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1. CORE FOUNDATION RELATED TO FRAUD EXAMINATION AND FINANCIAL FORENSICS 1 
 
WHAT IS FRAUD.  Imagine that you work in the accounts payable department of your company, and you 
discover that your boss is padding his business expenses with personal expenses: (i) what would you do, 
(ii) should you report it to anyone, (iii) who could you trust, (iv) is this fraud, (v) if you don’t report it, are 
you complicit in fraud. Fraud sometimes referred o as the fraudulent act in an intentional deception, 
whether by omission or co-mission, that causes its victim to suffer an economic loss and/or the perpetrator 
to realize a gain. A simple working definition of fraud is theft by deception.  
 
LEGAL ELEMENTS OF FRAUD. Under common law, fraud includes four essential elements: (i) a material 
false statement, (ii) knowledge that the statement was false when it was spoken, (iii) reliance on the false 
statement by the victim, and (iv) damages resulting from the victim’s reliance on the false statement. In 
the broadest sense, fraud can encompass any crime for gain that uses deception as its principal technique. 
The legal definition of fraud is the same whether the offense is criminal or civil; the difference is that 
criminal cases must meet a higher burden of proof. In order to prove that a person has committed larceny, 
we would need to prove the following four elements: (i) there was a taking or carrying away, (ii) of the 
money or property of another, (iii) without the consent of the owner, and (iv) with the intent to deprive 
the owner of its use or possession. Conversion in the legal sense is “an unauthorized assumption and 
exercise of the right of ownership over goods or personal chattels belonging to another, to the alteration 
of their condition the exclusion of the owner’s rights. While, “to embezzle means willfully to take, or 
convert to one’s own use, another’s monePy or property of which the wrongdoer acquired possession 
lawfully, by reason of some office or employment or position of trust.” Fiduciaries have a duty to act in the 
best interests of the person whom they represent. When they violate this duty, they can be liable under 
the tort of bread of fiduciary duty. The elements of this cause of action vary among jurisdictions, but in 
general they consist of the following: (i) a fiduciary relationship existed between the plaintiff and the 
defendant, (ii) the defendant (fiduciary) breached his or her duty to the plaintiff, (iii) the breach resulted 
in either harm to the plaintiff or benefit to the fiduciary. A fiduciary duty is a very high standard of conduct 
that is not lightly imposed. The duty depends upon the existence of a fiduciary relationship between the 
two parties. Occupational fraud always involves deceit, and acts that look like other forms of misconduct, 
such as larceny, may indeed involve some sort of fraud.  
 
MAJOR CATEGORIES OF FRAUD. Categories include: (i) asset misappropriation, (ii) financial statement 
fraud and other fraudulent statements, and (iii) corruption. The Association of Certified Fraud Examiners 
defines financial statement fraud as the intentional, deliberate misstatement or omission of material facts 
or accounting data that is misleading and when considered with all the information made available, that 
would cause the reader to change or alter his or her judgment or decision. In other words, the statement 
constitutes intentional or reckless conduct, whether by act or omission, that results in material misleading 
financial statements. Even though specific schemes vary, the major areas involved in financial statement 
fraud include: (i) fictitious revenue and related assets, (ii) improper timing of revenue and expense 
recognition, (iii) concealed liabilities, (iv) inadequate and misleading disclosures, (v) improper asset 
valuation, and (vi) improper and inappropriate capitalization of expenses. The essential characteristics of 
financial statement fraud are (i) the misstatement is material and intentional, and (ii) users of the financial 
statements have been misled.  

 
1Material in this document derives from Forensic Accounting and Fraud Examination. Kranacher, Riley, and Wells. Wiley and 
Sons. 2011.  
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FRAUD SCHEMES. Frauds are normally referred to as either internal or external, where the latter refers to 
offenses committed by individuals against other individuals, offenses by individuals against organizations, 
or organizations against individuals. Internal fraud refers to occupational fraud committed by one or more 
employees of an organization and is the most costly and common fraud.  
 
ABUSE. Abuse is a term used to describe any misconduct that does not rise to the level of a fraud. It is any 
misconduct that does not fall clearly into a defined category of wrongdoing. 
 
WHAT IS FINANCIAL FORENSICS.  Financial forensics is the application of financial principles and theories 
to facts or hypotheses at issue in a legal dispute and consists of two primary functions: (i) litigation advisory 
services, and (ii) investigative services. Financial forensics is the intersection of financial principles and the 
law and therefore applies: (i) technical skills of accounting, auditing, finance, quantitative methods, and 
certain areas of the law and research, (ii) investigative skills for the collection, analysis, and evaluation of 
evidential matter, and (iii) critical thinking to interpret and communicate the results of the investigation. 
Event though the fraud examiner or forensic accountant needs to think critically, the direction of the 
investigation is often guided by assumptions. The difficult challenge is not the questioning of assumptions 
that investigators had identified as assumptions, but the questioning of the assumptions that investigators 
are making without realizing that they have made them. That is why it is important that investigators 
continually challenge their investigative approach and outcomes to ensure that the investigation is moving 
toward a resolution that stands up to the scrutiny of others.  
 
THE ROLE OF AUDITING, FRAUD EXAMINATION, AND FINANCIAL FORENSICS. Fraud examination, financial 
forensics, and traditional auditing are interrelated, yet they have characteristics that are separate and 
distinct. All require interdisciplinary skills to succeed – professionals in any of these fields must possess a 
capacity for working with number, words and people. Financial forensic professionals calculate economic 
damages, business or asset valuations, and provide litigation advisory services that may not involve 
allegations of fraud. Financial forensics has the following characteristics: (i) timing is nonrecurring, (ii) 
scope is specific, (iii) objective is to determine financial impact, (iv) relationship is independent, (v) 
methodology is to gather financial and nonfinancial evidence to examine allegations independently and 
determine their financial impact, and (vi) presumption is proof.  
 
FRAUD TRIANGLE. Cressey’s hypothesis attempts to explain the conditions that are generally present when 
fraud occurs and has become known as the fraud triangle: (i) perceived opportunity, (ii) perceived pressure, 
and (iii) rationalization. Although the fraud triangle was developed to explain fraud, the same motivations 
can be used to understand financial disputes of all kinds. When money is involved we may see individuals, 
companies, or organizations behave in ways that are out of character. In those situations we may often be 
able to explain their actions in terms of the fraud triangle.   
 
M.I.C.E. In addition to the fraud triangle, typical motivations of fraud perpetrators may be identified with: 
(i) money, (ii) ideology, (iii) coercion, and (iv) ego. Money and ego are the two most commonly observed 
motivations.  
 
THE COST OF FRAUD. Organizations incur costs to produce and sell their products or services. These costs 
run the gamut: labor, taxes, advertising, etc., and yes, fraud and litigation. The cost of fraud and litigation; 
however, are fundamentally different from the other costs. The true expense of fraud and litigation is 
hidden, even if a portion of the cost is reflected in the profit and loss figures. Indirect costs of fraud and 
litigation can have fa-reaching impact. For example, employees may lose jobs or be unable to obtain other 
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employment opportunities; the company may have difficulty getting loans, mortgages, and other forms of 
credit because of the impact of fraud and litigation o the company’s finances; the company’s reputation in 
the community may be affected; and the company may become the subject of broader investigations. 
Fraud losses tend to rise based on the perpetrator’s level of authority within an organization. Male 
employees caused median losses that were more than twice as large as those of female employees. There 
is a strong correlation between the age of the perpetrator and the size of the median loss. As employee’s 
education levels rose, so did the losses from their frauds. In cases involving more than one perpetrator 
fraud losses rose substantially. There is a direct correlation between the length of time an employee has 
been employed by a victim organization and the size of the loss in the case. Less than seven percent of the 
perpetrators identified are known to have been convicted of a previous fraud-related offense.  Small 
organizations tend to suffer disproportionately large fraud losses. There is a greater degree of trust 
inherent in a situation where everyone knows each other by name. None of us like to think our co-workers 
would or do commit these offenses. Cases where the victim organization refer the case to the authorities 
show a median loss of $250,000, whereas the median loss is only $100,00 in cases that are not referred. 
Frauds are most commonly detected by tips (46%), with ‘by accident’ being the 3rd most frequent detection 
method (20%), ranking higher than internal or external audits.  
 
THE INVESTIGATION – CRITICAL THINKING AND PROFESSIONAL SKEPTICISM.  If typical fraudsters have no 
distinguishing outward characteristics to identify them as such, how are we to approach an engagement 
to detect fraud? It can be challenging to conduct a fraud investigation unless the investigator is prepared 
to look beyond his or her value system. In short, you need to think like a fraudster to catch one. Professional 
skepticism can be broken into three attributes: (i) recognition that fraud may be present. In the forensic 
accounting arena, it is recognition that the plaintiff and/or the defendant may be masking the true 
underlying story that requires a thorough analysis of the evidence, (ii) an attitude that includes a 
questioning mind and a critical assessment of the evidence, and (iii) a commitment to persuasive evidence. 
This commitment requires the fraud examiner or forensic accountant to go the extra mile to tie up all loose 
ends. Loose threads: when you pull on a loose thread, a knitted blanket may unravel, a shirt may pucker 
and be ruined.  Red flags are like a loose thread – pull and see what happens, you just might unravel a 
fraud, ruin a fraudster’s modus operandi, or blow a hole in a fraud scheme. A diligent fraud professional or 
forensic accountant who pulls on a thread may save a company millions.  
 
THE INVESTIGATION – FRAUD RISK FACTORS AND ‘RED FLAGS.’  What do these loose threads look like in 
practice?  They can be though of as anomalies, relatively small indicators, facts, figures, relationships, 
patterns, breaks in patterns, suggesting that something may not be right or that the arguments being made 
by litigants may not be the full story. These are referred to as red flags. Symptoms of fraud may be divided 
into at least six categories: (i) unexplained accounting anomalies, (ii) exploited internal control weaknesses, 
(iii) identified analytical anomalies where nonfinancial data do not correlate with financial data, (iv) 
observed extravagant lifestyles, (v) observed unusual behaviors, (vi) and anomalies communicated via tips 
and complaints. As independent experts, forensic accountants need to look for evidence that runs counters 
to their client’s claims. Fraud risk factors generally fall into three categories: (i) motivational, (ii) situational, 
and (iii) behavioral.  
 
THE INVESTIGATION – EVIDENCE-BASED DECISION MAKING.  Evidence and other legal issues briefly 
explained in Black’s Law Dictionary, which defines evidence as anything perceivable by the five senses and 
any proof, such as testimony of witnesses, records, documents, facts, data, or tangible objects, legally 
presented at trial to prove a contention and induce a belief in the minds of a jury. Following the issues of 
critical thinking and professional skepticism is that of a commitment to evidence-based decision-making. 




