[image: BOLC_Logo]                                                                  
 (
   
Assignment Cover Sheet
)



	Student Name:
	Susan Gaffar

	Student Number:
	2359

	Course:
	Forensic Accounting

	Assignment NO:
	4



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. 
	Please insert your completed assignment ( in word format)  here:













[bookmark: _GoBack]






Student Statement:

By submitting this assignment, I confirm that this is my own work.



	Student Signature
	Susan Gaffar
	Date
	8h January,2017




For Tutor / Assessor Use Only
	Total Marks
	

	Marks Obtained
	

	Percentage / Grade
	













Microsoft_Word_Document1.docx
		Susan Gaffar

		2359

		Assignment 4

		Forensic Accounting



 

1. (i) The three main characteristics of fraud risk factors are management characteristics, industry characteristics and operating characteristics (including financial stability), according to Statements on Auditing Standards 99 (SAS 99).

 

(a) Management characteristics pertain to the management’s abilities, pressure, style, and attitude as they relate to the company’s internal control and financial reporting process. These characteristics include management’s motivation to engage in fraudulent financial reporting, for example compensation contingent on achieving aggressive financial targets, excessive involvement of non-financial management in the selection of accounting principles, high turnover of senior management, counsel or board members, strained relationship between management and external auditors and any known history or security violations. 

	    

It has been proven by the base line model which incorporates the risk of fraud, that management integrity is the major factor in reducing the risk of fraud, even in an environment of high incentives and opportunities.

Specific examples of fraud risk factors for Fraudulent Financial Reporting and Misappropriation Assets are identified by AU 316.85 (Appendix examples of Fraud Risk Factors).



Incentives/Pressure Factors



1. Excessive pressure exists for management to meet the requirements or expectations of third parties due to the following:



· Profitability or trend level expectations of investment analysts, institutional investors, significant creditors or other external parties (especially if the expectations are unrealistic or aggressive), including expectations created by management, for example: overly optimistic press releases or annual report messages.

· Need to obtain additional data or equity financing to stay competitive, including major research and development expenditure or capital expenditure.

· Perceived or real adverse effects of reporting poor financial results on significant pending transactions, for example business combinations or contract awards.

· Marginal ability to meet exchange listing requirements or debt covenant requirements.





2. Information available indicates that management or the board of directors’ personal financial situation is threatened by the entity’s financial performance arising from the following:



· Significant financial interests in the entity.

· Significant portions of their compensation (for example bonuses, stock options and earn-out arrangements) for achieving aggressive targets for stock price, operating results, financial position or cash flow.









3. There is excessive pressure on management or operating personnel to meet financial targets set by the board of directors or senior management which includes sales or profitability, or cash flows.



(b) Industry characteristics relate to the economic and regulatory environment in which the entity operates ranging from stable features of threat environment to changing features.



(c) Operating characteristics and financial stability encompass items such as the nature 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 conditions and its profitability.  The auditor would look for 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.



1. 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.  A company with inventories of fixed assets that include items of small size, high value, or high demand is often more susceptible, as is a company with easily convertible assets such as diamonds, computer chips or large amounts of cash receipts or cash in hand.  Cash misappropriations are also included in this category through fraudulent schemes such as vendor fraud.



2.  Adequacy of controls refers to the ability of controls to prevent or detect misappropriation of assets owing to the design, implementation and monitoring of such control.



Specific examples of fraud risk factors for Fraudulent Financial Reporting and Misappropriation Assets are identified by AU 316.85 (Appendix examples of Fraud Risk Factors).



Incentives/Pressure Factors



Financial stability or profitability is threatened by economic, industry or entity operating conditions, such as (or as indicated by):



· High degree of completion or market saturation, accompanied by declining margins.

· High vulnerability to rapid changes, such as changes in technology, product obsolescence or interest rates.

· Decline in customer demand in the industry or overall economy.

· Operating losses, making a hostile takeover imminent, threat of bankruptcy or foreclosure.

· Recurring negative cash flow from operations or an inability to generate cash flows from operations while reporting and forecasting earnings and earnings growth.

· Rapid growth or unusual profitability compared to other companies in the same industry.

· New accounting statutory or regulatory requirements.



(ii) The control mechanisms could be adopted against corruption are:



· Ensuring staff are aware of the policies of accepting gifts (hospitality register), total disclosure in giving gifts (which also has to be disclosed in the tax schedules) and disclosures of any conflict of interests. 

· Frequent rotation of employees when dealing with different vendors and customers.

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

· Using private fax machines and also personal email addresses and requiring bids to be submitted to named individuals other than the people who are soliciting the bids in order to prevent fraudsters informing their partners about the lower-bidding competitors.

· Establish hotline where individuals can ring in without prejudice to be able to report any suspicion of bribes or any concerns against corruption.

· If there is a suspicion of overpayment for goods and services the auditors should examine expenditure trends and analyse reasons for any increase in declining trends, the purchase of unnecessary items or purchases of essential items at a higher price than normal. Reviewing and analysing the trends of assets may reveal the purchase of unnecessary assets and inventory. For example, large write offs may reveal that this was to make space for additional purchases.

· If there is a procurement department they should be looking for the best deals, so if the same vendor is being used for most orders this should be reviewed.

· Cost of materials and purchases is not consistent with the related activities.

· Extravagant lifestyle of buyers.

· Buyers must take their annual leave - if they don’t there may be a reason, for example a supplier “backhander”.



 (iii) The main benefits of using analytical procedure in an audit process are ensuring that the Company’s ability to remain a going concern, finding errors in the financial statements and highlight the areas where detailed audit testing and procedures need to be investigated.



The Company’s ability to remain a going concern

Analytical procedures to assess the Company’s ability to remain a going concern are to assess the Company’s general financial performance from the integrated budget plans and forecast, its performance relative to competitors, any future financial problems it will face and whether it will be able to continue in business or is likely to go bankrupt.  Also if the company is a subsidiary there must be proof that the parent company will assist in covering payments owed to their creditors.



Accounting errors and irregularities

If the analytical procedures reveal any discrepancies between actual and expected performances, this may indicate accounting errors and irregularities.



Implications for detailed audit testing and procedures

If the analytical procedures don’t highlight any discrepancies between actual and expected performance this may indicate that there are no material irregularities or errors.  This would also imply that further detail audit testing may not be required as the substantive evidence gathered by the analytical procedures suggest that the Company’s financial performance is fairly reflected in the financial statements and is not misleading. 





However, if analytical procedures find material irregularities, then detailed audit testing will be required.



(iv) The ability to rationalise the crime is the final stage to the fraud triangle.  This is a cognitive stage and requires the fraudster to be able to justify the crime in a way that is acceptable to that individual’s internal moral compass.  A person’s ethical behaviour is determined by the values he was taught as a child, personal character and certain external factors and influences.  



The fraudster is a first time criminal who does not see himself/herself as a criminal, but rather as a victim of circumstance.  Rationalisations are often based on external factors, such as a need to take care of a family, or feels that he has an unreasonable employer which in his mind minimises or mitigates any harm done by the crime.



These factors include job insecurity originating from downsizing, relocation of job, a negative environment of work, limited promotion prospects etc.  The senior management’s attitude to fraud prevention and their reaction to fraudulent activities will also determine whether the employees will commit fraud.  For example, if the management has not taken fraud seriously in the past, employees may be tempted to commit financial crimes with the belief that they will ‘get away’ with it.



Professor of accounting, Pamela Murphy, Queen’s School of Business researched to see if she could find at what point does the act of fraud begin? What influences those fateful decisions when the opportunity appears?



One of the fraudster she spoke to was in West Virginia Prison. 



The fraudster was hired into a high-level management position with an organisational culture that was different from his previous experience.  The object of this Company was to get things done efficiently at any cost.  His colleagues often took short cuts even when they did not pass the “smell-test”, so he began to do the same. Before he realised it, the short cuts turned to fraud, and he found himself in prison. When asked if he realised what he was doing was wrong, he responded that it was in the back of his mind, but everyone was doing it.  He also said that fraud can hit you in the head like a feather.



Stories like these fascinated Pamela, as it showed that individuals can perpetrate fraud without necessarily realising it.  Sometimes it is difficult to distinguish between fraudulent and non-fraudulent activity.  This is not the way fraud starts with everyone, but scarily this is how it can start with some individuals. 



Often the tipping point is how we rationalise our behaviour, we can explain and justify anything to ourselves. Rationalisation enables people to maintain their code of ethics and avoid guilt or self-condemnation.



Her research showed that everyone is capable of fraud, and can rationalise their behaviour, i.e. not everyone is bad or evil. 



Examples of rationalisations 



(a) Shifting the blame - “Everyone does it”;

(b) Pleading ignorance - “I can’t see that it hurts anyone”;

(c) Moral justification - “I’m protecting the Company, the employee and my family”;



(d) Advantageous comparison - “This is nothing compared to….”

(e) Letting the victim take the fall - “They had it coming…..”;

(f) Euphemistic Labelling – “I am trying to level the playing field”.





(v) The important points to be considered when evaluating fraud risk factors are the environment in which the business operates, the business entity’s structure and internal controls.  It is also important to have an understanding of the presence and effectiveness of mitigating factors that reduce the risk of the fraud.  



Referring to the Fraud Triangle, Pressure, Opportunity and Rationalisation to be able to evaluate the risks we have to identify the risks areas.



The questions we need to ask are:



Where could the fraud occur?

What would the fraud look like?

What type of fraud is the area susceptible to?

What are the effect on the financial statements and records?

When could the fraud occur?



To evaluate the risks, this is dependent on the size of the company, the level of employees

and who is involved.  If there are several people committing fraud, a person who normally

is honest may rationalise committing fraud, because “everyone is doing it”.



Within a smaller organisation the fraud risks will be greater as there is less staff, hence it is more difficult to segregate the duties and senior manager(s)/owner(s) will be involved more in the day to day running of the company, which includes decisions and internal controls.



(vi)  Analytical procedures are used throughout the audit process for three primary purposes are preliminary, substantive and final.



Preliminary analytical procedures are to obtain an understanding of the Company and its environment to highlight the high risk areas in order to assess the risk of material misstatements in order to determine the nature, timing and extent that the auditor can plan their audit procedures, i.e. to help the auditor develop the audit strategy and programme.



Substantive analytical procedures are used in the evaluation of accounting balances to obtain assurance in combination with other audit testing (such as tests of controls and substantive tests of details), with respect to financial statement assertions for one or more audit areas.  Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be more predictable over time.  



The application of substantive analytical procedures is based on the expectation that relationships among data exist.  The presence of these relationships provide audit evidence as to the completeness, accuracy and occurrence of transactions.  Due to their nature substantive analytical procedures may identify issues which require further investigations.  It also may identify risks or deficiencies in internal control that had not been previously identified, which may cause the original audit plan to be revaluated and add other substantive testing.





There are four elements that comprise the distinct steps that are inherent in the process of using substantial analytical procedures:



STEP 1: Develop an independent expectation

The development of an appropriately precise, objective expectation is the most important step in effectively using substantive analytical procedures. An expectation is a prediction of a recorded amount or ratio. 



There are several types of analytical procedures commonly used as substantive procedures and will influence the precision of the expectation. The auditor chooses among these procedures based on his objectives for the procedures (i.e. purpose of the test, desired level of assurance):



· 		Trend analysis – the analysis of changes in an account over time.

· 		Ratio analysis – the comparison, across time or to a benchmark, of relationships between financial statement accounts and between an account and non-financial data.

· 		Reasonableness testing – the analysis of accounts, or changes in accounts between accounting periods, that involves the development of a model to form an expectation based on financial data, non - financial data, or both.



For example, between store square footage, retail sales, market trends and client revenues that are reasonably expected based on his knowledge of the business, industry trends or other accounts.



STEP 2: Define a significant difference (or threshold)



When designing and performing substantive analytical procedures, the amount of difference needs to be considered from expectation so that no further investigation will be required.



Thresholds may be defined either as numerical values or as percentages of the items being tested. Establishing an appropriate threshold is particularly critical to the effective use of substantive analytical procedures. To prevent bias in judgment, the threshold needs to be determined while planning the substantive analytical procedures.



STEP 3: Compute difference

The third step is the comparison of the expected value with the recorded amounts and the identification of significant differences, if any. This should be simply a mechanical calculation.



STEP 4: Investigate significant differences and draw conclusions

The fourth step is the investigation of significant differences and formation of conclusion. Differences indicate an increased likelihood of misstatements; the greater the degree of precision, the greater the likelihood that the difference is a misstatement.



Explanations should be sought for the full amount of the difference, not just the part that exceeds the threshold. There is a chance that the unexplained difference may indicate an increased risk of material misstatement.   The reasons for material misstatements may have been a genuine reason which was overlooked in the initial planning, for example changes in accounting treatments.



If the difference is caused by factors previously overlooked, it is important to verify the new data to show what impact this would have on the original expectations as if this data had been considered in the first place, and to understand any accounting or auditing ramifications of the new data.



[bookmark: _GoBack]Final analytical procedures carry out a final assessment of financial statements to assess whether the auditor is correct with their findings and what they have reported with the understanding of the legal entity. Final analytical procedures are not conducted to obtain additional substantive assurance.  If irregularities are found a risk assessment should be performed again to consider if any additional audit procedures are necessary.



-------------------------------------------------------------------------

2    The opportunity to commit fraud is the means by which the employee will defraud the organisation.  The employee sees a clear course of action by which they can abuse their position to solve the perceived not shareable financial problem and which they believe is unlikely to be discovered. Even a person that is not dishonest might be tempted if the circumstances present themselves.



Weak or ineffective controls, poor segregation of duties and lack of supervision provide opportunities for fraud.  The nature and size of a business also provides an inherent opportunity for fraudsters.  For example, the number and types of transactions and the kinds of balances and accounts may be subject to manipulation or falsification.  Similarly, smaller companies and assets are more prone to fraud than others.



Risk factors that provide opportunities include:



· 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, in the past larger companies have dominated the market and dictated the terms and conditions which have put smaller companies out of business or unable to compete, this also is subject to inappropriate transactions.

· The extent of deliberation and judgment 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, for example external audit teams, supervisory boards and non-executive directors.

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

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



In larger organisations, fraud opportunities’ may depend on the extent of the management role in internal controls systems and their ability to bypass those controls.



Factors that contribute to creating a high risk of misappropriation of assets include:



· The value, demand, movability and convertibility of assets.

· Weak internal controls which are intended to protect assets, for example lack of supervision, poor employee screening, weak accounting and physical controls, infrequent reconciliations and lack of segregation of duties.







An example of fraud includes the recent fraud of a lottery ticket.  An employee, of Camelot gave details to an accomplice to claim a big win from a ticket that had been deliberately damaged.



The accomplice received the money, but double crossed the employee. The employee tried to black mail the accomplice, but the accomplice went to the police, and the employee sadly committed suicide.



Opportunities in large organisations are more difficult and may need a few people involved to be able to defraud the company.



Opportunities could be small but frequent, friends not paying for food, for example McDonalds, sandwich bars. Bars where friends work etc.



Another example is self-check services in Supermarkets. There was a case where someone weighed expensive items as small onions (cheaper vegetable) and fortunately the fraud was spotted by an observant employee as they did not have any small onions in stock at that time.



Another area in the supermarket is the Fast Scan where customers scan their shopping as they go round the shops.  There is opportunity for genuine errors where someone gets distracted, but some people might genuinely not scan all their shopping.  Though the shops do random checks, there is people that still might ‘try to get away with it’.



--------------------------------------------------------------------------

3.  If it is a big company, the auditor should ask to see the work done by the compliance/internal audit departments and the internal policies, ethics and codes that are communicated to the employees.



Questions that should be asked of companies, some of these questions will only apply to large Corporate Companies and not small companies:



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

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

· Was management notified by any form of communications alleging fraudulent activity and this does include ex-employees?

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

· Are there any specific areas, transactions or accounts that are more vulnerable to fraud than normal, and what are the reasons behind the risk? 

· How frequently are codes of conduct and business morals and ethics polices reviewed and updated?

· In addition to introducing the ethics policies during new employee training, how else and how often are these policies communicated and reinforced?

· Is the management’s behaviour consistent with the business morals and ethics policies?

· How are fraud losses identified, tracked, and reported to the board?  Are board members and executives regularly briefed on current fraud issues and trends by the appropriate managers?

· Are employees able to report suspicious behaviour outside the day-to-day management structure, or are they able to report it only through their immediate superiors?

· Is there a hotline that allows employees to report suspected fraud anonymously?

· How is the hotline activity measured and tracked? How is the program’s effectiveness measured and evaluated?

· How often is the hotline publicised and reinforced in regular employee communication?

· Has there been any request to management or anyone else in the Company asking them to withhold or alter information or to make fictitious transactions or accounting entries?



The next area of concern is the control environment, this addresses the various tools, processes and other components that implement fraud polices.  This area revolves around training, accountability and equitable treatment as well as the effectiveness, efficiency and reliability of fraud reporting practices.  The questions that should be asked:



· What programs and internal controls have the Company 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?

· How is fraud awareness training being provided throughout the organisation:  Is       awareness training tailored to each line of business?

· Beyond awareness do employees receive training on ethics, fair service and honest dealings?  Is awareness tailored to each line of business?

· Are employees being trained on specific anti-fraud practices and controls? Once   trained are they held accountable?

· Are fraud policies implemented and enforced consistently and fairly?  Is senior management subject to the same enforcement as junior or administrative staff members?

· Are anti-fraud controls consistently monitored and tested as part of the internal audit controls of the Company?

· Do employees know how to report fraud?

· How are the Company’s operating locations and other business segments monitored? Is one location or segment more prone to fraud than the others?

· 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.



     --------------------------------------------------------------------------



Case Study



(i) The expert would need to look at all types of income for the man.  Also, the expert will have to find out if the man, his partner or family had won any monies from lottery or gambling. In addition, the expert needs to establish if the man, his partner or family had inherited any properties that they sold or auctioned, or have they inherited any monies. 



The expert needs to go back to when the man bought his first property and see if he had a mortgage.  He will need to look at what type of mortgage he took out and if he has paid it back.



Also, the expert will need to ascertain if the man took out any loans or borrowed any money to enable him to start purchasing the additional property.



The expert would need to look to see if they had any additional forms of income, for example was the man renting out additional rooms in their own property.  Also if the properties are being managed by a third party, then the expert will need proof that this is the case and how much the man paid in management fees. 



The expert should look to see if the man took mortgages out on the properties and to review the tax returns to see if the man paid out any capital gains tax which may assist on proving the man’s honesty.



However, this is dependent on the man filing the tax return correctly.  The expert should also speak to the HMRC to see if they did any investigations into the man’s financial affairs or had any concerns on the information they received.



The expert would need to see if the man had been successful in any other investments.  For example, did they make any profit on antiques, jewellery, cars etc.?



The expert will need to find out if the man made any money from helping friends, but have knowingly or forgotten to include it on his tax return.



The expert will need to know where he brought his properties from. The expert will need to know if the man bought from the property from an auction house or did the man buy the property with the intention to do a renovation.  In recent years with the numerous television property shows people are looking at renovating a property to let or resell as a method of earning extra income, especially as the bank interests are low.  People are looking at investing their money in other forms of investments for a better return.



If the man could do a lot of the work for himself and had friends that could do a lot of the work for him or maybe there were a few that were working together and with their skill-set they could do a lot of the work cheaply they may have made a profit which they reinvested and eventually made enough profits to also fund their lifestyle.



The expert would need to check if there are, or were, any court cases against the man as he might not have been involved in any criminal activities, but may have been doing substandard renovations cheaply, for example poor rewiring.





The expert needs to establish if the man sold the properties or did he rent instead, and what profits were made on any sales or income generated from his rental portfolio.



The expert will need to look at any change in the law or the rates on each band for stamp duty as this will have an impact on the man’s profit. 



The expert will need to find out if the man had any other investments, for example stocks and shares, any investments overseas as well which have been successful.

 

Conclusion



The expert is looking to see how the man has made his money and to see if it possible to have built up his portfolio by legal means.  If the man had bought property some years previously, and sold them when the time was right, with prices going up, the man would have made a decent profit which he could have re-invested.  They need to look at any loans he took out and any legal means that he could have funded the first few properties.



In the early seventies, there were a few pop stars that were advised to buy land as an investment, which turned out to be a good investment.





(ii) The expert will need to look at the Deeds for all properties owned by the man from the Land Registry UK plus the deeds from equivalent agencies for any overseas properties which the man currently owns now or has previously sold.



The self-assessment tax forms may give a lot of information regarding additional income. 



The expert will need bank statements which must include statements for any overseas accounts.



The expert will also need to sight of certificates for any investments, for example stocks and shares.



The expert will need to see if the man has won any money, for example for lottery wins, prize wins and gains from gambling etc.



The expert will also need to see any receipts or invoices for monies the man has spent to enable him to calculate how much the man was making.



The expert will need any tenants’ books or tenant agreements and any proof of agency fees if the properties were managed by a third party.
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