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1. INTRODUCTION 
 
Resolving allegation of fraud – whether from tips, complaints, or accounting clues – is the discipline of 
fraud examination. It involves obtaining documentary evidence, interviewing witnesses and potential 
suspects, writing investigative reports, testifying to findings, and assisting in the general detection and 
prevention of fraud. Forensic accounting is the use of any accounting knowledge or skill for courtroom 
purposes and can therefore involve not only fraud, but also bankruptcy, business valuations and disputes, 
divorce, and a host of other litigation support services. Fraud examination can be conducted by 
professionals in fields other than accountancy. Fraud examination uses a certain degree of auditing, but 
encompasses more than just the review of financial data; it also involves techniques such as interviews, 
statement analysis, public records searches, and forensic document examination.  
 
FRAUD EXAMINATION METHODOLOGY.  Fraud examination methodology requires that all fraud 
allegations be handled in a uniform, legal fashion, and that they be resolved in a timely manner. Specific 
steps are employed in a logical progression that is designed to narrow the focus of the inquiry from the 
general to the specific, eventually centering on a final conclusion.  
 
Predication is the totality of circumstances that would lead a reasonable, professionally trained, prudent 
individual to believe that a fraud has occurred, is occurring or will occur. All fraud examinations must be 
based on proper predication. A well-received tip is generally considered sufficient predication, for 
example. Mere suspicion; however, without any underlying circumstantial evidence, is not a sufficient 
basis for conducting a fraud examination.  
 
Fraud Theory Approach. In most occupational fraud cases, it is unlikely that there will be direct evidence 
of the crime. There are rarely eyewitnesses to a fraud, and it is unlikely – at least at the outset of an 
investigation – that the perpetrator will come right out and confess. A successful fraud investigation takes 
various sources of incomplete circumstantial evidence and assembles them into a solid, coherent 
structure that either proves or disproves existence of fraud. To solve a fraud without complete evidence, 
the fraud examiner must make certain assumptions, not unlike a scientist who postulates a theory based 
on observation and then tests it using the following steps: (i) analyze available data, (ii) create a 
hypothesis, (iii) test the hypothesis, (iv) refine and amend the hypothesis. The fraud examiner must 
analyze available data before developing a preliminary hypothesis.  
 
Analyzing Available Data. Auditing functions related to the predication for example.  
 
Creating a Hypothesis. The hypothesis is invariably a worst-case scenario. I t can be created for any specific 
allegation, such as bribery, kickback, embezzlement, etc.  
 
Testing the Hypothesis. After the hypothesis has been developed, it must be tested. This involves 
developing a what-if scenario and gathering evidence to either prove or disprove the proposition. Look 
for personal relationships, company controls, use of the proceeds of the illegal income.   
 
Refining and Amending the Hypothesis. The goal is not to pin the crime on a particular individual, but 
rather to determine, through the methodical process of testing and revision, whether a crime has been 
committed and if so, how.  
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Tools Used in Fraud Examinations. Three tools are available regardless of the nature of a fraud 
examination. First, skill in the examination of financial statements, books and records, and support 
documents as well as the legal ramifications of evidence and how to maintain the chain of custody over 
documents. Second, skill in the process of obtaining relevant information about eh matter from those 
who have knowledge of it (interviewing). Third is observation – behavior, displays of wealth, specific 
offenses. Evidence is usually gathered in a manner that moves from the general to the specific. The rule 
in the context of taking witness statements means interviewing persons who may have some knowledge 
about the fraud but who are not involved, followed by corroborative witnesses, then suspected co-
conspirators, then the person suspected of committing the fraud. Tools can be applied to any type of 
investigations, internal or external. 
 
DEFINING OCCUPATIONAL FRAUD AND ABUSE.  Occupational fraud and abuse is defined as the use of 
one’s occupation for personal enrichment through the deliberate misuse or misapplication of the 
employing organization’s resources or assets. Four elements common to these schemes stated by the  
Association of Certified Fraud Examiners: the key is that the activity, (i) is clandestine, (ii) violates the 
employee’s fiduciary duties to the organization, (iii) is committed for the purpose of direct or indirect 
financial benefit to the employee, and (iv) costs the employing organization assets, revenues, or reserves.  
 
Defining fraud. Fraud can encompass any crime for gain that uses deception as it principal modus 
operandi. Of the three ways to illegally relieve a victim of money – force, trickery or larceny – all offenses 
that employ trickery are frauds. Although all frauds involve some form of deception, not all deceptions 
are necessarily frauds. Under common law, four general elements must be present for a fraud to exist: (i) 
a material false statement, (ii) knowledge that the statement was false when it was uttered, (iii) reliance 
of the victim on the false statement, and (iv) damages resulting from the victim’s reliance on the false 
statement. 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.  
 
Defining larceny. Larceny is the legal term for stealing, defined as felonious stealing, taking and carrying, 
leading, riding, or driving away with another’s personal property, with the intent to convert it or to deprive 
the owner thereof. In order to prove that a person has committed larceny, we need to prove the following: 
(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.  
 
Defining conversion. 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 or 
the exclusion of the owner’s rights.  
 
Defining embezzle. To embezzle means willfully to take or convert to one’s own use, another’s money or 
property of which the wrongdoer acquired possession lawfully, by reason of some office or employment 
or position of trust. The key words are ‘acquired possession lawfully’. In order for an embezzlement to 
occur, the person who stole the property must have been entitled to possession of the property at the 
time of the theft. Remember that possession is not the same thing as ownership.  
 
Defining fiduciary. A fiduciary is someone who acts for the benefit of another, and has a duty to act in the 
best interests of the person whom he represents. A breach of fiduciary duty consists of: (i) a fiduciary 
relationship between the plaintiff and the defendant, (ii) breach of the defendant’s duty to the plaintiff, 
(iii) harm to the plaintiff or benefit to the fiduciary resulting from the breach.  A fiduciary duty is a very 
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high standard of conduct that is not lightly imposed on a person. Practically speaking the law will generally 
recognize a fiduciary duty only for officers and directors of a company, not for ordinary employees.  
 
Defining abuse. Not all misconduct in the workplace amounts to fraud. The term abuse is used to describe 
any misconduct that does not fall into a clearly defined category of wrongdoing. In the public sector, abuse 
can lead to prosecution, for example in the case of flagrant instances of sick leave abuse. Misuse of public 
money in any form can end up being a serious matter, and the prosecutorial thresholds are surprisingly 
low.  
 
RESEARCH IN OCCUPATIONAL FRAUD AND ABUSE.  
 
Edwin H. Sutherland, criminologist at Indiana University is to white collar criminality as Freud was to 
Psychology. Sutherland developed the ‘theory of differential association’ which is now the most widely 
accepted theory of criminal behavior. The theory’s basic tenet is that crime is learned, and that learning 
of criminal behavior occurred with other persons in a process of communication. Therefore, criminality 
cannot occur without the assistance of other people. Sutherland believed that the learning process 
involved two specific areas: the techniques for committing crime and the attitudes, drives, rationalizations 
and motives of the criminal mind.   
 
Donald R. Cressey, student of Sutherland who focused on embezzlers. He interviewed about 200 
incarcerated inmates at prisons in the Midwest. He developed what still remains as the classic model for 
the occupational offender. His final hypothesis: trusted persons become trust violators when they 
conceive of themselves as having a financial problem which is non-shareable, are aware this problem can 
be secretly resolved by violation of the position of financial trust, and are able to apply to their own 
conduct in that situation verbalizations which enable them to adjust their conceptions of themselves as 
trusted persons with their conceptions of themselves as users of the entrusted funds or property.  The 
hypothesis has become known as the fraud triangle. The legs of the triangle: (i) perceived nonshareable 
financial need, (ii) perceived opportunity, and (iii) rationalization.  
 
Nonsharable financial problems. The role of nonsharable financial problems is important. In all cases of 
trust violation encountered, the violator considered that a financial problem which confronted him could 
not be shared with persons who, from a more objective point of view, probably could have aided in the 
solution of the problem.  Nonshareable financial problems fall into six categories: (i) violation of ascribed 
obligations, (ii) problems resulting from personal failure, (iii) business reversals, (iv) physical isolation, (v) 
status-gaining, (vi) employer-employee relations. All nonshareable problems deal in some way with 
status-seeking or status-maintaining activities by the subjects.  
 
Violation of Ascribed Obligations. Violation of ascribed obligations has historically proved a strong 
motivator of financial crimes. The mere fact that a person holds a trusted position carries with it the 
implied duty to act in a manner becoming that status. By admitting that they had lost money through 
some disreputable act, they would be admitting – at least in their own minds – that they are unworthy to 
hold their trusted positions.  
 
Problems Resulting from Personal Failure. Problems resulting from personal failure as those that a trusted 
person feels he caused through bad judgment, and for which he therefor feels personally responsible. 
Pride goeth before the fall.  
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