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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. 
	1. Give short answers for the following questions:
I. Explain the term ‘fraud risk factors.’  
Answer:
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.
II. What control mechanisms could be adopted against corruption?  
Answer:
· Board commitment to fundamental values of integrity, transparency and accountability
· Developing an anti-corruption programme with corrections measures and punishment measures 
· The human resource policies and practices relevant to the Programme should be developed and undertaken in consultation with employees, and employee representatives 
· The enterprise shall prohibit bribery in any form, whether direct or indirect
· The Programme should be tailored to reflect an enterprise’s particular business circumstances and corporate culture, taking into account such factors as size, nature of the business, potential risks and locations of operation. 
· Employees should be involved in the implementation of the programme 
· Fair and Justified salaries to employees
· Implementation of profit Sharing Programme
· Segregation of Duties 
· Strong Internal Control and Periodic Auditing (Operations Spot Check – Managers Duties transfer to other people – Industries Social Network Analysis) 
· Preventing conflicts of interest by imposing restrictions, as appropriate and for a reasonable period of time

III. Outline the main benefits of using analytic procedures in an audit process.
Answer:
Analytical procedures consist of ‘evaluations of financial information through analysis of plausible relationships among both financial and non-financial data’. They also encompass ‘such investigation as is necessary of identified fluctuations or relationships that are inconsistent with other relevant information or that differ from expected values by a significant amount’ (ISA 520). A basic premise underlying the application of analytical procedures is that plausible relationships among data may reasonably be expected to exist and continue in the absence of conditions to the contrary.
Analytical procedures are used for the following purposes:
a. To assist the auditor in planning the nature, timing, and extent of other auditing procedures
b. As a substantive test to obtain evidential matter about particular assertions related to account balances or classes of transactions
c. As an overall review of the financial information in the final review stage of the audit
IV. What are the common rationalisations for a fraudster, which tempt him to commit fraud?  
Answer:
· The organization owes it to me.
· I am only borrowing the money—I will pay it back.
· Nobody will get hurt.
· I deserve more.
· It’s for a good purpose.
· We’ll fix the books as soon as we get over this financial difficulty.
· Something has to be sacrificed—my integrity or my reputation. (If I don’t embezzle to cover my inability to pay, people will know I can’t meet my obligations and that will be embarrassing because I’m a professional.)

V. Outline the important points to be considered when evaluating fraud risk factors.  
Answer: 
Factors influencing an organization’s risk:

· Nature of the business it is in

· The environment in which it operates

· The effectiveness of its internal controls 

· The ethics and values of the company and its employees

VI. Analytic procedures are used throughout the audit process for three primary purposes.  What are they?  
Answer:
Analytical procedures are used throughout the audit process and are conducted for three primary purposes:
I. Preliminary analytical review – risk assessment
Preliminary analytical reviews are performed to obtain an understanding of the business and its environment (e.g. financial performance relative to prior years and relevant industry and comparison groups), to help assess the risk of material misstatement in order to determine the nature, timing and extent of audit procedures, i.e. to help the auditor develop the audit strategy and programme.

II. Substantive analytical procedures
Analytical procedures are used as substantive procedures when the auditor considers that the use of analytical procedures can be more effective or efficient than tests of details in reducing the risk of material misstatements at the assertion level to an acceptably low level.

III. Final analytical review 
Analytical procedures are performed as an overall review of the financial statements at the end of the audit to assess whether they are consistent with the auditor’s understanding of the entity. Final analytical procedures are not conducted to obtain additional substantive assurance. If irregularities are found, risk assessment should be performed again to consider any additional audit procedures are necessary.
2. ‘Circumstances may exist that create opportunities for management or other staff to commit fraud’. Discuss
Answer:
Fraud in the accounting and auditing areas 
Fraudulent financial reporting is an intentional misstatement or omission of amounts or disclosures with the intent to deceive users. Two examples of fraudulent financial reporting are accelerating the timing of recording sales revenue to increased reported sales and earnings, and recording expenses as fixed assets to increase earnings. Misappropriation of assets is fraud that involves theft of an entity’s assets. Two examples are an account payable clerk issuing payments to a fictitious company controlled by the clerk, and a sales clerk failing to record a sale and pocketing the cash receipts. 
 Conditions for Fraud
The three conditions of fraud referred to as the “fraud triangle” are (1) Incentives/Pressures; (2) Opportunities; and (3) Attitudes/Rationalization. Incentives/Pressures are incentives of management or other employees to commit fraud. Opportunities are circumstances that allow management or employees to commit fraud. Attitudes/Rationalization are indications that an attitude, character, or set of ethical values exist that allow management or employees to commit a dishonest act or they are in an environment that imposes sufficient pressure that causes them to rationalize committing a dishonest act.
The following are example of risk factors for fraudulent financial reporting for each of the three fraud conditions:
Example 1: Circumstances Affecting a Company 
1. Incentives/Pressures - The Company is under pressure to meet debt covenants or obtain additional financing.

2. Opportunities – Ineffective oversight of financial reporting by the board of directors allows management to exercise discretion over reporting.

3. Attitudes/Rationalization – Management is overly aggressive. For example, the company may issue aggressive earnings forecasts, or make extensive acquisitions using company stock.
 Example 2: Circumstances Affecting an Individual
The following are example of risk factors for misappropriation of assets for each of the three fraud conditions:
 
1. Incentives/Pressures - The individual is unable to meet personal financial obligations.

2. Opportunities – There is insufficient segregation of duties that allows the individual to handle cash receipts and related accounting records.

3. Attitudes/Rationalization – Management has disregarded the inadequate separation of duties that allows the potential theft of cash receipts.
From the two examples above – it is obvious that different circumstances affect the fraudsters to be immoral or being dishonest; “The frauds committed in the past compare to frauds committed today and frauds that will be committed tomorrow do have several different circumstances and conditions but are all related and can be classified into the fraud triangle factors. 
Circumstances affect all players in the society from the political decision makers to the blue color employees 
Another example here that I wish to discuss is the scandal of the case about using horses meat instead of beef meat to prepare and sell ready made food at cheaper prices in the EU especially in France:
I will resume the Circumstances and Conditions on the plausible occurring of that Fraud as Follows:
Using Horse Meat for Ready Made Food Scandal in France:
	Pressure 
	Opportunity 
	Rationalisation 

	Need to prepare cheap and affordable food for the society 
	Large Distribution Shops and Supermarkets are not willing to pay a higher price – they have a budget price that need to be met 
	Eating is a basic needs that Human should have 

	Economic Conditions of French Citizens are on the decreasing Part 
	EU allowed for free trade among states members 
	Horses meat is as good as beef meat and was eaten since the last centuries

	Cost of Living is very High 
	Custom controls are different and not that stringent 
	It will not harm anybody as horse meat is as nutritional as beef 

	Sourcing for cheaper raw materials to meet society demand 
	Labeling and Marketing Media’s are something that 90% of the Society don’t read and understand 
	Commercialization of horse meat is allowed in the legislation 

	Vendors and Industries should be economically viable 
	Immoral practices are acceptable by large economic players 
	Advertising and Marketing Companies will do the rest

	
	Too many vendors and brokers in between the manufacturer and the customers so the origin of the raw materials will not be able to trace. 
	








4. 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 should be targeted on the Financial Part and Non Financial Part of the Business Activities and Mode of operations: These can be resumed as follows: 
· Are they new executives or directors? 
· Did they work their way up within the organization or were they brought in from the outside? 
· Have they been executives or directors in other organizations, and if so, what types of organizations?
· Have they had any previous regulatory or legal problems, either personally or with organizations they have been associated with?
· Is their personal worth tied up in the equity of the organization?
· Does management have millions or even hundreds of millions in stock options, restricted stock or outstanding stock? 
· Is management under pressure to deliver unrealistic results? 
· Is management compensation primarily performance based? 
· Are there debt covenants or other financial measures that must be met? 
· Is management's job at risk? 
· Does management communicate its views on ethical behavior to all employees? 
· Does management have programs and internal controls designed to prevent, deter, and detect fraud? 
· Does management discuss with the audit committee of the board of directors how its internal control system serves to prevent, detect, and deter fraud? 
· Does management understand the fraud risks specific to its business? 
· Does management monitor fraud risks relevant to specific components or divisions within the entity? 
· Does management have any knowledge or suspicion of fraud? 
· Is management aware of any allegations of fraud? 
· Have there been significant changes in the makeup of management or the Board of Directors?
· Has there been a high turnover of management and/or Board members?
· Do any members of management or the Board of Directors have criminal backgrounds?
· Are there other issues related to the backgrounds of key members of management or the Board of Directors?
· Does management have an incentive to use inappropriate means to minimize reported earnings for tax reasons?
· Are there other significant issues related to the motivations of management and Board members?
· Who are the key members of management and/or the Board of Directors who have the most influence?
· Are there one or two key people who dominate the organization’s leadership?
· Is the management style of the organization more autocratic or democratic?
· Is the organization's management centralized or decentralized?
· Does management use ineffective means of communicating and supporting the entity's values or ethics, or do they communicate inappropriate values or ethics?
· Does management fail to correct known reportable conditions in internal control on a timely basis?
· Does management set unduly aggressive financial targets and expenditures for operating personnel?
· Does management have too much involvement in or influence over the selection of accounting principles or the determination of significant estimates?
Case Study
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.
i. What type of evidence do you think the expert would have gathered for his report?  
Answer:
A. Evidence No. 1 – No drugs have ever been found which denote that he is innocent of the charges and the pursuant has failed to produce the burden of proof in court
B. Evidence No. 2 – The expert report shows step-by-step the process on how he bought his first property by legitimate money and how he created his equity by placing investment and growing his funds. 
C. Evidence No. 3 – Working as a cleaner this does not implies that he is not educated or coming from a wealthy family holding lots of immovable properties or even cash in hand or in banks. 
D. Evidence No. 4 – The report explains the source of fund used to buy the property and also gives an indication on the sale of other properties which he might have as inheritance from his family or relatives justifying evidence number 3 above without forgetting that he may have his savings invested too. 
E. Evidence No. 5 – All his activities are legitimate i.e. supported by proper documentations and records within the legal framework and it was accepted by the court in its entirety
ii. Which documents could have helped the forensic expert in gathering evidence?  
Answer:
· Source of funds – Bank Loan Certificate or his own savings that was used to pay the acquisition. 
· Investment and Equity Certificates on how he has grow his funding’s and portfolio
· Income tax certificate to show his revenues and expenses and amount of tax paid to the authority.
· His banking account statement (saving and current) 
· Being in the real investment activities may be he has an audit company working for him or he has a CPA working for him showing all his returns and financial auditing.
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