extent and effectiveness of supervision of senior management by independent corporate governance functions such as the audit committee, nonexecutive directors, and supervisory boards.

· The degree of complexity and stability of the entity or group.

· The overall control environment, including the continuity and effectiveness of internal audit, information technology, and accounting personnel as well as the effectiveness of accounting and reporting systems.

Opportunity may also exist by virtue of management’s role in the internal control structure and its ability to override or avoid existing controls. With regard to the risk of material misstatement resulting from misappropriation of assets, the risk factors best categorized as related to opportunity can be summarized as follows:

· Susceptibility of fixed assets, inventories, or other assets to misappropriation, depending on such variables as value, demand, portability, and convertibility.

· Weaknesses in the controls designed to safeguard assets, such as supervision, segregation of duties, employee screening, physical controls, reconciliations, and other accounting controls.

3.  The following are the questions the auditor might raise with management, in trying to identify fraud risk factors:

· Does management have knowledge of any fraud—whether related to financial reporting or to asset misappropriation—perpetrated, alleged, or suspected that could result in a material misstatement of the entity’s financial statements?

· Regardless of materiality, does management have knowledge of any fraud perpetrated, alleged, or suspected?

· Has management received any letters or communications from employees, former employees, analysts, short sellers, or others concerning allegations of fraud?

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

· Are there any specific fraud risks the company has identified or any account balances or classes of transactions for which a risk of fraud may be more likely to exist, and why?

· What programs and controls has management established to mitigate specific fraud risks that have been identified or to help prevent, deter, and detect fraud of other kinds? How does management monitor those programs or controls?

· How does management communicate its views on business practices and ethical behavior?

· How does management demonstrate behavior consistent with its views?

· What procedures are in place to monitor the operating locations or business segments of the business? Are there any particular subsidiary locations or business segments in which the risk of fraud is more likely?

· Has management reported to the audit committee or to others with equivalent authority and responsibility for the entity’s internal control concerning how management believes the internal control framework serves to prevent, deter, or detect material misstatements due to fraud?

· Has anyone asked a member of management or others within the company to withhold information from the auditor, alter documents, or make fictitious entries in the books?













      Case Study 

i. The forensic expert needs to investigate a money laundering case. He needs to gather information to prove whether the property was bought using dirty money or legitimate income. The following is the type of evidence that he could have gathered:

· Information on bank accounts, making every reasonable effort to determine the true identity and beneficial ownership of the accounts. Investigate also the possibility of offshore accounts.

· Analyze bank and credit card statements transactions for any unusual transactions such as frequent cash deposits and transfers in and try to identify their sources. Payments and transfers to other accounts also need to be traced to the beneficiaries and the type of goods or services supplied. Suspicious wire transfer activity, such as a high volume of transfers, or simultaneous transfers could be a red flag for possible illegal activities. Large cash deposits into night safe facilities or rapid increase of amount without rational reasons.

· Information on loan applications to look out for any questionable loans and loan practices, such as where borrowing customers put up assets held by third parties as collateral or early payoffs of large loans. 

· List of assets held and their documentation and how they were financed to identify any unexplained wealth. Identify any high value assets that were paid using cash. Invalid invoices may also indicate fictitious revenues or purchases. In accuracy of valuation of assets may also be a possible red flag.

· Employment contacts with current and former employees for information on remuneration.

· Information of businesses, investments and other sources of income that the suspect owns. Look out for any possibility of shell companies.

· Criminal background checking and drug clearance to identify any previous criminal offences.

· Tax returns filling information can also help identify income to which no tax was declared which could be possibly from illegal activities.  

· Interview the suspect, family members, neighbors, bankers, real estate agencies, employers and workmates to gather information about any known drug addiction behavior, involvement in any fraudulent activities at work or any secretive business activities that could link him to illegal dealings. 



ii. The following documents could have helped the forensic expert in gathering evidence:

· Bank records. This includes bank account opening documents, accounts details, bank statements, check books and loan applications.

· Credit cards records.

· Assets proof of ownership and valuation. These documents include title deeds, share certificates and invoices.

· Tax returns.

· Employment contracts.
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1.  i.  Fraud risk factors are events or conditions that indicate incentives to perpetrate fraud,  opportunities to carry out the fraud, or rationalizations to justify a fraudulent action.  There  are three main categories of fraud risk factors related to fraudulent financial reporting, that  is: management characteristics, industry characteristics and operating characteristics  including financial stability.      Management characteristics  pertain t o management’s abilities, pressures, style, and  attitude as they have to do with internal control and the financial reporting process.  These characteristics include management’s motivation to engage in fraudulent financial  reporting — for instance, compensat ion contingent on achieving aggressive financial  targets.      Industry characteristics  pertain to the economic and regulatory environment in which the  entity operates, ranging from stable features of that environment to changing features  such as 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  includes items such as the nature and   complexity of the entity and its transactions, the geographic areas in which it operates  the number of locations where transactions are recorded and disbursements made the  entity’s financial condition, and its profitability. Other potential risk factors s uch as  significant pressure on the company to obtain additional capital, threats of bankruptcy,  or hostile takeover.    The two primary categories of fraud risk factors related to asset misappropriation are  susceptibility of assets to misappropriation and ad equacy of controls.      Susceptibility of assets to misappropriation  refers to the nature or type of an entity’s  assets and the degree to which they are subject to theft or a fraudulent scheme.       Adequacy of controls  refers to the ability of controls to prevent   or detect  misappropriations of assets.     ii.  Corruption  entails the unlawful or wrongful misuse of influence in a business transaction  to procure personal benefit, contrary to an individual’s duty to his or her employer or the  rights of another. Common exa mples include accepting kickbacks and engaging in conflicts  of interest. The following are some of the control mechanisms that can be adopted against  corruption:      Transparency and integrity in the asset procurement bidding process.        Rotation of employees th rough various vendor assignments.  


