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1. Give short answers for the following questions:	(12)

i.  Explain the term ‘fraud risk factors.



In review of the past lectures, it is helpful to recall that fraud generally occurs when three conditions are present:

· Management or employees have an incentive or are under pressure.

· Circumstances exist that provide an opportunity for fraud to be perpetrated.

· Individuals involved are able to rationalize committing a fraudulent act.



     But because fraud is usually concealed, material misstatements due to fraud are difﬁcult to detect. Nevertheless, the auditor may identify events or conditions that indicate incentives/pressures to perpetrate fraud, opportunities to carry out the fraud, or attitudes/rationalizations to justify a fraudulent action. Such events or conditions are referred to as "fraud risk factors. "Fraud risk factors do not necessarily indicate the existence of fraud; however, they often are present in circumstances where fraud exists. 



And according to SAS 99, the three main categories of fraud risk factors are management characteristics (it is the management’s motivation to carry out financial reporting fraud or a reflection of the management’s abilities, style and attitude, the company’s internal controls, and the financial reporting process), industry characteristics (or the economic 
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and regulatory aspects of the environment in which the business entity operates), and operating characteristics and financial stability (or the nature of the business, the complexity of its financial transactions, the locations where transactions are recorded and disbursements are made, the geographic location of the company’s operating activities, the company’s profitability, and its general financial condition.





ii.  What control mechanisms could be adopted against corruption?



Detection of corruption and bribery are difficult to prove, because they are usually masked by legal transactions, such as purchases wherein the perpetrator of the fraud receives bribes in the form of kickbacks from the vendor. 

Moreover, internal controls usually focus more on deterrence than detection. Therefore, controls are usually designed to minimize the risk of corruption or fraud. The first step is to assess the areas that are most vulnerable to fraud. Listed hereunder are the control mechanisms that could be adopted against corruption:

· Transparency and integrity in the bidding process involved in asset procurement. 

· Frequent rotation of employees through different vendor assignments. 

· Using private fax machines and requiring the bids to be submitted to named individuals other than those soliciting the bids to prevent fraudsters informing their partners about lower bidding competitors. 
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· Establishing a hotline to enable vendors to complain should they be approached by someone seeking to bribe them.

· Enforcing a strong policy on the total disclosure of conflicts of interest, receipt of gifts, etc. 

· Corrupt schemes usually result in victim companies having to overpay for goods and services. Auditors might examine expenditure trends and analyse reasons for the increase in a declining trend, the purchase of unneeded items, or the purchase of necessary items at increased prices. Trending the company’s assets may reveal the purchase of unnecessary assets and inventory. For example, the discovery of excess inventory write-offs may indicate an attempt to make space for more purchases.



In addition to those mentioned above, the following are other warning signs of corruption schemes: 



· The same vendor for most orders. 

· Cost of materials or other purchases not consistent with related activities. 

· Extravagant lifestyles of buyers.
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· Managers outside the purchasing department making procurement decisions that favour key suppliers. 

· Terms and conditions in solicitation documents that restrict competition. 

·  Abnormally short time for responding to bids.



iii. Outline the main benefits of using analytic procedures in an audit process.



      Analytical procedure is a powerful tool that has the potential to increase the efficiency of the audits since it is relatively low-cost procedure that seems to have considerable power in identifying errors or irregularities and in guiding audits. Although the calculation of ratios and comparison of the trends are relatively easy tasks, the analysis of ratios and trends requires a good understanding of the client’s business and industry. Hence, analytical procedures are preferably handled by a more senior auditor within	the audit team. Below are the main benefits of using analytic procedures:

· Preliminary analytic procedures help in providing an insight into the company and point out high risk areas in order that that the nature, timing and extent of audit procedures might be determined accordingly. 

· Substantive analytic procedures are used in the evaluation of account balances and in obtaining audit evidence. 
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· Final analytic procedures carry out a final assessment of financial statements and assess whether audit conclusions are correct or not.



Additional benefits of analytical testing procedures include: 



•     Assessing the company’s ability to remain a going concern: Analytical procedures assess a company’s general financial performance, its performance relative to competitors, any future financial problems it may face, and whether it will be able to continue in business or is likely to go bankrupt. 

•     Indicating errors in financial statements: If analytical procedures reveal discrepancies between the company’s actual and expected performances, this may indicate accounting errors and irregularities. 

•   Implications for detailed audit testing and procedures: If analytical procedures do not reveal any inconsistencies between the company’s expected and actual performances, this may indicate that there are no material irregularities or errors. This would further imply that detailed audit testing may not be needed as the substantive evidence gathered by analytical procedures suggests that the company’s financial performance is fairly reflected in its financial statements. On the other hand, if analytical procedures find material irregularities, detailed audit testing becomes important.

In addition to the benefits mentioned above, analytical procedures can also help in identifying unexpected relationships. For example, auditors might use financial data obtained from ratio analysis, past trends, financial statements, etc. together with their past experience with the 
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company or with other companies in the same industry and link them with the actual performance/output of the company.



iv. What are the common rationalisations for a fraudster, which tempt him to commit fraud?

      The final component needed to complete the fraud triangle is rationalization.  This is the ability to persuade oneself that something he otherwise knows is wrong is acceptable.  A lot of mental gymnastics are obviously needed to do so, but that is the point.  If a person goes through those gymnastics, then what was wrong before is now okay. The basic known justifications are borrowing approach (borrow and pay it back later) and entitlement mentality (getting what he deserves for working hard) in addition to the atmosphere created by the management (how can the upper bosses managed to get away with it).   Below are the common rationalisations in details that could lure 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. 
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· 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 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.



v. Outline the important points to be considered when evaluating fraud risk factors.

 	

     SAS no. 99 requires auditors to assess fraud risks, but one of the problems practitioners have had with the previous standard on fraud is that they mistakenly believed “assessment” to mean they should describe the risk as high, medium, or low. That is not how “assessment” is meant to be interpreted in SAS no. 99.     

     Risk factors can only be identified and evaluated with a thorough understanding of the context, i.e. the environment in which the business operates, the business entity’s structure and culture, and its internal controls. It is also important to understand the presence and effectiveness of mitigating factors that reduce the risk the fraud.



     When assessing risks, the new SAS has two additional requirements. The auditor should:
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· Presume improper revenue recognition is a fraud risk. The clear majority of fraudulent financial reporting schemes involved improper revenue recognition. SAS no. 99 states that you “should ordinarily” presume there is risk of material misstatement due to fraud relating to revenue recognition. If you do not identify improper revenue recognition as a risk of material misstatement due to fraud, you should document the reasons supporting this conclusion.

· Always identify the risks of management override of controls as a fraud risk. Those who have studied fraudulent financial reporting have noted that risk of management override is unpredictable, and, therefore, it is difficult for auditors to design procedures to identify and assess it. For that reason, management override always should be addressed in the design of audit procedures.



The act of identifying and evaluating risk factors of fraud is a cumulative process; it is not something that is undertaken only at the planning stage. Every stage of an audit involves the auditors being vigilant and alert to misstatements indicating fraud. They might then alter their assessments on the basis of new evidence. Auditors may come across new information at the following stages: 



· Planning and risk assessment. 

· Discussions with employees or with management. 

· Audit tests such as control testing, substantive or analytical testing. 

· Review of audit.
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vi. Analytic procedures are used throughout the audit process for three primary purposes. What are they?

Analytic procedures that are used during audits fulfil three basic purposes:

· Preliminary analytic procedures help in providing an insight into the company and point out high risk areas in order that that the nature, timing and extent of audit procedures might be determined accordingly. 

· Substantive analytic procedures are used in the evaluation of account balances and in obtaining audit evidence. 

· Final analytic procedures carry out a final assessment of financial statements and assess whether audit conclusions are correct or not.



2. Circumstances may exist that create opportunities for management or other staff to commit fraud’. Discuss.                                                                                                   (5)



     The biggest factor in The Fraud Triangle is the opportunity, because it is impossible to commit fraud without having this window to do so. Moreover, such circumstances may also attract a person who is not generally dishonest to deceive or commit fraud. Factors include weak or ineffective controls, poor division of duties, and lack of supervision.  Sometimes the nature and size of a business provides an inherent opportunity to fraudsters. For example, the number and types of transactions and the kinds of balances and accounts may be vulnerable to manipulation or falsification. Similarly, certain 



organizational structures and assets are more prone to fraud than others. To enumerate further below are the circumstances that provide opportunities:ASSESSMENT #
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· The nature of the industry and the business, the kind of business transactions, and the manner in which records and accounts are maintained. 

· The way in which a business interacts with its customers and suppliers, and its position in the market. For example, if a business dictates its terms and dominates the market, it may be prone to inappropriate transactions. 

· The extent of deliberation and judgement that goes into determining income and expenditure levels and the valuation of assets and liabilities. 

· The level of supervision of senior management by independent entities, such as external audit teams, supervisory board, and non-executive directors. 

· The stability of the organization and the complexity of its structure. 

· The organization’s control environment, i.e. its effective internal controls, effective accounting systems, information technology and efficient accounting personnel.

  	                                                                                   



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 should an auditor ask the management?                                                                                                                (5)



     SAS 99 (Statement on Auditing Standards) states that carrying out inquiries with management and others, analytical procedures, evaluation of fraud risk and information-gathering lead to the identification of fraud risk factors.
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“Management and others” include executive management, internal audit team, audit committee, and those inside the organization who are directly involved with operational duties. The following are some of the most important questions an auditor might ask during the course of his/her inquiries: 

· Is the management aware of any alleged, suspected or perpetrated financial misstatement or asset misappropriation that might have resulted in material misstatement in the organization’s financial statements? 

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

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

· What are the risks of fraud in the organization according to the management? 

· 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? 

· 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? 

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

· Is the management’s behaviour consistent with these views? 

· How are the company’s operating locations and other business segments monitored? Are there certain segments that are more prone to fraud? 
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· Did the audit committee or any other authority receive a report from the management regarding the entity’s 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. 

· 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?



Audit committee is included in the definition of the “Management”. The auditor should ask the audit committee the following questions as well: 

· What is the audit committee’s evaluation of fraud risk? 

· Does the audit committee know of any fraudulent activity that has occurred, is alleged to have occurred or is suspected of having occurred? 

· How does the audit committee supervise activities that are linked to the risk of fraud and monitor controls designed to mitigate fraud risks? 

· How does the audit committee rate and assess the management’s efforts to prevent fraud? 

· External auditors must have a fair understanding of the activities of internal auditors. In multinational companies, for example, external auditors might obtain information on how internal auditors are conducting their jobs in each location. The following questions may help auditors assess the objectivity and effectiveness of internal auditors: 

· How do internal auditors view fraud risk? 
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· What audit procedures have been put in place by internal auditors to detect and prevent fraud? 

·  What results have these procedures produced? 

· Do internal auditors know of any instances where fraud has occurred or do they suspect fraud anywhere? 

· How has the management reacted to findings of internal audit? Has this reaction been satisfactory? 

· Have the internal auditors experienced any limitations concerning access to information, timing of the review or the kind of information they are allowed to review?





Case Study	          (8)

A man was on remand in prison having been charged with drug dealing. No drugs were ever found and the evidence against him was simply that he owned a number of properties but worked as a cleaner in a local factory. The implication was that the property purchases could only have been funded from the proceeds of crime. The man denied this. A forensic expert was instructed to review the man’s financial affairs and explain how the man funded his lifestyle.

The expert made a detailed review of the man and his family’s financial affairs, starting at the time he bought his first property. The records explained the sources of all the funds used to buy the properties. It showed how the man had used equity created through the legitimate purchase and sale of other properties to create his portfolio and support his family’s lifestyle. The court accepted this fraud investigation report in its entirety and the man was released from remand without charge.
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i. What type of evidence do you think the expert would have gathered for his report?

ii.  Which documents could have helped the forensic expert in gathering evidence?



ANSWER:



Case analysis situation outline:



- A factory cleaner, a man, was imprisoned for drug dealing allegations due to the implication that such illegal crime could have been funded his property purchases. This is an offense that falls under *money laundering with the alleged evidence of criminal property as the proceeds of such illegal act / criminal conduct.    

- No drugs were ever found as evidence that would corroborate such allegation of criminal conduct, hence the denial from the defendant.

- A forensic expert was hired to conduct a fraud investigation by examining the man and his family’s financial affairs in details to prove that the properties are criminal property, the investigation eventually proved the legitimacy of his lifestyle that lead to his release.

- It was concluded that the man has built up his portfolio by buying and selling properties using equity/loan.  
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i. Gathering of evidence

As this is a case of a suspected proceeds of a money laundering, the investigation reports should primarily include the purpose of presenting sets of evidence to support the indictment. And the duty or the burden of proof, is usually on the person who brings the claim in a dispute, in this case, the authority’s. Therefore, the gathering of such evidence is to basically prove that property is "criminal property" (i.e. the proceeds of crime) and the forensic expert must show the property: (a) constitutes benefit from criminal conduct or that it represents such a benefit (in whole or part and whether directly or indirectly) and; (b)the alleged offender knows or suspects that it constitutes or represents such a benefit. Conviction is maybe liable to imprisonment or fine. (**see below footnotes on Sec 327 offence). Typically, evidence of the criminal origin of proceeds may be provided in money laundering proceedings by:

· Accomplice evidence;

· Circumstantial evidence and/or other evidence;

· Forensic evidence (e.g. contamination of cash with drugs) from which inferences can be drawn that money came from drug trafficking;

· Evidence of complex audit trails, from which an accountancy expert may be able to conclude that the complexity of the transactions indicate that the property was the proceeds of crime. While this was not a money laundering prosecution, by analogy, it would seem permissible for a witness to give expert evidence that the facts lead him to the conclusion that the property was the proceeds of crime);

· Evidence of the unlikelihood of the property being of legitimate origin - Where the prosecution proves that the man has no legitimate explanation for possessing the property in question a jury may be willing to draw an inference that it is proceeds of crime;
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     	     Further investigation is carried out by targeting the way in which the benefit was acquired, a money laundering investigation focuses on the existence of the benefit itself. The very fact that the man is in possession of suspected criminal property (proved to the criminal standard) means that he could be charged with money laundering in addition to any other offence he may have committed.

It may not be necessary to prove the offence which resulted in the benefit; the benefit itself and the circumstances surrounding it may be enough to support a charge of money laundering.

The intention is that these powers should be applied to him where there is evidence that he has been living a criminal lifestyle. It is not the intention that this legislation is used to deal with minor offences of handling stolen goods. Investigators, therefore, need to provide enough evidence for an individual charge, and at least substantial intelligence that the individual has been living a criminal lifestyle.

The following checklist describes how a money laundering case might be built around the following scenario:

Intelligence suggests the defendant is involved in drugs supply and has assets and/or expenditure that is not justified by his lawful income of just being a factory cleaner. There is insufficient evidence available to prosecute the defendant for drugs offences.

1. Use financial investigation to establish lawful income, expenditure and assets since 24 February 2003.

2. Obtain additional evidence to support the inference a jury may be asked to make from any asset-income disparity, for example:
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· previous convictions/bad character

· association evidence

· drug contamination (on items such as cash and phones)

· circumstances of covert meetings

· whether or not the transactions make commercial sense

· anti-surveillance tactics

· unexplained cash in bank accounts

· the suspect’s legitimate income

· the suspect’s expenditure (if expenditure is more than the legitimate income, where is the difference coming from?)

· provable lies, and

· false records.

3. Arrest and interview, including full financial interview.

4. Restraint order.

Consideration of money laundering charges should be based on unexplained assets, unexplained expenditure and lack of credible explanation, together with any supporting evidence.



In the event that the forensic expert was not able to provide the required evidence to prove that the property in question is the benefit of a particular or a specific act of criminal conduct, as such an interpretation would restrict the operation of the legislation. The forensic expert needs to be in a position, as a minimum, to be able to produce sufficient circumstantial evidence or other evidence from which inferences can be drawn to the required criminal standard that the property in question has a criminal origin. In e case of the defendant, he was eventually released as there was no sufficient evidence that was established upon further checking of other documentation.

[bookmark: _GoBack] ii         Documents as proof of innocence.                                                                           A      As the case stated, there was a failure to establish the proof that a criminal act was committed, therefore a thorough investigation must also be conducted to gather the evidence as proof of innocence, this time using supporting documents verifying a “reasonable certainty” that the properties are indeed products of a legal transaction. Although, proving the net worth of an individual could be an ideal inclusion as part of the investigation, which could take several years prior to the year in question in order to establish such reasonable doubt, an examination on the financial status of the man according to his claims that his other source of income apart from being a factory cleaner is from buying and selling of the properties can be a lone basis to look into. The forensic expert's investigation will include, but not be limited to (a) subpoenas to financial institutions for records (in the UK : Use Proceeds Of Crime Act 2002 (POCA) information orders to obtain bank and building society account information to identify the existence of sums of cash and assets.) including mentioned equity record / loans and payment records. (If a search is conducted at a suspect’s home address, look for evidence of wealth and spending, such as designer clothing, luxury electrical goods, large sums of cash, bank statements and credit card receipts.) (b) checks of local real estate records for purchase/sale/ownership. (Land titles / records of capital gain tax filed as part of the income tax return/declaration; contract to sell. (c) checks of local probate records for inheritance (this could have contributed to his current worth long before the portfolio was established). and (d) interviews of witnesses of his legitimate business (buy and sell), like past clientele.ASSESSMENT #
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 *Money laundering includes counselling, aiding or abetting or procuring. It should be noted that convictions for money laundering under sections 327 and 328 attract the use of the lifestyle assumptions under S.75 and schedule 2 Proceeds of Crime Act 2002.Under the pre-existing law was that there were separate offences for drug money laundering under the Drug Trafficking Act 1994 and non-drug offences under the Criminal Justice Act 1988. The Crown sometimes had difficulties in pinpointing for the purposes of charging under the appropriate Act the source of the criminal proceeds, see R v Ali & Others [2005] EWCA Crim 87).Offences under S.327, 328 and 329 replace the parallel drug and non-drug money laundering offences with single offences that do not distinguish between the proceeds of drug trafficking and other crime.

**Section 327 offence - Concealing criminal property etc.Section 327 simplifies and replaces S.49 of the Drug Trafficking Act 1994 and S.93C of the Criminal Justice Act 1988. See (Archbold 2006 33-11)The actus reus of the offence under S.327 is:concealing criminal property;disguising criminal property;converting criminal property;transferring criminal property;removing criminal property from England and WalesIt is an either way offence. A person convicted of an offence under this section is liable to imprisonment for 14 years or a fine or both.



Additional note : The CPS is required to report how it has contributed to the overall national Assets Recovery Strategy. Accordingly, Areas are required to keep records of money laundering prosecutions as instructed and submit quarterly returns (via Area Business Managers).

















Source: http://accounting-financial-tax.com

              https://nonprofitupdate.info

              http://www.journalofaccountancy.com

              http://www.cps.gov.uk/legal/p_to_r/proceeds_of_crime_money_laundering/#Proving_that_property

              http://www.cps.gov.uk/legal/p_to_r/proceeds_of_crime_money_laundering/#Proving_that_property
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