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ABSTRACT

The reporting of the financial results of an organisation is the responsibility of the
management of that organisation. However, value may be added to the financial
statements by the auditing of such financial statements and by the opinion
expressed by the external auditors. Furthermore, there is the expectation on the part
of the users of the financial statements that the auditors are also responsible for
detecting fraud and, more specifically, financial statement fraud. It was stated in the
Association of Certified Fraud Examiners 2010 Report to the Nations that it is the
high-level perpetrators who cause the greatest damage to their organisations. The
costs arising from financial statement fraud were found to be more than three times
higher than the costs arising from fraud committed by lower-level managers and nine
times more than the costs involved in employee fraud.

The question, thus, arises as to why the auditors would not detect financial
statement fraud timeously. The external audit profession has formulated a specific
standard which addresses the responsibility of the external auditor as regards the
detection of fraud during the audit of financial statements. The aim of this research
was to determine the adequacy of the internal auditor standards as regards providing

guidance to the internal auditors in terms of detecting financial statement fraud.

This research highlighted the lack of guidance in the internal audit standards
regarding the responsibility of internal auditors relating to financial statement fraud.
In the main, both the directives and the guidance refer to fraud in general but not
specifically to financial statement fraud and, thus, the professional internal auditor is
forced to seek guidance outside of the internal audit standards as regards the

detection of financial statement fraud.
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GLOSSARY OF TERMS

Accounts receivables

The income generated from the sale of goods and services and which is the result of
a credit transaction and not a cash transaction results in a debt receivable at a later
date. This debt is known as account receivables and is classified as a current asset
in the financial statements (Myburgh, Fouché & Cloete 2012: 300).

Analytical analysis

Analytical analysis is a methodology used to ascertain the reasonable and logical
relationships between the numbers in the financial statements, which may then be
corroborated with other information outside of the financial statements (Taylor 2011:

323). This concept was used interchangeably with financial analysis in this study.

Brainstorming

Brainstorming is an audit technique in terms of which all the audit team members,
from the most senior to the most junior, get together in order to identify and debate
the risk factors which would indicate that fraud has been both committed and hidden.
In the case of financial statement fraud the focus of brainstorming would be on
where and how material misstatements may be made and concealed by
management (AICPA 2002: AU Section 316, parl4).

Creative accounting

Creative accounting is the term used to describe the use of the flexibility within
regulated accounting frameworks. It is a way in which to present accounts which will
benefit the preparers and not the users of such accounts. However, it does not

necessarily constitute fraud (Jones, 2011: 5).

Control

Control refers to those actions taken by management at all levels and which are
designed to plan, organise and direct the performance of staff in order to be
reasonably sure that the objectives and goals of the organisation will be realised.

© University of Pretoria
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Control increases the likelihood that goals and objectives will be achieved and that

risks will be managed appropriately (The Institute of Internal Auditors, 2011: 25).

External auditing (Financial auditing)

External auditing may be described as the examination of financial statements and
other information, with the objective of expressing an opinion, in terms of an
applicable financial reporting framework and statutory requirements, of the fairness
of such financial statements and information (Auditing Profession Act no. 26 of 2005
Ch1,s1).

Financial auditing refers to the evaluation of the financial statements in order to
express, with reasonable assurance; an opinion on the fairness of the financial
statements as well as the fact that there are no material misstatements (Rezaee &
Riley 2010: 230).

For the purpose of this research the terms external auditing and financial auditing will

be used interchangeably.

External auditors

External auditors are independent, third-party professionals who examine financial
statements and other information in order to express an opinion on the fairness
thereof (Auditing Profession Act no. 26 of 2005, Ch 1 s 1).

External auditing standards

The Handbook of International Standards on Auditing and Quality Control is issued
annually by the International Auditing and Standards Board (IAASB), an independent
standard-setting board under the auspices of the International Federation of
Accountants (IFAC). The Independent Regulatory Board for Auditors (IRBA)
prescribes this handbook on an annual basis for use by Registered Auditors in South
Africa. The handbook is then issued as the SAICA handbook for a given year
(SAICA handbook 2009: Comm-1). For the purposes of this research the Statement
on Auditing Standards No. 99 (SAS 99) of the United States (AICPA, AU Section
316, 2002) will be considered equal and interchangeable with the International

X
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Standards on Auditing No. 240 (SAICA 2009) which is applicable to South African

Chartered Accountants.

Internal auditing

Internal auditing is an assurance or consulting activity which independently and
objectively evaluates the effectiveness of the risk management, control and
governance processes within an organisation. Internal auditing involves making use
of a systematic and disciplined approach in order to add value and improvement to
the operations of the organisation in question (The Institute of Internal Auditors,
2011: ).

Internal auditors

Internal auditors are those individuals who use their variety of skills, knowledge,
expertise and educational backgrounds to assist both the management of an
organisation to achieve the business objectives of the organisation as well as the
governing bodies of the organisation in the execution of their oversight roles and
responsibilities. As such, internal auditors provide assurance to the stakeholders
regarding the governance, risk management and control processes in place within
an organisation (IIARF Volume 1 2012: 11-12).

Internal audit charter

The internal audit charter is a formal document in which the purpose, authority and
responsibility of the internal audit activity are defined. It establishes the position of
the internal audit activity within the organisation and the reporting lines of the chief
audit executive. Furthermore, it defines the scope of the internal audit activities and
grant authority to access records, personnel and physical properties relevant to

areas in which engagements will be performed. (IIA Standard 1000 2011)

Internal auditing standards

Internal audit standards are issued by the Institute of Internal Auditors under the title
of International Standards for the Professional Practice of Internal Auditing (The

Institute of Internal Auditors, 2011: 3).

Xi
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Interviews

An interview is a tool used by fraud examiners, internal and external auditors and
other interested parties, to facilitate dialogue with a knowledgeable person in specific
area of interest (Manning 2011: 501). In this research it was used interchangeably

with the concept of inquiries.

Financial forensics

Financial forensics refer to the integration of the application of financial principles
and legal principles through the use of the technical skills of those individuals trained
in these disciplines, combined with their investigative skills, critical thinking and
ability to communicate the results of a forensic investigation (Kranacher, Riley &
Wells 2011: 8)

Forensic accounting

Forensic accounting refers to the comprehensive, all-inclusive approach to fraud
investigation and the identification of the fraud up to the pursuance of the criminal
case in a court of law. It is, thus, the process of either proving or disproving a fraud
and includes the audit of financial information and the interviewing process. In

addition, it may serve as expert testimony in a court case (Singleton et al. 2006: 43).

In some instances, especially in chapter three, the term “fraud examiner” was
used as a generic term to refer to all examiners/investigators of fraud,

including forensic accountants, internal auditors as well as external auditors.

Forensic accountant

The forensic accountant is the person who reacts to complaints of criminal conduct,
civil litigation and corporate investigations regarding the financial facts pertaining to
legal problems related to fraud. The ACFE uses the term “fraud examiner” when
referring to a forensic accountant (Singleton et al. 2006: 44).

Forensic accounting is the term used to describe the process of auditing which is

conducted with the aim of detecting fraud (Manning 2011: 584).

xii
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The terms “forensic accountant” and “fraud examiner” was used interchangeably in

this research.

Fraud examiner

A fraud examiner is a person who possesses various, specific skills and abilities.
Such a person must be part lawyer, accountant, criminologist and investigator. The
fraud examiner requires technical skills as well as the ability to be fair in an interview
whilst obtaining the necessary information or confession. In addition, it is essential
that the fraud examiner be able to report accurately and fairly based upon the facts
of the situation (ACFE 2011: I-5).

The following definitions describe the concepts of both fraud and financial
statement fraud. The terms “financial statement fraud”, “fraudulent financial
reporting” and “management fraud” are all used interchangeably throughout

this research.

Fraud

Fraud is an intentional act which is committed by management, employees, those
charged with governance or third parties in order to mislead people and, thus, to
obtain an unfair or illegal advantage (SAICA ISA 240, 2009: par 11).

Financial statement fraud

Financial statement fraud is committed if the financial condition of an enterprise is
deliberately misrepresented with the objective of deceiving the users of such
financial statements. Financial statement fraud may be accomplished through

misstatements, omissions or incorrect disclosures (ACFE 2011: 1.303).
Fraudulent financial reporting
Financial reporting is regarded as fraudulent if there has been a misstatement of, or

omission from, the financial statements with the intent to mislead or deceive the

financial statement users (Nigrini 2011: 388).

xiii
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Management fraud

Management fraud refers to the intentional misrepresentation of the results of the
actions by employees in management roles in order to obtain benefits such as
substantial bonuses, promotions and other economic or status incentives for
themselves (Singleton et al. 2006: 2).

The terms “management fraud”, “financial statement fraud” and the “misstatement of
financial statements” are used interchangeably because it is the responsibility of
management to present fair and reliable financial statements (financial reporting) as
well as to protect the integrity and quality of the financial reporting processes
(Rezaee & Riley 2010: 6).

Misstatements of financial statements

Misstatements in the financial statements can arise from either fraud or error. The
distinguishing factor between fraud and error is whether the underlying factor
causing the misstatement is intentional or not. There are two types of financial
misstatements, namely, fraudulent financial reporting or misstatement resulting from
the misappropriation of assets. (SAICA ISA 240, 2009: par. A2).

Management override of controls

A control environment is established by management to ensure that the goals and
objectives of the organisation will be achieved (Taylor 2011: 216). Management
override of controls is the result of persons abusing their authority by not adhering to
the control environment in order to benefit personally from the use of the

organisational assets (Wells 2005: 147).

Occupational fraud
Occupational fraud arises when people use their occupations to enrich themselves

by either misusing or misappropriating their employer’s assets (ACFE2011: 1.301).

Fraud risk
Fraud risk refers to the risk of fraud occurring in an organisation and also to the
severity of the consequences of such fraud (ACFE 2011: 1.259).

Xiv
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Fraud risk factors

Fraud risk factors are those indicators that may be identified and that suggest that
the possibility exists that there are incentives, pressures or opportunities present
within the organisation which may result in fraudulent activities (ISA 240, 2009: par
11)

Generally Accepted Accounting Practice

In the context of this research, Generally Accepted Accounting Practice (GAAP)
refers to the use of basic accounting principles while not focusing on the formal
accounting standards implemented in various countries. For example, the accrual
basis is used in the respect of revenue. The financial statements refer to the balance
sheet (statement of financial position), income statement and statement of cash
flows (Rezaee & Riley 2010: 38).

Inventory

Inventory may be defined as all assets held by a company for resale purposes. Thus,
inventory includes goods bought for the purpose of reselling, goods arising from the
production process with the objective of trading and raw material used in the

production process (Myburgh et al. 2012: 311).

For the purposes of this research, inventory is regarded as the accounting balance of
inventory in the financial statements and refers to goods intended for ordinary trade
by the organisation. In addition, inventory is discussed as a result of a revenue

financial fraud scheme and not as a financial fraud scheme in its own right.

Management

Management comprises the group of people who set the tone at the top. In addition,
these individuals are responsible for designing, implementing and maintaining
effective systems of internal control to ensure that the organisation will achieve its
objectives (Spencer Pickett 2003: 16 & Hopwood, Leiner & Young 2008: 54).

XV
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For the purpose of this research, unless differently stated, management refers to the
executive or senior managers who have the power to influence both the financial

statements and the financial reporting process.

Red flags

Red flags are indicators with unique characteristics associated with specific fraud
schemes and which indicate the possibility of fraud existing in the area being either
audited or investigated (ACFE 2011: 1-9).

Revenue

Revenue refers to the income generated from the sale of goods and services during
the normal trading activities of the organisation (sales revenue) (Mulford & Comiskey
2002: 196).

Revenue recognition

Revenue recognition refers to the way in which revenue is recognised in the financial
statements of an organisation. Revenue recognition happens in accordance with
generally accepted accounting principles which use the accrual basis of accounting
for the purposes of financial reporting. Accordingly, the period in which the revenue
is earned is the period in which the revenue it is recognised and reported upon. The
intentional changing of the period in which revenue is recognised is a potential fraud
risk (Kranacher et.al. 2011: 412 & Wells 2005: 292).

Risk management
Risk management refers to the processes which are used for the identification,
assessment, management and control of potential events or situations to reasonably
ensure that the organisation will achieve its objectives (The Institute of Internal
Auditors, 2011: 28).

XVi
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THE INTERNAL AUDITOR’S RESPONSIBILITY TO DETECT
FINANCIAL STATEMENT FRAUD

CHAPTER 1: INTRODUCTION

1.1 BACKGROUND TO THIS RESEARCH

Accounting scandals are, by their nature, extreme cases and usually involve creative
accounting and fraud. They are usually the result of the extreme abuse of financial
reporting and are, therefore very interesting (Jones 2011: xxiii). The Association of
Certified Fraud Examiners (ACFE) 2012 Report to the Nations on Occupational
Fraud & Abuse concluded that, despite the fact that regional findings differ slightly
from each other, occupational fraud remains a global problem (ACFE 2012: 5).
Regardless of where the fraud occurs in the world, the characteristics of both the
fraudster and the anti-fraud control measures are similar. The question often arises
as to why the auditors did not detect the fraud? This question was asked after Enron,
WorldCom and other large corporations were declared bankrupt as a result of the
misrepresentation of financial information to their users (Moeller 2004: 10). An
expectation gap, that is, what the public in general expects from an auditor and what
an auditor must do according to the Professional Standards guiding the conduct of
auditors, exists. According to the public, in view of their education and training,
auditors are responsible for detecting financial statement fraud (Singleton et al.
2006: 78).

Wells (2011: 201) edited a case study into Yellowstar Industries, a public company
which adopted an aggressive expansion plan to ensure rapid growth and increased
earnings for its shareholders. The chief financial officer (CFO) was regarded as a
ruthless person who demanded absolute loyalty from his subordinates and nobody
dared to contradict either his instructions or his opinions. The CFO reported to a
chief executive officer (CEO) who did not care how success and growth were
achieved, as long as they were achieved. This ambition resulted in hostile takeovers

by Yellowstar Industries. The staff of the acquired companies was expected to follow
1
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the instructions of the CFO to the letter, even if they were convinced that the
instructions were contrary to generally accepted accounting practice (GAAP) and
that they did not make good business sense. This strategy continued for more than
five years until whistleblowers emerged, alleging that the government was being
overbilled and the firm was following improper accounting practices. An investigation
was launched into the practices at Yellowstar Industries, focusing specifically on
improper accounting practices regarding acquisitions and inflated stock prices. At
the end of the investigation and the law suits that followed it was concluded that both
the internal and the external auditors had actually benefited from the fraud (Wells
2011: 120).

As gatekeepers the internal auditors as well as the external auditors had failed in
their duties because they had been given incentives not to detect the fraud. For the
internal auditors, the incentive was large stock option awards. Thus, the internal
auditors wanted the stock prices to increase as much as the CEO and the CFO did
because they would benefit from an increase in Yellowstar’s stock price. As regards
the external auditors, they did not identify any red flags because the acquisitions had

created more work for the external audit firm (Wells 2011: 120).

According to the standards applicable to both the internal and the external auditors,
the prevention and detection of fraud is primarily the responsibility of management
and those who govern an organisation. In the Practice Guide, Internal Auditing and
Fraud (IIA 2009: 10), it is stated that the board of directors and the management of
an entity are ultimately responsible for fraud deterrence. However, it is part of the
responsibility of internal auditors to assist management in assessing the adequacy of
the internal controls and the control environment of the entity (IlA Standard 2030
2011). In addition, the International Standards on Auditing (ISA) states that the
prevention and detection of fraud is primarily the responsibility of management and
the people responsible for the governance of the entity (SAICA ISA 240 2009: par 4).

In a study conducted by The Institute of Internal Auditors (2008: 1) it was reported

that the internal audit participants had accepted moderate levels of responsibility

regarding fraud detection. A higher level of responsibility was accepted for detecting
2
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fraud regarding the misappropriation of assets than in the case studies on fraudulent
financial reporting or corruption. In the evaluation of the factors underlying the
acceptance of responsibility to detect fraud it was concluded that these factors
include a sense of professional obligation. Although the International Standards for
the Professional Practice of Internal Auditing (IIA Standards) does not distinguish
between the various types of fraud, there was a different level of responsibility
accepted by the internal audit participants regarding the detection of different types
of fraud, such as the misappropriation of assets, fraudulent financial reporting and

corruption.

This, in turn, raises the question as to why there is a perception that auditors, both
internal and external, do not detect fraud to the extent to which it is expected. The
external audit standard, ISA 240 (SAICA 2009: par 4), advises that it is the
responsibility of an auditor to obtain reasonable assurance that there is no material
misstatement, caused by either fraud or error, in the financial statements. The most
specific 1A Standard, Standard 1210.A2 (lIA Standards 2011) makes it clear that,
although it is not expected of the internal auditors to possess the same degree of
expertise as a specialist in respect of fraud detection and investigation, internal
auditors must, at least, be able to evaluate the risk of fraud and the way it is
managed by the organisation in question. How do the internal audit standards
compare to the external audit standards and how are they implemented in practice?
What does the literature have to say on the responsibility of external auditors and

internal auditors regarding the detection of financial statement fraud?

This research found answers to the questions as to how the two sets of standards
compare and what the responsibilities of internal auditors are regarding the detection
of financial statement fraud. However, the study did not attempt to answer questions
regarding the governance structure of internal auditors, training of internal auditors or
the certification of internal auditors. Instead the study focused on understanding the
standards relating to fraud detection and which are applicable to both internal and
external auditors and identifying gaps between the standards applicable to the two
professions. The internal audit standards were read in conjunction with the practice
advisories and applicable guidance documents and the interpretations thereof.
3

© University of Pretoria



UNIVERSITEIT VAN PRETORIA
UNIVERSITY OF PRETORIA
YUNIBESITHI YA PRETORIA

(02’&

1.2. FINANCIAL STATEMENT FRAUD SCHEMES

1.2.1 Introduction

In order to understand the concept of financial statement fraud it is necessary to be
aware of what is regarded as fraud and where financial statement fraud fits into the
definition of fraud. There is no single definition of financial statement fraud and even
the professional bodies such as The South African Institute of Chartered
Accountants (SAICA), the IIA and the ACFE all have their own definitions. However,
both the various professional bodies and writers on the topic make it clear that, in
terms of financial statement fraud, management is involved, the fraud is intentional
and it causes damage to stakeholders. In addition, the result of financial statement
fraud is the undermining of the entire financial reporting process — the quality, the

reliability and also the integrity of the process (Rezaee & Riley 2010: 4).

The Institute of Internal Auditors regards fraud as a concealed, unlawful act which is
intended to deceive. The aim of the fraudulent act is to obtain money or property or
to avoid payment, thus enabling the person or organisation concerned to secure an
unfair personal or business advantage (lIA 2009: 4). The external auditor profession
regards fraud as an intentional act to deceive in order to obtain an unjust or illegal
advantage (SAICA ISA 240 2009: par 11). Financial statement fraud is regarded as a
specific type of fraud and the deceit occurs through the misrepresentation of financial
information to purposely misstate the financial statements in order to mislead the
financial statement users (ACFE 2011: 1.303). Kranacher et al. (2011: 419) describe
financial statement fraud as an act which is directed mainly at investors and creditors
and which involves deliberately misstating the financial statements in order to

deceive the users.

According to Rezaee & Riley (2010: 6), management is responsible for producing the
financial statements as well as overseeing the process in order to ensure the quality
and integrity of the financial statements and, therefore, financial statement fraud is
not possible without their consent and/or knowledge. Financial statement fraud and

management fraud may be considered as the same offence and the terms may be
4
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used interchangeably. On the other hand, Jones (2011: 6) refers to creative
accounting and describes management’s use of the flexibility in accounting
frameworks in order to benefit those preparing the financial statements and not the
users of such statements. This flexibility may be seen as the underlying basis for the
various financial statement fraud schemes which are used to misrepresent financial

statements.

Financial statement fraud may be committed by management in either the
overstatement of assets and income or the understatement of liabilities and
expenses (Wells 2005: 324). According to ISA 240 (SAICA 2009: par 31),
management is in a position to perpetrate fraud by the manipulation of the
accounting records and financial statements because management has the power to

override controls which appear to be operating effectively.

1.2.2 Occurrence of financial statement fraud

To justify this research it is important to realise the current extent of financial
statement fraud in South Africa as well as globally. Jones (2011: 7) investigated
accounting scandals in 12 countries from Europe, Asia, Australasia and North
America. This is an indication that accounting scandals and the use of creative
accounting to present financial statements in a more positive light than is actually the
case is a global problem. Jones’s study illustrated the fine line between presenting
financial statements fairly or in a creative way within the regulatory frameworks of the
various countries or fraudulently and outside of the regulatory frameworks of the

countries.

In South Africa the occurrence of accounting scandals related to fraud in companies
such as Macmed, Leisurenet and Regal Bank may be regarded as examples of the
use of creative accounting in order to present financial statements (Rabin 2005: 68).
An indication that financial statement fraud is not only a global problem but also a
local problem as well is evident in the South African edition of the 2011 PWC Global
Economic Crime Survey (2011: 2) in which 32% of the 123 respondents cited

incidents of financial statement fraud. According to this same study the global

5
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statistic for financial statement fraud is 24%. It is also interesting to note that the
PWC survey (2011: 2) indicated a shift in the perpetrator profile towards that of
senior management. In paragraph 1.2.1 of this chapter it was pointed out that some
writers regard financial statement fraud and management fraud as synonymous
(Rezaee & Riley 2010: 6). According to the ACFE’s Report to the Nations (2012: 4),
it is the high-level (senior) perpetrators who cause the greatest damage to their
organisations. The costs involved in fraud committed by owners/executives were
more than three times the costs involved in fraud committed by lower level
managers. In addition, the costs involved in fraud committed by owners/executives
were also nine times more than the costs involved in employee fraud, that is, fraud
committed by employees not at a management level. It is also more difficult and it
takes considerably longer to detect fraud at executive level than to detect fraud

committed at other levels within an organisation (ACFE 2010: 4).

1.2.3 Fraud risk assessment methodologies

The detection of financial statement fraud schemes may be more difficult than is
generally assumed by the users of financial statements and, thus, such schemes are
often not detected in the course of financial statement audits (Singleton et al. 2006:
33). A material misstatement in the financial statements may be the consequence of
either an error or fraud. Awareness of the existence of fraud is usually the result of a
tip-off; intuition or suspicion on the part of the investigator or auditor, the realisation
of an unexplained exception from the norm such as higher profits; more sales or
lower liabilities; or the discovery that something is missing, for example, cash or
assets (Singleton et.al. 2006: 33).

The external audit standards (SAICA ISA 240 2009: par 16; ISA 315 2009: par 5-10)
identify the following main fraud risk assessment methodologies, namely, the
performance of analytical reviews and the analysis of ratios, enquiring from
management about the management of the risk of material misstatement of the
financial statements; and holding discussion sessions with the audit teams regarding
the possibility of financial statement fraud and where it may occur. The Statement on
Auditing Standards No 99 (AICPA 2002: AU 316 par 14), applicable in the USA,

6

© University of Pretoria



UNIVERSITEIT VAN PRETORIA
UNIVERSITY OF PRETORIA
YUNIBESITHI YA PRETORIA

(02’&

requires auditors to hold brainstorming sessions with their audit teams and to
interview senior management and other senior officials, such as audit committee
members and internal auditors. Furthermore it expects auditors to focus on revenue,
inventory and accounting balances and to assume that there is a risk of material
misstatement regarding revenue recognition. According to Clickeman (2009: 278),

half of all the known frauds involve revenue and the way in which it is recognised.

Analytical reviews and the analysis of ratios are audit tools that may be used to
support the fraud risk assessment or identify suspected fraud in the financial
statements. The results may be corroborated by non-financial evidence obtained
during the interviewing phase of the fraud risk assessment or else used to follow-up
on previously identified red flags. The analytical procedures are used to conduct
comparisons of the results with either existing data or expected results (Hopwood et
al. 2008: 227)

According to the PWC Global Economic Crime Survey (2011: 13), there are three
main groups of detection methods used to investigate economic crime. Firstly, there
are corporate controls; including routine internal audit engagements, fraud risk
management procedures, the reporting of suspicious transactions, corporate security
(both IT and physical) as well as the rotation of personnel, and, secondly, there is the
aspect of corporate culture which, in turn, includes tip-offs (both external and
internal) and whistle-blowing procedures. It is significant that management has
control over these first two groups of detection methods. The third group, however, is
beyond the control of management and refers to accidental detection and law
enforcement activities. The role of external auditors in the detection of fraud is not
mentioned specifically in the PWC Global Economic Crime Survey (2011: 13)
although it emerged that the internal auditors contributed 11% to the detection of
fraud in South Africa and 14% globally. In addition, the survey noted corporate
controls include internal audit and fraud risk management while the corporate culture

includes whistle blowing systems.
The Centre for Audit Quality (AICPA 2010: vi) adopted a similar kind of approach to

the detection of financial statement fraud. Three themes have been identified,
7
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namely, a strong corporate culture which includes a strong fraud risk management
programme, a questioning mindset (scepticism) on the part of all the participants as
regards the detection of financial statement fraud and also effective communication
between all the participants.

In a study conducted by Intal & and Thuy (2002: 48), the following reasons were
identified as to why auditors fail to detect financial statement fraud. These reasons
included acceptance of the analytical procedures as sufficient audit evidence;
weaknesses in the internal controls in respect of the assessment of risk in the audit
risk model and the audit failure in related-party transactions as well as revenue
recognition. However, the problem with these findings is the degree to which the
failure to detect financial statement fraud may be regarded as the responsibility of
the internal auditors and/or the external auditors. It is, thus, necessary to compare
the standards of both these professional groups in order to determine if there are any

gaps in the IIA Standards as compared to those of the external auditors.

One of the problems regarding financial statement fraud and that was mentioned
earlier is the fact that that management (Rezaee & Riley 2010: 6) is often involved in
the process of committing the fraud and, therefore, it may happen that both the
internal auditors and the external auditors are limited in the scope of their audit
engagements or that information is deliberately hidden to escape detection. Such
actions of management may have an impact on the ability of, in particular, the
internal auditors, who either report to management or are colleagues of
management, to exercise their responsibilities regarding the detection of financial
statement fraud (Rezaee & Riley 2010: 6).

1.3. EXTERNAL AUDIT AND FINANCIAL STATEMENT FRAUD
SCHEMES

The external audit profession in South Africa is subject to the Auditing Profession
Act, no 26 of 2005. In this act an “audit” (external audit) is referred to as an
examination which is carried out in accordance with prescribed auditing standards.
The examination will usually be conducted on the financial statements and on

financial and other information with the specific objective of expressing an opinion on
8
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the fairness thereof and compliance with statutory requirements and prescribed
financial reporting frameworks (Auditing Profession Act, 2005: Ch 1, s 1). Both the
audit report and the audit opinion are tabled at the annual general meeting and
reported upon to the shareholders who would have appointed the external auditors
(Auditing Profession Act, 2005: Chl, s 1).

For the purposes of this research the Statement on Auditing Standards No. 99 (SAS
99) of the United States (AICPA 2002: AU 316) will be considered equal and
interchangeable with International Standards on Auditing No. 240 (SAICA 2009) and
which is applicable to South African Chartered Accountants. SAS 99 is titled
“Consideration of Fraud in a Financial Statement Audit” while ISA 240 is titled “The
Auditor’'s Responsibilities relating to Fraud in an Audit of Financial Statements.” SAS
99 is the United States version detailing the responsibilities of external auditors in
financial statement audits. These standards are similar in the requirements in
respect of external auditors regarding financial statement fraud and were, therefore,
both used in this research. These standards raise the expectations of the public that
auditors should detect financial statement fraud while also increasing the liability of

auditors in the detection of financial statement fraud (Singleton et al. 2006: 78).

ISA 240 prescribes the actions which the external auditor must take in respect of
fraud in the financial statements. This standard prescribes that the external auditor
must obtain reasonable assurance that there is no material misstatement present in
the financial statements (SAICA ISA 240 2009: par 5). This, in turn, places the
obligation on the auditor whilst planning the audit to ensure that a proper risk
assessment regarding material misstatement as a result of fraud or error is carried
out. This aspect is also emphasised by McConnell Banks (2003: 28) when they state
that it is essential that auditors acquire in-depth information regarding the entity to
enable them to conduct a proper risk assessment of fraud and possible

misstatement of the financial statements.

ISA 240 (SAICA 2009: par 1) refers to ISA 315 (SAICA 2009) and ISA 330 (SAICA

2009) which address the identification and assessment of the risk of material

misstatement and the responses of the auditor. Where it is deemed necessary in this
9
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research to apply the principles of risk identification and the response of the auditor
thereto, reference will be made to ISA 315 and ISA 330.

1.4. INTERNAL AUDIT AND FINANCIAL STATEMENT FRAUD
SCHEMES

The profession of internal auditing has developed to the point that it has now been
recognised as a professional, value adding component of good corporate
governance for a period of more than 50 years (IIARF Volume 1 2012: 9). Internal
auditors are traditionally perceived as compliance auditors whose responsibility it is
to ensure the organisation adhere to both its policies and procedures (Manning
2011: 584). However, this role has developed over the years and, currently, as
stated above, the internal auditors is regarded as an integral part of good corporate
governance. The IlA describes the Certified Internal Auditor (CIA) as the only
globally accepted certification which demonstrates the individual’'s competency and

professionalism in the internal auditing field (IARF Vol. 1 2012: 13).

Internal audit is defined by the IIA as both an assurance and a consulting activity,
which is independent of and objective towards the organisation in question and with
the main focus on adding value to and improving the operations of the organisation.
This, in turn, is accomplished by evaluating and improving the processes of
governance, risk management and controls in a systematic and disciplined manner
while reporting is to both senior management and the board of directors (IIA
Standard 1000, 2011: i).

It is incumbent on internal auditors to assist management in the prevention and
detection of fraud (I1A 2009: 2). According to Martin & Sanders (2009: 1), internal
auditors have always had a fundamental role to play in the deterrence of fraud. They
are in a position in companies to be able to detect both financial statement and other
fraud. There are various Internal Audit Standards that refer to fraud and the internal
auditor’s role and responsibility regarding the detection and prevention of fraud, as
well as the monitoring of fraud risk. For example, there is Standard 1200,

“Proficiency and Due Professional Care” (IIA Standards 2011), which prescribes that
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internal auditors must perform engagements with proficiency (knowledge and skills)
and due professional care (apply the skill and care prudent to an competent internal
auditor), Standard 1210.A2 which refers to the evaluation of the risk of fraud and
how it is managed by the organisation (IIA Standards 2011), Standard 2060,
“‘Reporting to Senior Management and the Board” (IIA Standards 2011) which states
that reporting must include significant risk exposures and control issues and
Standard 2210, “Engagement Objectives” (IIA Standards 2011) which stipulates that
the probability of fraud must be considered. All of these standards refer to the way in
which the internal auditor should take fraud risk, the probability of fraud and the
reporting thereof into account when planning and executing an internal audit

assignment.

As part of their day-to-day tasks internal auditors should pursue the perpetrators of
fraud (Church, McMillan & Schneider 2001: 99), while Shim (2011: 25) regards the
assurance on the fairness of the financial statements as an important function of the
internal auditors. The introduction to the Deloitte Internal Audit Fraud Survey (2010:
1) states that the evolution of the mandate of the internal audit has meant an
increased dependence on the monitoring, detection and investigation abilities of
internal audit regarding fraud. It is also clear that the Practice Guide (IIA 2009: 2)
recognises that the internal audit activity has a responsibility as regards the detection

of fraud in general.

1.5. PROBLEM STATEMENT AND RESEARCH METHODOLOGY
1.5.1 Theresearch problem

Auditors do not detect occupational frauds sufficiently (ACFE 2010: 16). The ACFE
Reports to the Nations, 2008, 2010 and 2012 mention that there has been a decline
in the number of frauds detected by both internal and external auditors with the

detection of occupational fraud by internal auditors declining from 20.2% in 2006 to
14.4% in 2012 and detection by external auditors from 12.0% to 3.3%.
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This research focuses specifically on the responsibilities of internal auditors
regarding the detection of financial statement fraud according to the 1IA Standards.
According to the research problem, regarding the detection of financial statement
fraud, the IIA Standards are inadequate in relation to the standards which are
applicable to external auditors. The IIA Standards will be read in conjunction with the
Practice Advisories as well as other guidance which is issued by the IIA to enhance

the Standards with best practices.

As stated by the ACFE, in the main, financial statement fraud is the most expensive
of all types of fraud committed (ACFE 2012: 4) and, generally, it involves
management participation in the fraud. This research investigates the standards and
the application thereof to establish the responsibilities of internal auditors as regards
the detection of financial statement fraud. The study compares the IIA Standards
with the standards applicable to external auditors, specifically ISA 240, to establish
whether the IIA Standards are sufficient to guide internal auditors in the detection of
financial statement fraud and whether there are any gaps between the two sets of
standards that should be addressed in order to enhance the ability of the internal
auditors to detect financial statement fraud. However, the study will not make any
comparisons regarding the roles and responsibilities of external and internal
auditors.

There may be a view that the standards of the external auditors should be more
onerous than the standards of the internal auditors because of the reporting structure