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

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

Examples of risk factors can be relating to misstatements arising from misappropriation of assets are classified according to the three conditions generally present when fraud exists incentives/pressures, opportunities, and attitudes/rationalizations. Some of the risk factors related to misstatements arising from fraudulent financial reporting also may be present when misstatements arising from misappropriation of assets occur. For example, ineffective monitoring of management and weaknesses in internal control may be present when misstatements due to either fraudulent financial reporting or misappropriation of assets exist. 

According to SAS 99, the three main categories of fraud risk factors are management characteristics, industry characteristics, and operating characteristics. 


[image: ]
ii. What control mechanisms could be adopted against corruption?
Control mechanisms 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.
Analytical procedures are an important aspect of not only understanding financial data, but also of flagging and researching inconsistencies. As a result, accountants are often planning and evaluating the results of analytical procedures. In review engagements, analytical procedures are used to help provide limited assurance that the financial statements do not require material adjustments. For example, accountants develop expected values regarding various financial ratios, based on the accountant's understanding of the company and industry trends as well as the accountant's understanding of potential areas of increased risk of misstatement.
iv. What are the common rationalisations for a fraudster, which tempt him to commit fraud?
Frauds against large companies or government departments are often rationalised with the excuse “they can afford it”. Other examples of common rationlisations include viewing the victim as culpable in some respect or, alternatively, trivialising the offence so that it becomes a “victimless crime” or so that there is no significant harm done. 
Other common rationalisations can be
· The company will make more money 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.
· The company overlooked my hard work and promoted some one 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.
When evaluating fraud risk factors, an auditor needs to have:
· A thorough understanding of the context and circumstances. For example: the environment in which the business operates, the business entity’s structure and culture, and its internal controls.
· An adequate understanding of the business entity’s relationship with its suppliers, customers and business partners
· Professional skepticism throughout the audit process is needed even though auditors may place their trust in a control mechanism; there is a possibility of manipulation or of someone overriding the system. 
· Evaluating risk factors of fraud is a cumulative process. Every stage of an audit involves the auditors being vigilant and alert to misstatements indicating fraud

vi. Analytic procedures are used throughout the audit process for three primary purposes. What are they?
There are 3 basic purposes of using analytic procedures in an audit process. 
· 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
It is important to undertand when 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. 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.
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?
The questions can be as follows
· Is the management aware of any alleged, suspected or perpetrated financial misstatement orasset 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?
· [bookmark: _GoBack]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?
· 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?


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 would have asked the man to provide his income and expense documents such as: his bank statements, all loan and cash accounts if any. The expert also would have looked into the sale of property contracts to compare the incoming funds as well as outgoing funds. 
· A background check would have been done at the same time. The check is if he has any direct family, any criminal history. Questions such as: any property and how many properties under his related-family members’ name, what are their incomes, a comparision of income and expenditure of each suspected person that the expert might have his thinking on, ect.. 
ii.	Which documents could have helped the forensic expert in gathering evidence?
· It can be that he could engage bank/personal loans to fund his purchases. Therefore all loan documents can help
· It can be that he then rents out his properties to tenants so that the rent income pays his loans. Therefore, rental agreements if applicable
· His employment contracts
· His bank statements
· All of sales of property contracts.
· Common suppliers’ contacts
· Criminal history check, education background check.
· Overseas income check.
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