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

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

i. Explain the term ‘fraud risk factors.’

The fraud risk factors consist of  management characteristics, industry characteristics, and operating characteristics (incl. financial stability). There are a number of factors that make it more likely that fraud will occur or is occurring in a business. These fraud risk factors include:

Nature of Items

Size and value. If items that can be stolen are of high value in proportion to their size (such as diamonds), it is less risky to remove them from the premises. This is a particularly critical item if it is easy for employees to do so.

Ease of resale. If there is a ready market for the resale of stolen goods (such as for most types of consumer electronics), this presents an increased temptation to engage in fraud.

Cash. If there is a large amount of bills and coins on hand, or cash in bank accounts, there is a very high risk of fraud. At a local level, a large balance in a petty cash box presents a considerable temptation.

Nature of Control Environment

Separation of duties. The risk of fraud declines dramatically if multiple employees are involved in different phases of a transaction, since fraud requires the collusion of at least two people. Thus, poorly-defined job descriptions and approval processes present a clear opportunity for fraud.

Safeguards. When assets are physically protected, they are much less likely to be stolen. This can involve fencing around the inventory storage area, a locked bin for maintenance supplies and tools, security guard stations, an employee badge system, and similar solutions.

Documentation. When there is no physical or electronic record of a transaction, employees can be reasonably assured of not being caught, and so are more inclined to engage in fraud. This is also the case if there is documentation, but the records can be easily modified.

Time off. When a business requires its employees to take the full amount of allocated time off, this keeps them from continuing to hide ongoing cases of fraud, and so is a natural deterrent.

Related party transactions. When there are numerous transactions with related parties, it is more likely that purchases and sales will be made at amounts that differ considerably from the market rate.

Complexity. When the nature of a company's business involves very complex transactions, and especially ones involving estimates, it is easier for employees to manipulate the results of these transactions to report better results than is really the case.

Dominance. When a single individual is in a position to dominate the decisions of the management team, and especially when the board of directors is weak, this individual is more likely to engage in unsuitable behavior.

Turnover. When there is a high level of turnover among the management team and among employees in general, the institutional memory regarding how transactions are processed is weakened, resulting in less attention to controls.

Auditing. When there is no internal audit function, it is unlikely that incorrect or inappropriate transactions will be spotted or corrected.

Pressures

Level of dissatisfaction. If the workforce is unhappy with the company, they will be more inclined to engage in fraud. Examples of such situations are when a layoff is imminent, benefits have been reduced, bonuses have been eliminated, promotions have been voided, and so forth.

Expectations. When there is pressure from outside investors to report certain financial results, or by management to meet certain performance targets (perhaps to earn bonuses), or to meet balance sheet goals to qualify for debt financing, there is a high risk of financial reporting fraud.

Guarantees. When the owners or members of management have guaranteed company debt, there will be strong pressure to report certain financial results in order to avoid triggering the guarantees.

ii. What control mechanisms could be adopted against corruption?

Control mechanisms may  include the following:

• 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 in order to prevent fraudsters informing their partners about lower-bidding competitors.

• 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 analyze 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.

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

Analytic procedures fulfil three basic purposes:

Preliminary analytic procedures help in providing an insight into the company and point out highrisk

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.

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 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?

Rationalizations used to justify financial crime and fraud may include the following:

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 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.

· understanding of the context, i.e. the environment in which the business operates, the business entity’s structure and culture, and its internal controls

· less developed internal control mechanism

· supervisory management committees, audit committees, and the segregation of accounting and operational duties may not be as well defined and developed

· Unusual and suspicious transactions, ambiguous financial ratios and questionable explanations by the management

· understanding of the business entity’s relationship with its suppliers, customers and business partners

vi. Analytic procedures are used throughout the audit process for three primary purposes.

What are they?

Preliminary (primary) 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 (functional) analytic procedures are used in the evaluation of account balances and in obtaining audit evidence.

• Final (concluding) 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 opportunity to commit fraud is part of the Fraud Triangle and includes the circumstances that allow fraud to occur and is the only condition over which the company has complete control.  For example, an employee who is in a position that gives him or her the ability to add vendors and write checks realizes he or she has the opportunity to write checks to a ghost vendor. Opportunities to commit fraud are more commonly present in organizations that have poor internal controls, poor security over company property, little fear of exposure and likelihood of detection, or unclear policies with regard to acceptable behaviour because it makes it easier for the employee to commit fraud and provide a low-risk environment for getting caught. However, companies with ample internal controls are still susceptible to fraud if controls can be overridden by management. If the internal control system is designed in a way that the risk of getting caught is too high, the employee will likely not exploit the perceived opportunity for his or her personal gain. Without opportunity, fraud generally cannot occur. Research has shown that some employees are totally honest, some are totally dishonest, but that many are swayed by opportunity.

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)

Fraud-related activities by the internal audit function

What fraud related activities have been performed or are planned by the internal audit function? If any fraud related activities are planned or performed: - What anti-fraud control deficiencies have been identified by the internal audit function? - What fraud-related reports or communications have been made by the internal audit function? – Have management and those charged with governance responded appropriately to such reports and communications?

Actual, suspected or alleged instances of fraud

Are you aware of or have you identified any instances of actual, suspected, or alleged fraud, including misconduct or unethical behaviour related to financial reporting or misappropriation of assets? If so, have the instances been appropriately addressed and how have they been addressed?

Internal audit’s assessment of fraud risks

What is internal audit function's assessment of the risks that the financial statements may be materially misstated due to fraud? What fraud risks have been identified? Has management and those charged with governance responded appropriately to the identified risks?

Management’s assessment of fraud risks including the nature, extent, and frequency of such assessment

Are you aware of any instances of management override of controls? If so, what is the nature and circumstances of such overrides?

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.

i. What type of evidence do you think the expert would have gathered for his report?

The expert has used Documentary Evidence. They would have not necessarily been in the paper form – but in an electronic form as well, which constitutes Digital Evidence. In its entirety, those two types served as a Demonstrative Evidence for the court.
ii. Which documents could have helped the forensic expert in gathering evidence? 

Written forms of proof, such as bank statements, sale/purchase agreements, receipts, transactional details, property catalogues, correspondence with real estate brokers and letting agents, rental agreements, and the like. 
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