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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. 
	1i. Explain the term ‘fraud risk factors.’  

Answer

A fraud risk factor is a factor that makes it more likely that a fraud will occur or is occurring in a business.
Fraud risk factors can be divided into three main categories namely management characteristics, industry characteristics, and operating characteristics.

· Management characteristics relate to management’s motivation to carry out financial reporting fraud, such as increased involvement in setting accounting principles and financial estimates for the company, responsibility to achieve aggressive financial targets, tension between external auditors and senior management, a history of violations, high senior management or board member turnover, etc. These characteristics are a reflection of the management’s abilities, style and attitude, the company’s internal controls, and the financial reporting process.  
· Industry characteristics are the economic and regulatory aspects of the environment in which the business entity operates. They include both stable and volatile features, such as new financial regulations, increased competition, market saturation, and the adoption of more aggressive accounting policies by the company in order to keep up with the industry.  
· Operating characteristics and financial stability include 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.  

1ii. What control mechanisms could be adopted against corruption?  

Answer

It is difficult to detect corruption because it is concealed by legal transactions. Internal controls usually focus more on deterrence than detection because it is hard to detect corruption.  Controls therefore are usually designed to minimize the risk of corruption or fraud. 

Control mechanisms that can be adopted against corruption include

1. Identification of areas most prone to fraud
2. Ensuring transparency and integrity in the bidding process involved in asset procurement.  
3. Frequent rotation of employees through different vendor assignments.  
4. Requiring the bids to be submitted to named individuals other  than those soliciting the bids in order to prevent fraudsters informing their partners about lower- bidding competitors. 
5. Establishing a hotline to enable vendors to complain should they be approached by someone seeking to bribe them. 
6. Enforcing a strong policy on the total disclosure of conflicts of interest, receipt of gifts, etc. 
7. Auditors might examine expenditure trends and analyze reasons for the increase in costs, 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. Excessive inventory write-offs for example may indicate an attempt to make space for more purchases. 

1iii.Outline the main benefits of using analytic procedures in an audit process. 

Answer

The main benefits of using analytic procedures in an audit process are 
· Providing company insight and highlighting high- risk areas in order that the nature, timing, and extent of audit procedures might be determined accordingly.
· Evaluation of account balances and obtaining audit evidence.
· Carrying out a final assessment of financial statements and assess whether audit conclusions are correct or not.
· 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. This would further imply that detailed audit testing may be needed
· Determining the need 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.

Auditors might also use financial data obtained from ratio analysis, past trends, financial statements, together with their past experience with the company or with other companies in the same industry and link them with the actual performance/output of the company.

Analytical procedures can therefore draw comparisons between
· Current data of the organization versus historical data from previous accounting periods.
· Actual company data versus budgeted amounts and forecasts.
· Financial data of the organization versus the industry’s data or data from a comparable company.
· Financial data of the company versus its operational data i.e. production levels, the number of employees, area in square feet, etc.
· Data regarding one segment of the company versus those from another segment, such as comparing data on the basis of product, location, employees or division.
· Actual data of the company versus expected results determined by the auditors.


1iv What are the common rationalizations for a fraudster, which tempt him to commit fraud? 

Answer

1. “It is a loan, which I fully intended to pay back.”
2. “Accounting rules are confusing and open to interpretations. My financial transactions were completely acceptable according to accounting rules.” (Lack of clear cut organizational directives with regards to fraud and corruption)
3. “My superiors have been doing it for years?” (Corrupt Organizational culture)
4. “It is common practice for people in this industry”  (Corrupt organizational culture)
5. “ I do not get health insurance and my  salary does not cover our expenses.” (Poor working conditions)
6. “I did it to save the jobs of people in my whole division. If I had not made up a few accounting entries, the bosses would have known that we were not making 
budgeted profits and our whole division would have been fired” (Job security)
7. 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 




1V. Outline the important points to be considered when evaluating fraud risk factors. 

Answer

Important points to be considered when identifying and evaluating risk factors include 
· 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 have an understanding of the presence and effectiveness of mitigating factors that reduce the risk the fraud. 
The context and circumstances determine the significance of risk factors. A small business, for example, will have a less developed internal control mechanism than a large corporation. 
In a small organization, supervisory management committees, audit committees, and the segregation of accounting and operational duties may not be as well defined and developed as in a large corporation. The influence of these circumstances on a small company’s risk factors is offset by the fact that there is more involvement of the owner/manager in the day-to-day affairs of the business. 
Auditors should obtain a thorough understanding of the normal functions of the business entity, the overall industry in which it operates and the economic environment. Auditors and fraud investigators should also have an adequate understanding of the business entity’s relationship with its suppliers, customers, and business partners. 
Auditors should also thoroughly understand the control mechanisms in place, which may lessen the risk factor of fraud.


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. Risk factors thus should be evaluated at all stages of an audit including the audit review stage. 

1VI. Analytic procedures are used throughout the audit process for three primary purposes. What are they? 

Answer

The three primary purposes of Analytic Procedures are
Providing an insight into the company in the preliminary stage and pointing out high- risk areas in order that that the nature, timing and extent of audit procedures might be determined accordingly.  
Evaluation of account balances and obtaining audit evidence during the audit proper.  
Final assessment of financial statements and assessment of audit conclusions upon conclusion of audit and as part of the audit review.

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

Answer

The circumstances that may exist for Management and other employees to commit fraud are the components of the fraud triangle. All three of which must exist for fraud to take place.

The components of the fraud triangle are
· Incentive and pressure
· Opportunity and 
· Rationalization and attitude

Incentive and Pressure: Sometimes managers and employees give in to incentive or organizational pressures and commit fraud. Usually, employees’ remuneration, promotions, or bonuses are dependent on their individual performance or their division’s output. In such cases, they may have an incentive to manipulate results or put pressure on other employees to commit fraud. 

Opportunity: There must be an opportunity for a fraudster to commit fraud and a perception that a fraud can be committed with impunity. Even a person who is inclined to commit fraud and is determined to do so needs suitable circumstances that will help him/her execute his/her plans. Moreover, such circumstances may also tempt a person who is not generally dishonest to deceive or commit fraud. Factors that provide opportunities for fraud include weak or ineffective controls, poor division of duties, and lack of supervision. 
Rationalization and attitude: A person’s inclination to commit fraud can also be directly linked to their moral values and personal circumstances. A person’s ethical behavior is determined by personal character as well as certain external factors. These factors include but are not limited to job insecurity originating from downsizing, a negative environment at work, limited promotion prospects. According to these factors, some individuals are more vulnerable to becoming fraudsters than others. 

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? 


Answer

Questions an auditor might ask management in the context of identifying fraud risk factors are

1. What is the management’s evaluation of fraud risk? 
2. Has the management receive any letters or other communications by ex-employees, analysts, etc alleging fraudulent activity?
3. What are the risks of fraud in the organization according to the management?
4. 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?
5. 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?
6. What are the management’s views on ethics and business morals and how are these views communicated to employees?
7. Is the management’s behaviour consistent with these views?
8. How are the company’s operating locations and other business segments monitored? Are there certain segments that are more prone to fraud?
9. 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.
10. How has the management reacted to findings of internal audit? Has this reaction been satisfactory? 

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

For the report of the Forensic expert, the following evidence will be needed for his report

· A detailed review of the man’s financial affairs, starting at the time he bought his first property. 
· Analysis of his various bank accounts showing inflows and outflows of funds
· Third-party evidence, i.e. investors in his property schemes, buyers, tax payments etc.
·  A detailed report referencing the evidence gathered clearly showing the movements of funds into, out of, and between the accounts. 

These records should adequately explain the sources of all the funds used to buy the properties, how the man had used equity and the legitimate purchase and sale of other properties to create his portfolio.


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

Answers

Documents, which would have helped the forensic expert, gather evidence would include
· Various Bank statements detailing movement of funds
· Sale and purchase agreements for the properties in question
· Mortgage documentation
· Title deeds for the property
· Detailed analysis showing equity and debt invested in the portfolio, and the profits generated from buying and selling said properties.
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