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Praise for Corporate Fraud Exposed

‘This book presents important insights into the causes
and consequences of corporate fraud. The chapters
encompass many useful empirical observations as well
as key case studies. It is an important resource for

academics, practitioners, and policymakers alike.’
— Douglas Cumming, DeSantis Distinguished Professor,
Florida Atlantic University

‘Corporate Fraud Exposed offers valuable insights on a
wide cross section of timely, cutting-edge, fraud-related
topics from essential background including causes and
consequences, to detection and prevention, while high-
lighting case studies and areas for future research. From
industry professionals to interested investors, readers
will find this comprehensive work, from a mix of
talented academics and practitioners led by highly
accomplished co-editors, both intriguing and informa-
tive. As the editors point out, fighting fraud remains a
never-ending battle with fintech and data analytics rep-

resenting the latest battlefronts.’
— Greg Filbeck, CFA, FRM, CAIA, CIPM, PRM, Samuel P.
Black IIT Professor of Finance and Risk Management, Penn
State Behrend

“This book is a unique one-stop-shop for understanding
corporate fraud that provides a breadth of perspectives
from a variety of academic disciplines. Summarizing the
latest research and grounded in empirical data, the book
provides valuable insights for students, academics, pol-

icymakers, investors, and practitioners alike.’
— William J. Mayew, Professor of Accounting, Duke Uni-
versity, Fuqua School of Business

“This book provides a timely reminder of the inevita-
bility of fraud, the costly societal consequences, and
what can and can’t be done to detect and mitigate it.
Readers will appreciate the multi-disciplinary and

global perspective that brings together research on



well-known frauds of the past with frauds of the future
enabled by technology (e.g. ‘crowdfooling’), showcasing
evolving opportunities to address, from transparency, to

whistleblowing to analytics.’
— Alexander Dyck, Professor of Finance and Economic
Analysis and Policy, Rotman School of Management,
University of Toronto

“This book provides a wide-ranging coverage of the costly
and growing epidemic afflicting the corporate and finan-
cial worlds: Fraud. An exceptional and coherent collection
of well-researched chapters, Corporate Fraud Exposed
reveals the pervasiveness of fraud and its dreadful
impact on corporations and their stakeholders. It also
offers an in-depth analysis of how fraud is committed
and what can be done to prevent its occurrence in the
first place. Given its holistic and forward-looking perspec-
tive, this book is valuable to academics, students, pro-

fessionals as well as policy makers.’
— Omrane Guedhami, C. Russell Hill Professor of
Economics, Moore School of Business, University of South
Carolina

‘This is a terrific book! It not only demystifies and
explains the phenomenon of corporate fraud but also
exposes its complex and multifaceted nature. It covers
cutting edge topics (e.g., cyber-fraud and ‘crowd-fooling’)
on corporate fraud and uses detailed illustrations of major
corporate scandals to demonstrate the global nature of
fraud. The book’s clarity and comprehensive coverage of
fraud make it a valuable reference for practitioners, policy

makers, academics and graduate students alike.’
— Kose John, Charles William Gerstenberg Professorship in
Banking and Finance. Stern School of Business, New York
University



This page intentionally left blank



CORPORATE FRAUD EXPOSED

A Comprehensive and Holistic

Approach

EDITED BY

H. KENT BAKER
American University, Kogod School of Business, USA

LYNNETTE PURDA

Queen’s University, Smith School of Business, Canada

and

SAMIR SAADI
University of Ottawa, Telfer School of Management,

Canada

&%
&P cerald
ﬂ“'(} PUBLISHING

United Kingdom — North America — Japan
Indio = Malaysia = China



Emerald Publishing Limited
Howard House, Wagon Lane, Bingley BD16 1WA, UK

First edition 2020
Copyright © 2020 Emerald Publishing Limited

Reprints and permissions service
Contact: permissions@emeraldinsight.com

No part of this book may be reproduced, stored in a retrieval system, transmitted in
any form or by any means electronic, mechanical, photocopying, recording or
otherwise without either the prior written permission of the publisher or a licence
permitting restricted copying issued in the UK by The Copyright Licensing Agency
and in the USA by The Copyright Clearance Center. Any opinions expressed in the
chapters are those of the authors. Whilst Emerald makes every effort to ensure the
quality and accuracy of its content, Emerald makes no representation implied or
otherwise, as to the chapters’ suitability and application and disclaims any
warranties, express or implied, to their use.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

ISBN: 978-1-78973-418-8 (Print)
ISBN: 978-1-78973-417-1 (Online)
ISBN: 978-1-78973-419-5 (Epub)

ISOQAR certified
Management System,
awarded to Emerald
for adherence to
Environmental

2\
standard .b"' Y,
ISOQAR 150 14001:2004. \:“;’ “{',
L4
e

Certificate Number 1985
1ISO 14001 INVESTOR IN PEOPLE


mailto:permissions@emeraldinsight.com

CONTENTS

About the Contributors

Acknowledgments

Section 1 Nature of Fraud

1. Corporate Fraud Exposed: An Overview
H. Kent Baker, Lynnette Purda and Samir Saadi

2. Types of Corporate Fraud
Halil Kiymaz

3. How Fraud Offenders Rationalize Financial Crime
Iva Charlopova, Paul Andon and Clinton Free

4. Accounting Principles and Corporate Fraud
Kirsten L. Anderson

Section 2 Causes and Determinants of Corporate Fraud

5. Corporate Culture and Fraud
Ellie Chapple, Kathleen Walsh and Yun Shen

6. Corporate Governance and Fraud

Ali C. Akyol

7. National Culture, legal Environment, and Fraud

Chen liu and Serena Shuo VWu

8. Agency Theory and Fraud
Chiraz Ben Ali

vii

Xi

XXiii



viii

Executive Influence and Fraud

Philip R. Jones, Joseph Monts and Andrew C. Spieler

Section 3 Consequences of Corporate Fraud

Corporate Political Connections and Corruption

Matthew Boland

. The Spillover Impact of Corporate Fraud on Peer Firms

Tashfeen Hussain

. Crowdfunding without Crowdfooling: Prevention Is Better

Than Cure
Sondes Mbarek and Donia Trabelsi

Section 4 Corporate Fraud Detection and Prevention

. Corporate Whistleblowing: Toward a Regulatory

Approach
Anita Indira Anand

Forensic Accounting and Fraud Deferrence
Casey D. Evans

Cyber Security and Corporate Fraud
James K. Hayes
law Enforcement Agencies and Corporate Fraud

Robert A. Warren and Michael Pakaluk

Financial Statement Fraud: Motivation, Methods, and
Detection

S. David Young

Section 5 Corporate Fraud in Practice

Accounting Scandals: Enron, Worldcom, and Global
Crossing

Steven Petra and Andrew C. Spieler

Contents

169

205

221

241

261

279

299

321

343



Contents ix

19. Panama Papers and the Abuse of Shell Entities 361
Carl Pacini and Nicole Forbes Stowell

20. Stock Option Manipulations 383
Haifa Amairi, Boushra El Haj Hassan and Janelle Mann

21. Satyam Scandal 403

Yan luo and linying Zhou

22. Corporate Fraud: The Cases of Barings Bank,
Volkswagen, and HIH Insurance 421

Sayan Sarkar and Andrew C. Spieler

Section 6 Future Research Issues

23. Corporate Fraud: Avenues for Future Research 441
Nadia Smaili, Julien le Maux and Walid Ben Amar

Discussion Questions and Answers (Chapters 2—23) 459
Index 491



This page intentionally left blank



ABOUT THE CONTRIBUTORS

Ali C. Akyol is an Associate Professor of Finance at the Telfer School of
Management, University of Ottawa, and a Senior Lecturer in Finance at the
University of Melbourne. His research focuses on governance-related regu-
lations, the board of directors, firm disclosure, and financial misconduct. His
research has been published in such journals as the Journal of Financial
Economics and the Journal of Financial and Quantitative Analysis. Professor

Akyol holds a PhD in finance from the University of Alabama.

Chiraz Ben Ali is an Associate Professor of Accounting at John Molson
School of Business of Concordia University. Before joining Concordia Uni-
versity, she was an Associate Professor of Accounting at IPAG Business
School and also worked as a management controller at Société Générale
bank. Her research focuses on corporate governance, especially auditing and
corporate governance mechanisms and has been published in the European
Accounting Review, Management International, and Comptabilite Control
Audit. She received an MSc in accounting and a PhD in business adminis-

tration from the University Paris Dauphine.

Haifa Amairi is a Visiting Scholar at the Telfer School of Management,
University of Ottawa. Her research interests include corporate gover-
nance, product market competition, and executive compensation. She
received a best-paper award and prestigious scholarships from the
American Finance Association among others. Along with several chapters
in refereed books, she has published in Financial Research Letters. She is
a member of the Risk Management and Research in Accounting and
Finance of the Manouba University where she is currently pursuing a PhD

in finance.

Walid Ben Amar is a Professor at the Telfer School of Management, Uni-
versity of Ottawa. His research interests include corporate governance,

ownership structures, mergers and acquisitions, and corporate disclosure

Xi



Xii About the Contributors

strategies. Professor Ben Amar has published in the Journal of Business
Finance & Accounting, Journal of Business Ethics, British Journal of
Management, Business Strategy and the Enviromment, and Comptabilité-
Contréle-Audit. He has a PhD in business administration from HEC

Montréal.

Anita Indira Anand is a Professor of Law and holds the J. R. Kimber Chair in
Investor Protection and Corporate Governance at the University of Toronto
and is cross-appointed to the Rotman School of Management and the School
of Public Policy and Governance. She holds BA degrees from Queen’s Uni-
versity and the University of Oxford, an LLB from Dalhousie University and
LLM from the University of Toronto. She is a member of the Bar of Ontario.

Kirsten L. Anderson, CPA, is a Teaching Professor at the McDonough School
of Business Georgetown University. She previously served as a Financial
Economist at the Securities and Exchange Commission and an Assistant
Professor of Accounting at Syracuse University. Before working in academia,
she was as a financial analyst for Campbell Soup Company. Professor
Anderson received a BS in accounting from the University of Delaware and a
PhD in accounting from The Ohio State University.

Paul Andon is a Professor of Accounting at UNSW Sydney and a Fellow of
Chartered Accountants Australia and New Zealand. Professor Andon’s
research focuses on issues in fraud, new assurance services, and professional
governance. He has published his research in leading scholarly journals in the
discipline. Professor Andon received his PhD from UNSW Sydney.

H. Kent Baker, CFA, CMA, is University Professor of Finance in the Kogod
School of Business at American University. Professor Baker is an award-
winning author/editor of 37 books including Debt Markets and Invest-
ments (2019), Investment Traps Exposed: Navigating Investor Mistakes and
Behavioral Biases (2017), Financial Bebhavior: Players, Services, Products, and
Markets (2017); Investor Bebavior: The Psychology of Financial Planning
and Investing (2014), and Survey Research in Corporate Finance (2010). He
is also the editor of two book series: Financial Markets and Investments
(Oxford University Press) and the H. Kent Baker Investments Series (Emerald
Publishing). As one of the most prolific finance academics, he has published



About the Contributors xiii

more than 190 refereed academic journal articles and 125 practitioner-
oriented articles appearing in such outlets as the Journal of Finance, Jour-
nal of Financial and Quantitative Analysis, Financial Management, Journal of
Corporate Finance, Financial Analysts Journal, Journal of Portfolio Man-
agement, and Harvard Business Review. He has consulting and training
experience with more than 100 organizations and has conducted more than
800 training programs in North America and Europe. He is the past president
of the Southern Finance Association and its 2019 Distinguished Scholar.
Professor Baker holds a BSBA from Georgetown University; an MEd, MBA,
and DBA from the University of Maryland; and an MA, MS, and two PhDs

from American University.

Matthew Boland is an Assistant Professor of Accounting in the Sobey School
of Business at Saint Mary’s University. Previously, he was an Assistant Pro-
fessor of Finance in the Lucas School of Business at San Jose State University.

Professor Boland received a PhD in management from Queen’s University.

Ellie Chapple is Professor of Accountancy at the QUT Business School,
Queensland University of Technology, Brisbane, Australia, and Solicitor
admitted to the Supreme Court of Queensland, Australia. She is the research
leader for the Forensic Accounting and the Accounting for Social Change
research groups in the School of Accountancy. Her research focuses on
corporate governance and nonfinancial disclosures by capital markets firms
and includes critiquing securities regulation law and policy. Professor
Chapple holds an LLB from the Queensland University of Technology, an
LLM from the University of Queensland, and received an SJD from the
Queensland University of Technology.

Iva Charlopova is a Senior Financial Accountant in the insurance industry in
Sydney. She holds an undergraduate degree in international business and
accounting from the Schulich School of Business, York University, and is a

Chartered Professional Accountant of Canada.

Boushra El Haj Hassan is a PhD candidate at the Telfer School of Man-
agement, University of Ottawa. She received several prestigious scholarships
such as the Joseph-Armand Bombardier Canada Graduate Scholarship from
the Social Sciences and Humanities Research Council of Canada (SSHRC).



Xiv About the Contributors

Her research interest includes executive compensation, corporate governance,
and corporate innovation. Her work appeared in book chapters as well as
papers in peer-reviewed journals such as Emerging Market Review and

Finance Research Letters.

Casey D. Evans, CPA, CFE, is a Senior Professorial Lecturer at American
University and serves as the Associate Dean of Undergraduate Programs and
Student Services at Kogod School of Business. She joined the faculty with
extensive industry experience handling corporate fraud investigations and
federal enforcement actions. Professor Evans has a BS and MS in Accounting

from American University.

Clinton Free is a Professor of Accounting at the University of Sydney. He
served on faculties at Oxford University, Queen’s University, and UNSW
Sydney. Professor Free’s research focuses on fraud and corporate governance.
He holds Commerce and Law degrees from UNSW and a doctorate from

Oxford University, where he was a Rhodes Scholar.

James K. Hayes is as an Adjunct Professor in the business programs at
Chatham University. He has held various strategic planning and enterprise
development positions in such organizations as Wabtec, Federal Reserve
Bank of Richmond, Eaton Corporation, Tyco, Motorola, Ameritech (now
part of ATT), and Bankers Trust (now part of Deutsche Bank). He received a
BSFS in international economics from Georgetown University, an MPA in
economics and policy from Princeton University, an MBA in finance and
accounting from the University of Chicago, and a DM from Case Western

Reserve University.

Tashfeen Hussain is an Assistant Professor of Finance at the Bissett School of
Business, Mount Royal University, Canada. His research interests include
firms’ interactions with debt markets, creditor monitoring, corporate fraud,
and emerging issues such as the implications of fake news and peer to peer
lending. He has presented his research at several international conferences.

Professor Hussain received a PhD in finance from Queen’s University.

Philip R. Jones, EIT, is a Senior Account Executive at Emerson Automation
Solutions providing account management and leading strategic displacement

activities across the central United States. He previously was a lead startup



About the Contributors XV

and field engineer focused on power retrofit initiatives and repowering large
generation facilities. Mr Jones received a BS in mechanical engineering from

Purdue University and an MBA from Syracuse University.

Halil Kiymaz, CFA, is Bank of America Professor of Finance at Crummer
Graduate School of Business, Rollins College. He has published five books
and more than 80 articles in scholarly and practitioner journals. His research
appears in such journals as the Journal of Banking and Finance, Financial
Review, Global Finance Journal, Journal of Applied Finance, Journal of
Economics and Finance, Review of Financial Economics, and Quarterly
Journal of Business and Economics. He is the recipient of several research
awards including the McGraw-Hill Irwin Best Paper Award and Outstanding
Research Awards at the Global Conference on Business and Finance. He also
serves on the editorial board of several journals. Professor Kiymaz is the
former president of the Academy of Financial Services and finance editor of
International Journal of Emerging Markets. He has taught as a visiting
professor at East Chinese University of Science and Technology, Shanghai,
China, and Copenhagen Business School in Denmark. He received an MBA,
MA, and PhD from the University of New Orleans.

Julien Le Maux is a Professor at HEC Montréal. His research focuses on
corporate governance, annual report readability, and corporate finance.
Professor Le Maux has published in the Journal of Business Finance and
Accounting, European Financial Management, and La revue du financier. In
2014, he received the Prize of the Minister of Higher Education, Research
and Science — Mention in the category Volumes (university education). Pro-

fessor Le Maux holds a PhD from University of Paris 1, Panthéon-Sorbonne.

Chen Liu is an Associate Professor of Finance and Associate MBA Director at
Trinity Western University. Professor Liu’s research focuses on empirical
corporate finance, entrepreneurial finance, and PE & VC. Her research appears
in such journals as Small Business Economics and Financial Management. She
has also published numerous book chapters. Professor Liu holds a PhD in

Finance from the Smith School of Business at Queen’s University.

Yan Luo, CPA, is an Associate Professor and Goddard Family Endowed
Faculty Fellow at the Charles W. Lamden School of Accountancy at San

Diego State University. Her research interests include corporate governance,



XVi About the Contributors

corporate disclosure, auditing, and data analytics. Her research has been
published in Corporate Governance: An International Review, Journal of
Information Systems, Journal of Accounting Literature, Review of Quanti-
tative Finance and Accounting, Research in Accounting Regulation, Inter-
national Journal of Disclosure and Governance, Asian Review of Accounting,
and Review of Accounting and Finance. She received a PhD in Accounting

from Queen’s University, Canada.

Janelle Mann is an Associate Professor at the Department of Economics,
University of Manitoba. Her research is funded through the Social Sciences
and Humanities Research Council of Canada (SSHRC) and the Dr Paul H. T.
Thorlakson Foundation Fund and Mitacs. Professor Mann’s research has
been published in the Canadian Journal of Economics, Empirical Economics,
Energy Economics, Environmental and Resource Economics, and Journal of
Economics and Econometrics. She holds a PhD in business economics from

Smith School of Business, Queen’s University.

Sondes Mbarek is an Associate Professor of Corporate Finance and
Accounting at Institut Mines-Telecom Business School and Research Affiliate
to the Laboratory for Innovation, Technologies, Economy and Management
(LITEM). Her research interests lie within the fields of financial innovation,
crowdfunding, corporate finance, corporate governance, entrepreneurship,
and corporate social responsibility. She holds a PhD in corporate finance

from University Paris Dauphine.

Joseph Monts, CSCP, CPIM, is a supply chain and operations professional
at Google. He previously held various roles in consumer electronic start-up
organizations with a focus on implementing supply chain, manufacturing,
logistics, and distributions operations to bring those organizations to
market. Mr Monts received a BS degree in global supply chain and finance
from the University of South Carolina and an MBA from Syracuse

University.

Carl Pacini, CPA, CFF, is a Professor of Accounting at the Kate Tiedemann
College of Business, University of South Florida at St. Petersburg. He has also
been an Adjunct Instructor of Forensic Accounting for Florida Atlantic
University for 15 years. Professor Pacini’s research and professional interests

include auditor liability, forensic accounting, and accounting and financial



About the Contributors Xvii

services regulation. He received a PhD in Accounting from the Florida State

University and a JD from the University of Notre Dame.

Michael Pakaluk is Ordinary Professor of Ethics and Social Philosophy at the
Busch School of Business at The Catholic University of America. He is the
author of many books and articles on classical ethical theory, especially
Aristotelian ethics and the philosophy of friendship. His groundbreaking
work in accounting ethics approaches the subject through the viewpoint of
virtue ethics. Professor Pakaluk earned an AB in Philosophy from Harvard
College, an MLitt in Philosophy from the University of Edinburgh, and a PhD
in Philosophy from Harvard University.

Steven Petra, CPA, is a Professor of Accounting in the Frank G. Zarb School
of Business at Hofstra University. His research interests include capital
markets and taxation. His professional experience includes positions as a
senior tax specialist at Deloitte, Haskins & Sells, and as a state tax
accountant for Combustion Engineering, Inc. He is a consultant to the
investment banking industry in New York City. Professor Petra has pub-
lished in Corporate Governance, Economics of Governance, Managerial
Finance, The Journal of Accountancy, The CPA Journal, The Practical
Accountant, Taxes — The Tax Magazine, The Tax Adviser, and Practical
Tax Strategies. He holds a BS in accounting, an M.S. in taxation from Long
Island University, CW Post campus, and a PhD in accounting from Rutgers

University.

Lynnette Purda, CFA, is Professor and an RBC Fellow of Finance at the Smith
School of Business, Queen’s University. Before joining academia, she worked
in investment banking as part of a Calgary-based oil and gas team. Her
interdisciplinary research interests combine aspects of finance with interna-
tional business, law, and accounting. Professor Purda’s research covers topics
in corporate governance including fraud, disclosure, and board composition.
She has published in journals covering several disciplines including
Contemporary Accounting Research, Journal of International Business
Studies, American Law and Economics Review, and Journal of Law, Finance,
and Accounting. Her research has been profiled in the press with articles
featured in the Globe and Mail newspaper and Report on Business Magazine.
The implications of her research for policymakers and practitioners have

resulted in speaking engagements at the Bank of Canada, Accounting



xviii About the Contributors

Standards Oversight Council of Canada, and Canadian Investment Review
Risk Management Conference. She is a past President of the Northern
Finance Association. Professor Purda received a PhD from the Rotman

School of Management, University of Toronto.

Samir Saadi is an Associate Professor and Ian Telfer Fellow in Behavioral
Finance at the Telfer School of Management, University of Ottawa. He is also
an Affiliate Research Fellow at IPAG Business School. Before his current
appointment, he was a Visiting Scholar at leading research-intensive institu-
tions such as the Stern School of Business of New York University and
INSEAD (France). His research interests include corporate governance,
business ethics, and behavioral finance. He held several external grants from
the Social Sciences and Humanities Research Council of Canada (SSHRC)
among others. His current research jointly with Lynnette Purda and funded
by SSHRC probes the incentives and obligations of commercial banks to
identify financial misrepresentation by their clients and explores the role of
both individual banker and institutional relationships in arising suspicions of
fraud. Besides publishing 12 book chapters, Professor Saadi has published
more than 40 articles in refereed journals such as Contemporary Accounting
Research, Financial Management, Journal of Corporate Finance, Journal of
Banking and Finance, and Journal of Business Etbics. He is the founder and
lead organizer of the Telfer Annual Conference in Accounting and Finance.
Professor Saadi has served as a consultant for more than dozen organizations
in the government and private sectors as well as for nonprofit entities. He is
involved in CFA training programs in Europe and North Africa. He has been
interviewed numerous times in live radio programs and newspapers. He has
also served as an expert witness before the Senate of Canada. Professor Saadi
holds a PhD in finance from the Smith School of Business at Queen’s

University.

Sayan Sarkar is an Assistant Professor in Accounting at the University of
Mary Washington. His current research interests include earnings manage-
ment, corporate governance, corporate fraud, and ethics. His work appears
in journals such as Managerial Finance, Global Finance Journal, Advances in
Accounting, and Journal of Bebhavioral and Experimental Finance. He has
presented his work at various conferences including the Financial Manage-

ment Association, Midwest Finance Association, Eastern Finance



About the Contributors Xix

Association, and American Accounting Association. Professor Sarkar

received his PhD from the University of Texas at El Paso.

Yun Shen is a PhD candidate at the University of South Australia, Adelaide,
Australia. Her research focuses on CEO characteristics and their impact on
firm performance and innovations. She holds a BEc from the Shanxi Agri-
cultural University, China, and a MMgt from the University of Waikato,
New Zealand.

Nadia Smaili is a Professor of Accounting at the School of Management
Science, University of Quebec corporate. Professor Smaili’s research focuses
on financial statement fraud, whistleblowing, and governance. She has pub-
lished in the Journal of Business Ethics, Journal of Management and
Governance, Comptabilité-Controle-Audit, and Journal of Applied Business
Research. Professor Smaili holds a PhD in Business Administration from HEC

Montreal.

Andrew C. Spieler, CFA, CAIA, FRM, is the Robert F. Dall Distinguished
Professor of Business and a Professor of Finance in the Frank G. Zarb School
of Business at Hofstra University. Dr Spieler is the founder of Advanced
Quantitative Consulting and also serves as Co-Director of the annual real
estate conference sponsored by the Wilbur F. Breslin Center for Real Estate
Studies. Professor Spieler has published in Real Estate Economics, Journal of
Real Estate Finance and Economics, Journal of Real Estate Portfolio Man-
agement, Global Finance Journal, Journal of Applied Finance, and other
journals. He received undergraduate degrees in math and economics from
Binghamton University (SUNY), an MS in finance from Indiana University,
and an MBA and PhD from Binghamton University (SUNY).

Nicole Forbes Stowell is an Instructor of Business Law at the Kate Tiedemann
College of Business, University of South Florida at St. Petersburg. Her
research interests include fraud and online teaching methods and develop-
ment. Professor Stowell’s work has been published in the Journal of the
Academy of Business Education, Journal of Forensic & Investigative
Accounting, and Drake Law Review, among others. She received a JD from

Stetson University College of Law and an MBA from Stetson University.

Donia Trabelsi is an Associate Professor of Finance at Institut Mines-Telecom

Business School and Research Affiliate to the Laboratory for Innovation,



XX About the Contributors

Technologies, Economy and Management (LITEM). Her research fields cover
aspects of both financial markets and corporate finance with a special focus
on venture capital/private equity, initial public offerings, crowdfunding, and
the funding of innovation. She holds a PhD in finance from the University of

Paris 1 Panthéon — Sorbonne.

Kathleen Walsh is a Professor of Finance at the University of Technology,
Sydney, Australia. Her research focuses on capital market innovations and
the impact of global markets on firm decisions. She held prior academic
positions at the Australian National University, University of Sydney, and the
University of New South Wales (UNSW) and also has industry experience in
insurance and financial planning. Professor Walsh holds a PhD in finance

from the Australian Graduate School of Management UNSW.

Robert A. Warren, CPA, is a Research Associate at the Busch School of
Business at The Catholic University of America. Dr Warren spent 25 years
with the Internal Revenue Service investigating complex schemes involving
tax fraud, money laundering, currency structuring, and related financial
crimes. He received numerous awards during his career including three US
Department of Justice Awards for Public Service. Dr Warren is a graduate of
the Special Agent Basic Training Program at the Federal Law Enforcement
Training Center (FLETC) and earned both a BS in accounting and an MBA
from the University of Maryland at College Park, and a DM from Case

Western Reserve University.

Serena Shuo Wu is an Associate Professor of Accounting at Trinity Western
University. Before her career at Trinity, she was an Accounting Professor at
Smith School of Business, Queen’s University. Professor Wu’s research
focuses on corporate governance, executive compensation, the role of exec-
utive lawyers, and the impact of regulatory enforcement on firm decisions.
She has published in The Accounting Review, Journal of Law and Eco-
nomics, Corporate Governance: An International Review, and Asian Review
of Accounting. Professor Wu received a PhD in accounting from the Uni-

versity of British Columbia.

S. David Young, CPA, CFA, is Professor of Accounting and Control at
INSEAD, where he has been since 1989. He has published in a wide range of

academic and professional journals, including recent articles in Harvard



About the Contributors Xxi

Business Review, MIT Sloan Review of Management, and the Journal of
Applied Corporate Finance. Professor Young is the author or coauthor of
books on accounting, finance, and economics. He has also served as an
advisor to several European, Asian, and North American companies — mainly
on the topics of value-based management and financial statement analysis. He

holds a PhD in Business Administration from the University of Virginia.

Linying Zhou is an Assistant Professor at California State University San
Marcos, where she teaches financial accounting. Her research interests
include financial reporting, corporate disclosure, executive compensation,
and corporate governance. Professor Zhou has published on academic
journals such as Journal of Business Ethics, Review of Quantitative Finance
and Accounting, Asian Review of Accounting, and Review of Accounting and
Finance. She received her PhD in accounting from the University of Texas at

Arlington.



This page intentionally left blank



ACKNOWLEDGMENTS

To write is human, to edit is divine.

—Stephen King

Bringing Corporate Fraud Exposed: A Comprebensive and Holistic
Approach from the idea stage to a published book involved many people. We
thank the chapter authors who devoted their time to writing and revising
their chapters. Similar to a choir that contains many voices, this book has
many contributing authors with their separate voices. A goal of both a choir
and this book is to have the many voices sing together harmoniously. Our
role as editors was to ensure a seamless flow when moving from chapter to
chapter. Hence, this book is collectively much more than a compilation of
chapters from an array of different authors. We also appreciate the profes-
sionalism of everyone at Emerald Publishing, especially Charlotte Maiorana
(Senior Editor) and Charlie Wilson (Assistant Editor). We also owe a debt of
gratitude to our respective institutions — the Kogod School of Business at
American University, Smith School of Business at Queen’s University, and
Telfer School of Management at University of Ottawa. Finally, we thank our
families for their support and understanding: Linda and Rory Baker; Evan

and Ella Heeler; Lamia Chourou; as well as Omar and Sarah Saadi.

XXiii



This page intentionally left blank



Section 1

NATURE OF FRAUD



This page intentionally left blank



CORPORATE FRAUD EXPOSED:
AN OVERVIEW

H. Kent Baker, Lynnette Purda, and Samir Saadi

INTRODUCTION

After a major corporate scandal occurs, companies around the world are
under increased pressure and scrutiny from market participants and law
enforcement agencies to curtail deliberate actions aimed to deceive stake-
holders. Yet, despite the increased regulatory activity, recent studies and
global surveys document an alarming increase in the prevalence and severity
of corporate fraud (Global Fraud Survey 2015, 2016; Reurink 2016; Dyck,
Morse, and Zingales 2019). In fact, anyone can commit fraud at any level of
an organization. The rapidly changing laws and regulations aimed at curbing
corporate fraud continue to lag behind the changing sophistication of fraud
schemes. Contrary to regulators, white-collar criminals exhibit superior
abilities to swiftly adapt their fraud schemes to advances in technology,
changes in economic development, and the emergence of new business
models. This adaptability may explain why only one in four corporate frauds
is detected in the United States. Corporate fraud is also widespread in the rest
of the world. According to the “cockroach theory” of financial scandals, for
everyone you see, hundreds more are hiding in the woodwork (Anonymous
2004).

Corporate fraud has become a worldwide phenomenon with large and far-
reaching consequences on virtually all firms’ stakeholders and the economy as
a whole. According to the Association of Certified Fraud Examiners (ACFE)
(2018), each year the typical organization loses about 5% of its revenues to

fraud, which translates into a total annual loss of $74 trillion of gross world
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product. In the United States, recent academic studies show that corporate
fraud costs 20%-38% of a firm’s market value (Dyck, Morse, and Zingales
2010, 2019; Karpoff, Lee, and Martin 2008). Although the bulk of the
academic literature points to the negative impacts of fraud on shareholders’
wealth, the literature is inconclusive on the nature and severity of conse-
quences on executives once fraud is revealed (Karpoff et al. 2008). Moreover,
some have recently questioned the quality of data used and the research
design implemented in most US studies (Karpoff, Koester, Lee, and Martin
2017; Dyck et al. 2019). This revelation offers new avenues for academic
research that reexamine the implications of corporate fraud not only in the
United States but also around the globe.

The incontrovertible failure of financial regulators to prevent corporate
fraud in the early 2000s created the impetus for the Sarbanes—Oxley Act
(SOX) of 2002, a statute enacted by the US Congress and emulated in
many other jurisdictions. Although a generally accepted belief is that
SOX has improved corporate governance, whether SOX and similar
statutes have substantially reduced corporate fraud remains unclear. In
fact, field evidence shows that incidences of financial fraud have actually
increased in the post-SOX era (PricewaterhouseCoopers 2005; Hogan,
Rezaee, Riley Jr., and Velury 2008). The temptation for executives to
enrich themselves at the expense of investors remains strong and the
ingenuity of individuals who are bent on fraud is undiminished. Although
the government has put additional antifraud regulations in place such as
the Fraud Enforcement and Recovery Act of 2009 and extensions to
whistleblower programs due to the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010, legislation may not be enough to curb
financial fraud.

The enactment of antifraud legislation indicates that law enforcement
agencies have become increasingly concerned with organizations’ ability to
resist corporate fraud from the lowest levels to the upper echelons of exec-
utive management. Survey evidence indicates that employees perpetrate the
highest percentage of fraud schemes in a typical organization. Yet, the median
loss caused by schemes perpetrated by owners/executives is 17 times greater
than the typical loss caused by low-level employee schemes. Furthermore,
these frauds take longer to uncover (Association of Certified Fraud Examiners
2018).
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Corporate fraud has diverse roots and can be traced to many sources.
Some of these sources involve the complex interplay between human vices
including greed; access to resources that can be used to feed those vices, such
as money provided by investors; corporate structures; and systems that
enable senior executives to wrongfully partake of those resources including
the granting of stock options. Another enabler of fraud includes a lack of
oversight by internal and external stakeholders including middle managers
and lower-level employees, audit committees, external directors, and secu-
rities regulators. The powerful incentives for leaders to engage in fraudulent
misrepresentation of a company’s performance and the near absence of
effective checks and balances on executive decision-making have led to an
epidemic of financial scandals touching many of the world’s most prominent

corporations.

ABOUT THIS BOOK

This section discusses the book’s purpose as well as its distinguishing features

and intended audience.

Purpose

The primary purpose of this scholarly book is to provide a holistic view of
corporate fraud. Given the cross-disciplinary nature of corporate fraud,
Corporate Fraud Exposed: A Comprehensive and Holistic Approach is
written by experts in such fields as corporate governance, behavioral
finance, law, auditing, and financial accounting. Discussion of relevant
research permeates the book. This volume spans the gamut from theo-
retical to practical, while attempting to offer a useful balance of detailed
and user-friendly coverage. Readers interested in a broad survey of fraud-
related research will benefit as will those looking for more in-depth pre-
sentations of specific areas within this field of study. In summary, this
book provides a fresh look at this intriguing and dynamic but often

complex subject.
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Distinguishing Features

Corporate Fraud Exposed: A Comprehensive and Holistic Approach has the

following distinguishing features:

e The book provides an introduction to this broad, complex, and compet-
itive field. It skillfully blends the contributions of a global array of scholars
and practitioners into a single review of some of the most important topics
in this area. The varied backgrounds of the contributors assure different
perspectives and a rich interplay of ideas. The book also reflects the latest
trends and research in a global context and discusses controversial issues

as well as the future outlook for this field.

e The book is one of the few edited books on corporate fraud. Existing
books, which are often written by professionals, are generally intended for
a narrow audience such as auditors and forensic accountants. These books
emphasize defining fraud and how it can be detected and prevented. This

book, however, is intended for a broader audience.

e While retaining the content and perspectives of the many contributors, the
book follows an internally consistent approach in format and style. Similar
to a choir that contains many voices, this book has many contributing
authors with their own separate voices. A goal of both a choir and this
book is to have the many voices sing together harmoniously. Accom-
plishing this task for the book requires skilled editing to assure a seamless
flow when moving from chapter to chapter. Hence, the book is collectively
much more than a compilation of chapters from an array of different

authors.

e This book places a strong emphasis on theory but more so on empirical
evidence. When discussing the results of various studies, the objective is to
distill them to their essential content and practical implications so they are

understandable to a wide array of readers.

e The end of each chapter except the current chapter contains four to six
discussion questions that help to reinforce key concepts. The end of the
book contains guideline answers to each question. This feature should be

especially important to faculty and students using the book in classes.
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INTENDED AUDIENCE

Given its broad scope, this practical and comprehensive book should be of
interest to investors, academics, researchers, practitioners, policymakers,
criminologists, fraud prevention specialists, students, libraries, and anyone
curious about corporate fraud. Investors can use this book to provide guid-
ance in helping them navigate through the key areas involved in investing in
corporate securities. For academics, the book offers the basis for gaining a
better understanding about various aspects of financial fraud and acts as a
springboard for future research. They can also use the book as a stand-alone
or supplementary resource for advanced undergraduate or graduate courses
in corporate governance and business ethics. Additionally, researchers,
practitioners, fraud prevention specialists, criminologists, policymakers, stu-
dents, and libraries should find this book suitable as a reference. Thus,
Corporate Fraud Exposed: A Comprehensive and Holistic Approach should
be essential reading for anyone who wants a better understanding of this

important topic.

STRUCTURE OF THE BOOK

The remainder of this book consists of 22 chapters divided into six sections. A

brief synopsis of each section and chapter follows.

Section 1: Nature of Fraud

Besides the current chapter, this part contains three other chapters (Chapters
2-4) that provide important background information that sets the stage for

the remaining sections.

Chapter 2: Types of Corporate Fraud (Halil Kiymaz)
This chapter examines the types of corporate fraud. Although corporate fraud
comes in many forms, the chapter classifies fraud into asset misappropriation,

corruption, and financial statement fraud. Asset misappropriation is often



8 H. Kent Baker et al.

referred to as employee fraud involving the theft of cash or noncash assets,
skimming revenues, and billing. Many view financial statement analysis and
corruption as management fraud. Corruption is dishonest and fraudulent
conducts of those in power. Fraud surveys show that asset misappropriations
are the most commonly occurring frauds, followed by fraud involving cor-
ruption. Financial statement frauds account for only a fraction of cases.
Although the cost of asset misappropriation fraud is considerably smaller than
other types of frauds, the highest monetary loss occurs with financial statement
fraud. Survey results also show that the most substantial portion of frauds takes

place in private companies and companies with fewer than 100 employees.

Chapter 3: How Fraud Offenders Rationalize Financial Crime
(lva Charlopova, Paul Andon, and Clinton Free)

Fraud and related financial crime continue to impose substantial costs on
businesses and economies throughout the world. A core element of
fraudulent offending is the notion of rationalization. It occupies a
cornerstone position in the fraud triangle, a framework for understanding
fraud that is embedded in auditing standards and a mainstay of forensic
accounting texts. However, rationalization is poorly understood. This
chapter provides a systematic review of the diverse streams of research that
consider the concepts of rationalization and neutralization to understand
the nature and operation of rationalization in fraud offending. It also
identifies the primary types of rationalization presented in accounting
research to date. The chapter concludes by identifying productive avenues
for future research promising to open up the black box of offender

rationalization.

Chapter 4: Accounting Principles and Corporate Fraud
[Kirsten L. Anderson)

Financial reporting in the United States is guided by generally accepted
accounting principles (GAAP). Within this framework are 10 basic financial
accounting principles that dictate how financial statements are presented and
how firms should account for business transactions. Most firms follow these
principles steadfastly and report reliable financial reports upon which
investors, creditors, and other interested parties can rely. Yet, some managers
engage in fraudulent financial reporting activity that violates these principles.

This chapter examines these 10 principles and their violation in recent years.
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