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Introduction 

 

Chapter 1 
Introduction 

 

1.1   Motivation 

1.1.1   Accounting Scandals and Related Research 
Organizations, legislators, researchers and other stakeholders have had 

concerns about the impact of financial statement fraud for decades1. The series of 

accounting scandals that emerged in October 2001 caused high losses in the 

capital markets and dragged the economies of the USA and Europe into a state of 

uncertainty. The U.S. government took quick action and passed the Sarbanes-

Oxley Act (SOX) in July 2002 in order to restore the trust in capital markets. The 

magnitude of the accounting scandals as well as the rapid passage of the SOX 

legislation unleashed discussions and research in several areas. First of all the fact 

                                                      
1 Examples include: (1) The foundation of the Committee of Sponsoring Organizations of the Treadway 
Commission (COSO) in 1985. It is a private-sector organization that develops and guides management 
on enterprise risk management, internal control and fraud deterrence. COSO supported the first 
comprehensive study of financial statement fraud cases (Beasley et al., 1999). (2) Arthur Levitt, 
chairman of the Securities and Exchange Commission, expressed in 1998 his concerns about earnings 
management. He observed that: “… the motivation to meet Wall Street earnings expectations may be 
overriding common sense business practices. Too many corporate managers, auditors, and analysts 
are participants in a game of nods and winks.” He emphasized the fact that honest people have 
difficulties maintining good practices when others operate in the grey area between legitimacy and 
outright fraud. 
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that there is no comprehensive model available to explain the commitment of 

financial statement fraud, provides the grounds for various explanation routes. 

Researchers seek to tackle this complex subject through the investigation of 

potential causes and by using different research methodologies. The first studies 

that were published subsequent to the accounting scandals dealt with the most 

severe financial statement fraud cases. The impact of these cases was devastating 

with regard to the loss of shareholder value, people losing their employment as 

well as their retirement plan coverage and suppliers remaining unpaid. Case study 

as research methodology was applied in order to identify potential fraud causes. Of 

all fraud cases that emerged at the beginning of the century, Enron is probably the 

most thoroughly analysed one. Several authors hold the top management 

compensation, the corporate culture, the role of audit committees, external 

auditors, fund managers, sell-side analysts and accounting regulation responsible 

for not detecting Enron’s problems (Bratton, 2002; Coffee, 2002; Gillian and Martin, 

2002; Gordon, 2002; Healy and Palepu, 2003). Corporate governance research 

associates the corporate governance structure with the quality of earnings and 

disclosures, and ultimately sees the corporate governance quality as a potential 

cause of restatements and financial statement fraud (Karamanou and Vafeas, 

2005; Srinivasan, 2005; Farber, 2005; Larcker et al., 2007, Dey, 2008).  Individual 

incentives are investigated as a motivation to commit financial statement fraud or 

earnings management (Bartov and Mohanram, 2004; McAnally et al., 2008). 

Attention is paid to the role of the CEO (Efendi et al., 2007; Zhang et al., 2008) and 

the tone at the top (Castellano and Lightle, 2005; Hunton et al., 2011) as influential 
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factors of the corporate ethical climate. Other studies review the usefulness of the 

SOX legislation as a fraud prevention measure and analyse its impact in the pre- 

and post SOX era (Cunningham, 2003; Romano, 2005; DeZoort et al., 2008; 

Feldmann and Read, 2010).  

In the first years following the outburst of the accounting scandals, research 

related to the role of the finance function is scarce. Howell is an exception as in 

2002, he wonders: “Where were the CFO’s?” Only recently a substantial amount of 

studies related to the CFO has emerged (Aier et al., 2005; Ge et al., 2010, Jiang et 

al., 2010; Li et al., 2010; Wang, 2010). Beasley et al. (2010) indicate that not only 

C-level managers commit financial statement fraud but the level below2 is also 

involved. More specifically, the controller is the third most named job title in 

complaints related to 347 alleged cases of financial statement fraud3 (after CEO 

and CFO) and the fourth most named4 when the general category of other VPs5 is 

further included. Apart from the quantitative determination of the controller’s 

participation in financial statement fraud, there is a limited availability of research 

related to the qualitative aspect of the controller’s involvement in financial 

                                                      
2 Depending on the organizational structure, most companies have a CEO, CFO and COO position (C-
level) that may be extended by other functions, e.g. CIO or legal counselor. The level there under 
means managers who report directly to one of the C-functions and manage departments themselves.  
3 Covering the period 1998 - 2007. 
4 Controllers are named defendants in 34% of the researched cases of alleged financial statement 
fraud, taking the fourth place after the CEO with 72%, the CFO with 65% and other VPs with 38%. Due 
to the classification scheme used, each individual has been assigned to the category of the highest 
named position; percentages of less senior positions may be understated. 
5 Examples for job titles of the group other VPs are: Senior VP Sales, VP Operations, VP Strategic 
Planning, VP Finance, VP Treasury. 
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statement fraud. The business practice lacks job title standardization and therefore 

not all firms use the title of controller. Critical is the responsibility for the preparation 

of financial statements and the reporting line to the CFO. Examples of job titles that 

fulfill these criteria are Chief Accounting Officer (CAO)6, VP Accounting and VP 

Financial Reporting. In the following study, all job titles meeting the above 

described criteria will be considered and summarized as Finance Middle Managers 

(FMM).   

This thesis will investigate the role of FMM in financial statement fraud 

schemes and factors that may motivate them to do so. 

1.1.2   Finance Middle Managers 
Prior research related to middle managers in general is scarce, as Osterman 

(2008, p.1) acknowledges: “…there are far fewer managers at the top than there 

are in the middle, and taken as a group, middle managers have as much to say 

about organizational success or failure as do those at the top. Yet our 

understanding of middle management is remarkably thin, compared with research 

conducted on higher management.” Clinard (1983) finds that middle managers 

may be exposed to upper-level managers’ pressure to commit illegal acts. 

Graduates of the Harvard MBA Program with first business experience report in 

interviews that they experience strong organizational pressure with regard to 

unethical requests (Badaracco, 1995). Regarding the accounting scandals of the 

2000s there are only brief observations related to middle managers. Examples are 

                                                      
6 Enron is an example of a firm with a CFO and CAO. 
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Brickey (2003, p.375) who concludes that mid-level managers: “…are most likely to 

be “hands on” when it comes to implementing the fraud, they are most likely to 

leave a traceable trail and are most vulnerable to criminal prosecution.” 

Cunningham (2003) acknowledges that at WorldCom, the CFO and controller laid 

the grounds for the fraud, facilitated through an audit committee that did not control 

properly. FMM may be exposed to obedience pressure, and then the question rises 

what does that mean with regard to the reporting process? The preparation of 

financial statements involves choices and judgement of managers. Decisions can 

go two ways: They are legal when based on generally accepted accounting 

principles or real operating actions (e.g. to postpone marketing expenses) and 

properly disclosed, or they are illegal when transactions or valuations alter financial 

reports and may mislead stakeholders and the public about the underlying 

economic performance of the company (Healy and Wahlen, 1999). Reporting 

choices of right and wrong are often not clear-cut and depend on a person’s 

morality and the ethical climate of a company (Merchant and Rockness, 1994). In a 

survey of Dutch controllers one third of the controllers admit to apply “accounting 

tricks”, in other words manipulations (Accountant.nl, 2009).  

Earnings quality and potential earnings management activities are the subject 

of intensive research. Several studies find evidence that firms are engaged in 

earnings management activities (e.g. Burgstahler and Dichev, 1997; Phillips et al., 

2003; Burgstahler and Eames, 2006). Capital markets reward the achievement or 

surpassing of earnings targets, thereby creating incentives for managers to engage 
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in earnings management (Myers et al., 2007; Bhojraj et al., 2009). Investors pay a 

premium for companies that meet or beat analysts’ earnings expectation, even 

when it is likely that the achievement resulted from earnings management activities 

(Bartov et al., 2002). There is also evidence for a relationship between earnings 

management and CEO compensation (e.g. Bergstresser and Philippon, 2006; 

Efendi et al., 2007).  The CEO as the leader of a firm may have an incentive to 

manage earnings and is at the same time crucial for setting the tone at the top and 

the corporate ethical climate (Castellano and Lightle, 2005; Berson et al., 2008; 

Center for Audit Quality, 2010). The CEO can exercise power over other 

individuals (Finkelstein, 1992) and thereby influence managerial decisions and the 

firm’s performance (Adams et al., 2005). FMM may be exposed to pressures 

regarding the participation in earnings management activities either directly 

through the CEO or other C-level managers. A survey of mid-level financial 

reporting managers supports this view. Hunton et al. (2011) find evidence that mid-

level financial reporting managers perceive an association between the tone at the 

top and earnings quality. 

1.2   Research Objective and Research Questions 
The commitment of financial statement fraud is an ongoing concern. Beasley et 

al. (2010, p. 6) put emphasis on this fact by requesting further research: “… to 

better understand many of the underlying factors likely to affect the prevention, 

deterrence, and detection of fraudulent financial reporting.”  FMM are the third 

largest group of financial statement fraud perpetrators (section 1.1.1) and there is a 
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paucity of research related to this group (section 1.1.2). Considering the role and 

responsibilities of FMM in the financial reporting process this is an interesting 

assessment. The preparation of financial statements that are accurate and in 

accordance with internal control practices and corporate policies and controls is an 

essential part of FMM responsibilities (Sathe, 1983). FMM fulfil the traditional role 

of business historians and company watchdogs (Granlund and Lukka, 1998). As 

managers of the accounting department, reporting either directly or indirectly to the 

CFO, FMM are the link between the top management and the operational finance 

staff. Executive managers tend not to be involved in transactional operations and 

therefore depend on FFM to carry out their instructions. In other words FFM have a 

central role in detecting and resolving issues related to financial reporting integrity, 

including the execution of some key control activities that could indicate managerial 

misconduct. It can be expected that FMM play an important role in enabling 

executive managers to engage in fraudulent financial statement reporting 

practices. In a recent survey CFOs acknowledge that certain sub functions of 

finance require more independence than others. Examples are internal audit and 

financial reporting, more specifically the preparation of financial statements (Davis 

and McLaughlin, 2009).  

Recent studies stress the collusion aspect of the commitment of financial 

statement fraud (Tillman and Indergaard, 2007; Ramamoorti, 2008). Beasley et al. 

(2010) highlight the fact that not only the percentage of CEOs and CFOs involved 

in financial statement fraud increased in comparison to their earlier study in 1999, 
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but also the involvement of other employees as well as outsiders (e.g. customers, 

vendors and auditors). Regarding the participation rate of FMM in financial 

statement fraud the two reports show an increase of thirteen percent. Beasley et al. 

(2010) also find an increase in the size of companies7 involved in financial 

statement fraud, an increase of the fraud size8 and a slightly longer fraud period9. 

In most of the cases the fraud period is not isolated to a single fiscal period.  

Attempting to interpret this trend with regard to the participation of FMM in financial 

statement fraud, it is remarkable that the complexity of fraud schemes in terms of 

the number of participants seems to have increased. Collusion groups may 

increasingly be required to enable the implementation of financial statement fraud 

schemes. Considering the central role of FMM in the financial reporting process, 

this position might be a key factor of collusion groups to implement financial 

statement fraud. Therefore, the general research objective of this thesis is to 

investigate the role of FMM in the commitment of financial statement fraud.  

The first research objective is to investigate fraud methods. There is a variety 

of methods by which financial statement fraud is committed. The chosen method of 

fraud depends on the goal that the fraud perpetrators try to accomplish.  Revenue 

                                                      
7 In the period covering 1987-1997 fraud companies had median assets of $15 million compared to 
median assets of just under $ 100 million in the period 1998-2007 (Beasely et al., 1999; Beasley et al., 
2010). 
8 In the period covering 1987-1997 misstatements had a mean of $25 million per case compared to a 
mean of nearly $ 400 million in the period 1998-2007 (Beasely et al., 1999; Beasley et al., 2010). 
9 In the period covering 1987-1997 fraud companies had an average fraud period of 23.7 months and a 
median fraud period of 21 months compared to an average fraud period of 31.4 months and a median 
fraud period of 24 months in the period 1998-2007 (Beasely et al., 1999; Beasley et al., 2010). 
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manipulations are used to accelerate revenue from future periods to the current 

period (Report pursuant to Section 704 of the Sarbanes-Oxley Act, 2002). 

Improper expense recognition is usually intended to understate expenses, and 

therefore overstate net income. As a result, these practices enable the issuer of 

financial statements to meet earnings expectations (Report pursuant to Section 

704 of the Sarbanes-Oxley Act, 2002). Apart from manipulations that are directly 

reflected in either the balance sheet or the profit and loss statement, there is 

another category of fraud methods that we label as “other fraud methods”. Omitted 

or incomplete disclosures to financial statements and incorrect press releases may 

mislead investors and the public. The manipulation method applied may have an 

influence on the involvement of FMM in financial statement fraud.  Therefore this 

thesis starts with an analysis of methods applied to commit financial statement 

fraud; thus enabling a test of the relationship between FMM and fraud methods to 

be carried out as part of the fourth research objective.  

The second research objective is to investigate FMM motivation to commit 

financial statement fraud. Due to the limited availability of research related to FMM; 

it is of interest to investigate the motives of the third largest group of fraud 

perpetrators - FMM - to commit financial statement fraud. There are many potential 

reasons as to why FMM may participate in financial statement fraud. Examples 

include: pressure from superiors, financial incentives (e.g. bonus, stock options) 

and/or insufficient fraud prevention measures.  
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The third research objective is to investigate the relationship between FMM 

and other members of the collusion group that commit financial statement fraud. In 

view of the hierarchical position of FMM between top management and finance 

operations, it seems unlikely that FMM initiate fraud schemes as single 

perpetrators. Although single perpetration of financial statement fraud will not be 

excluded from this research project, it is expected that FMM collaborate with C-

level managers. However, it is not clear with whom FMM collude in order to commit 

financial statement fraud. On one hand, the CEO has the most powerful position in 

a firm, is most influential for setting the tone at top and has incentives to commit 

financial statement fraud (see section 1.1.1). The CEO may use this position to 

exercise pressure on FMM to implement financial statement fraud schemes. On the 

other hand, in most organizational structures the CEO is not the superior of FMM 

which might limit the possibility of the CEO to collude with FMM. Instead of 

approaching FMM; the CEO might exercise pressure on the CFO to commit 

financial statement fraud. Under the assumption that the CFO is not responsible for 

daily finance operations, he or she may in turn need FMM assistance in order to 

commit financial statement fraud.  

The fourth research objective is to investigate whether there are factors other 

than potential collusion partners that may influence the participation of FMM in 

financial statement fraud schemes. The kind of applied financial statement 

manipulation method may or may not require FMM involvement. It seems likely that 

the application of certain types of expense manipulation require FMM intervention. 
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An example is the improper capitalization of expenses as assets, used by 

WorldCom Inc. to overstate the income (Report pursuant to Section 704 of the 

Sarbanes-Oxley Act, 2002). At WorldCom Inc. FMM was involved in the 

commitment of financial statement fraud (LR 17753, September 26, 2002). 

Compared to expenses, the involvement of FMM in revenue manipulations seems 

less necessary. Side letters are often used to change sales terms and conditions, 

either orally or in writing and result in improper revenue recognition (Report 

pursuant to Section 704 of the Sarbanes-Oxley Act, 2002). It seems more likely 

that revenue manipulation methods are used by sales personnel and / or their 

superiors; an example is Informix Corp. where the CEO and the VP Sales issued 

side letters (LR 16757, October 5, 2000; LR 17855, November 21, 2002) and FMM 

was not involved. According to Beasley et al. (2010) the company size of firms 

involved in the commitment of financial statement fraud varies largely; from start-up 

companies with no assets to large companies like Enron Corp. or WorldCom Inc. 

Start-up firms may be too small to have a specific position dedicated to FMM. For 

this reason the involvement of FMM in the commitment of financial statement fraud 

may be associated to larger firms, in other words the company size may be 

influential. Beasley et al. (2010) reported that the fraud size in their current study is 

three times larger compared to their earlier study (Beasley et al., 1999). An 

increased fraud size may imply that fraud schemes have become more complex 

and can only be carried out by a group of individuals. Therefore this will be tested 

to ascertain whether the involvement of FMM in the commitment of financial 

statement is associated to the fraud size. 
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The specific research questions related to the above described research 

objectives read as follows: 

Research question 1: 

What kind of manipulation types and techniques are used with regard to the 

commitment of financial statement fraud? 

Research question 2: 

Which factors relate to the involvement of FMM in the commitment of financial 

statement fraud? 

Research question 3: 

With whom do FMM commit financial statement fraud?  

Research question 4: 

Is there a relationship between FMM, the firm size, the fraud size and the 

manipulation type when financial statement fraud is committed? 

In the following section 1.3 the research settings (research methodology and 

data) will be discussed. Chapter 2 is based on a publication of Linke and Emanuels 

(2009)10 and resolves research question 1. In chapter 3 research question 2 will be 

answered. A research paper presented at the annual meeting (New Orleans, 2010) 

of the subsection Forensic Accounting of the American Accounting Association  

                                                      
10 Maandblad Voor Accountancy en Bedrijfseconomie, 2009, 1 / 2, 35-43. 
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has been taken as a basis for this chapter. In chapter 4 research questions 3 and 4 

will be resolved. This chapter is based on an earlier version of a research paper 

that was presented at the annual meeting of the American Accounting Association 

in New York (2009). Conclusions of this thesis will be presented in chapter 5.  

1.3   Research Settings 

1.3.1   Research Methodology 
Due to the lack of research related to the involvement of FMM in financial 

statement fraud this thesis will have an explorative character. Although explorative 

studies tend to apply qualitative research techniques, it is also possible to adopt a 

quantitative research approach. The availability of data and prior research models 

guides the choice of the research approach. With regard to financial statement 

fraud, an extensive body of literature already exists, providing theory for the 

development of a research model. Examples are the theory of thrust violations, 

also called the fraud triangle (Cressey, 1950), a multivariate model of corporate 

illegality (Baucus, 1994) and the normalization of corruption in organizations 

(Ashforth and Anand, 2003). Furthermore, prior empirical research provides 

variables that have been associated with earnings management and/or the 

commitment of financial statement fraud. Examples are CEO compensation 

(Bergstresser and Philippon, 2006; Burns and Kedia, 2006 ; Harris and Bromiley, 

2007; Cheng and Farber, 2008; Zhang et al., 2008), the pressure to meet external 

analysts’ expectations (Bartov et al., 2002; Burgstahler and Eames, 2006; McVay, 

2006) and fraud risk factors (Summers and Sweeney, 1998; Beasley et al., 2000; 
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Lou and Wang, 2009). The eleven previously mentioned studies all share the 

common feature that archival data was used; database examples are Compustat, 

Execucomp, GAO and AAERs.  

A different research approach would be to apply qualitative research methods. 

Qualitative research instruments such as interviews or cases studies may be 

theoretically well suited to investigate the research questions of this thesis, but 

bear practical risks. It is very likely that individuals, who have been involved in the 

commitment of financial statement fraud or have witnessed it, would be reluctant to 

participate in interviews. The majority of financial statement fraud cases that 

emerged in 2001 occurred in the USA. Taking into account the risk of non-

responses, it would be difficult and costly for a European researcher to locate and 

convince enough individuals involved in these cases to participate in a research 

study. Given these difficulties and the availability of research models and data 

above described, a quantitative research approach using archival data seems 

more suitable. The choices related to archival data sources will be explained in 

section 1.3.2. Furthermore, a brief overview will be provided on how archival data 

may contribute to the resolution of the research questions of this thesis. The 

specific research methodology developed with regard to each research question is 

presented in chapters 2, 3 and 4. 

1.3.2   Data 
As discussed in section 1.3.1 archival data seems to be appropriate to resolve 

all research questions. The first choice to be made relates to the jurisdiction; 
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whether it is one or more than one jurisdiction to review and which one(s) to select. 

The majority of the accounting scandals that emerged in 2001 were related to U.S. 

firms but other jurisdictions were also hit. Italy for example was struck by Parmalat 

(LR 18527, December 30, 2003) and the Netherlands by Royal Ahold (LR 18797, 

July 27, 2004). The use of U.S. data seems to be preferable since it is publicly 

available and more cases occurred in the USA than in other jurisdictions. In Europe 

there were only three outstanding cases: Ahold, Parmalat and Vivendi (LR 18523, 

March 24, 2007). These cases had a great impact on Europe along with the 

occurrences of financial statement fraud in the USA, consequently most European 

countries introduced their own corporate governance codes. It is acknowledged 

that there are differences among countries regarding legal systems (Burgstahler et 

al., 2006) corporate governance characteristics (Hopt and Leyens, 2004) and 

cultural influences (Hofstede, 1980; Kachelmeier and Shehata, 1997). However, 

research related to the USA could deliver valuable results that may enrich 

European financial statement fraud discussions. As part of the literature review a 

non-scientific comparison of the fraud cases at Ahold (De Jong et al., 2007) and 

Enron (Gillian and Martin, 2002; Healy and Palepu, 2003) was performed. This 

review suggests that the processes leading to financial statement fraud 

commitment and the manipulation methods used are not significantly different. One 

may assume that there are general patterns governing the occurrence of financial 

statement fraud, both in the USA and Europe.  
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Data sources available for research related to misstatements of financial 

statements are SEC Accounting and Auditing Enforcement Releases (AAERs), 

restatements, and SOX related internal control deficiency reports (Dechow et al., 

2010). The pros and cons of the three sources will be discussed in the sections 

1.3.2.1. – 1.3.2.3.  

1.3.2.1   SOX Section 404 Reports 
SOX section 404 requires an internal control report as an integral part of the 

financial statements. The quality of internal control procedures needs to be 

assessed by the management and material weaknesses have to be disclosed. 

Control weaknesses may provide the opportunity to commit fraud or cause errors 

but they do not prove that fraud has actually been committed. Since this study 

investigates fraud cases, this data source is not suitable. 

1.3.2.2   Restatements 
The United States Government Accountability Office (GAO) is one commonly 

used source of restatements (Srinivasan, 2005; Dechow et al., 2010). The GAO 

issues financial restatement reports in order to inform government bodies (e.g. the 

Ranking Minority Member, Committee on Banking, Housing, and Urban Affairs, 

U.S. Senate) about public company trends, market impacts, and regulatory 

enforcement activities. The scope of the data selected by the GAO is broad, it does 

not distinguish whether restatements are caused by aggressive accounting 

practices, intentional and unintentional misuse of facts or incorrect interpretation of 

accounting rules (GAO-06-678, pp.52-53). From the information available it is not 
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possible to separate the causes of the restatements into categories that are 

unique. Therefore it is not possible to extract the category of intentional 

misstatements that is required for this study. 

1.3.2.3   SEC Accounting and Auditing Enforcement Releases  
Accounting and Auditing Enforcement Releases (AAERs) as data source are 

frequently used when financial statement fraud related subjects are investigated 

(Bonner et al., 1998; Beasley et al., 1999; Dunn, 2004; Farber, 2005; Beasley et 

al., 2010). The enforcement division of the SEC issues AAERs 

(www.sec.gov/litigation/admin/shtml) that result from investigations into possible 

violations of the federal securities laws. There is a variety of administrative 

proceedings, an example is a cease and desist order, which are heard by 

administrative law judges and the SEC itself. Furthermore, the SEC enforcement 

division prosecutes civil suits at federal courts; these cases are reported in the 

litigation release database (www.sec.gov/divisions/enforce/friactions.shtml). Both 

databases report occurrences of financial statement fraud consistently, which is 

reflected by the fact that litigation releases also report the registration number of 

AAERs.  

We prefer the use of the litigation release database since the SEC guarantees 

its completeness. 

Now, it will be briefly explained why this data source may be adequate to 

resolve the research questions of this thesis. The first research question relates to 

manipulation types and techniques. Bonner et al. (1998) examine whether certain 

http://www.sec.gov/litigation/admin/shtml
http://www.sec.gov/divisions/enforce/friactions.shtml
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fraud types (common fraud types and less frequent fraud types) result in a higher 

likelihood of independent auditor litigation.  AAERs are used in this study and as 

such seem to be appropriate to investigate the first research question. Regarding 

factors that explain the involvement of FMM in financial statement fraud (research 

question 2), there are several studies which make use of AAERs (Beneish, 1997; 

Beasley et al., 2000; Farber, 2005) in order to investigate potential fraud risks. In 

order to answer the third research question all individuals involved in financial 

statement fraud cases have to be available, examples for studies providing this 

type of information derived from AAERs are Beasley et al. (1999; 2010). The fourth 

research question can be tested with the results from research question one and 

other data sources described in section 1.3.2.5. 

When using AAERs (or litigation releases) it has to be acknowledged that there 

are a couple of limitations involved. First of all, guilt is very often not proven 

because the involved parties settle the allegations without admitting or denying 

guilt (Beasley et al., 2010). There is potential bias with regard to the enforcement 

strategy that the SEC may have. There are resource limitations with regard to the 

SEC enforcement staff, so there is the possibility that not all cases are identified or 

investigated (Beasley et al., 2010; Dechow et al., 2010; Kedia and Rajgopal, 2011). 

The SEC may focus only on high profile cases and those with a high likelihood of 

successful findings and related success in court (Farber et al., 2005; Beasley et al., 

2010; Dechow et al., 2010). Another possible bias is that the SEC chooses 

priorities with regard to particular industries or types of transactions (Beasley et al., 
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2010). Finally, Kedia and Rajgopal (2011) find evidence that the SEC is more likely 

to investigate firms that are located closer to its offices. Although the list of 

disadvantages limiting the generalization of the results seems long, there are 

offsetting advantages that make it worthwhile to use this data source. In the USA 

AAERs (or litigation releases) represent one of the most comprehensive sources of 

alleged financial statement fraud and the public access is easy (Beasley et al., 

2010). Issues regarding the earnings quality have been identified by an external 

party, and there is a lower likelihood of Type I errors related to the identification of 

misstatements than in samples based on earnings measures, an example is 

abnormal accruals (Dechow et al., 2010). The SEC often describes the nature of 

the fraud in detail, information that is not extensively available through other 

sources (Bonner et al., 1998). Complaints filed in courts by the SEC contain the 

detailed descriptions, an example can be found in Appendix 6 following the 

conclusions in chapter 5. 

In the light of these advantages this thesis will use SEC information as its data 

source.  

1.3.2.4   Data Sample 
As a starting point this thesis selects only cases of intentional financial 

statement fraud. According to Beasley’s et al. (1999, p.11) financial statement 

fraud is:  
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“… the intentional material misstatement of financial statements or financial 

disclosures or the perpetration of an illegal act that has a material direct effect on 

the financial statements or financial disclosures”.  

Allegations with regard to this category relate to violations of the antifraud, 

recordkeeping, periodic reporting, and internal control provisions set forth in 

Sections 10(b), 13(a) and 13 (b)(5) of the Securities Exchange Act of 1934 as well 

as Section 17(a) of the Securities Act of 1933. This definition excludes cases that 

violate the above mentioned laws but at the same time do not include a 

manipulation of the financial statements. An example is the use of insider 

information that results in insider trading. When insider trading is the only law 

violation and the case does not involve financial statement fraud at the same time, 

then that case was not selected regardless of the fact that insider trading could be 

a potential motive to commit financial statement fraud.  

Using these selection criteria the litigation release database was reviewed for 

the period from January 1, 2000 to December 31, 2006 in order to identify the 

appropriate cases.  The starting date January 1, 2000 was chosen because there 

is a time lag between the actual commitment of financial statement fraud and the 

discovery thereof, the latter causing investigations and the subsequent issuance of 

a litigation release by the SEC. An example is the case of CUC International 

Corporation, where financial statement fraud was committed in the period 1980-

1998 and the litigation release (LR 16587) was issued on June 14, 2000.  This time 

lag is problematic because financial statement information first started to be 
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available on the EDGAR database (www.sec.gov./edgar/searchedgar/ 

webusers.htm) around the year 1996 and firm websites tend therefore to provide 

only more recent information. Moreover, the scarcely available complaints in the 

1990s, which have to be obtained as hard copies from district courts cause further 

difficulties. For these reasons it has been decided to start the review on January 1, 

2000. The ending date December 31, 2006 is expected to considerably limit the 

cases of financial statement fraud that have been committed since the passage of 

SOX. This assumption will be tested in chapter 3.  

The analysis of SEC litigation releases and complaints delivers the main 

information used in this study, for additional data sources used we refer to section 

1.3.2.5. 

1.3.2.5   Other Data Sources 
The SEC announces the filing of complaints through litigation releases, but the 

related complaints are not always attached. Missing complaints are obtained from 

the administrative website of U.S. Courts called Pacer Service Center 

(www.pacer.psc.uscourts.gov). The only limitation to this source is that complaints 

may be classified and therefore not publicly available or relate to a period when the 

system was not introduced as standard by all U.S. courts. 

Information with regard to company characteristics (e.g. annual revenue or 

profitability) are collected from the EDGAR database (www.sec.gov./edgar/ 

searchedgar/webusers.htm).  Examples are proxy statements (form DEF14A) and 

annual reports (report types: 10-K, 10KSB or 20-F). 

http://www.sec.gov./edgar/searchedgar/%20webusers.htm
http://www.sec.gov./edgar/searchedgar/%20webusers.htm
http://www.pacer.psc.uscourts.gov/
http://www.sec.gov./edgar/%20searchedgar/webusers.htm
http://www.sec.gov./edgar/%20searchedgar/webusers.htm
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Personal information such as CFO age or CFO with CPA certificate may be 

either obtained from DEF14A forms, annual reports, complaints or internet 

research. The internet research is conducted by searching the name on firm 

websites, google or business websites specialized in people and company 

information, an example is www.zoominfo.com. 
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Chapter 2 
Explorative Study of Financial 
Statement Fraud 

 

2.1   Introduction 
The magnitude of the accounting scandals that shook the USA and impacted 

Europe at the beginning of this century was huge. The S&P 500 index lost a 

market capitalization of 38% between October 1, 2001 and September 30, 2002. 

This event inevitably shifted the attention of legislators, victims and prosecutors to 

manipulations of financial information.  The U.S. government took quick action and 

passed the Sarbanes-Oxley Act (SOX), in order to re-establish the trust in capital 

markets and the monitoring thereof.  This act explicitly regulates the responsibility 

of the CEO and CFO for reliable financial information and adequate internal 

controls. The SOX legislation also affects foreign corporations11.   

The literature that analyzes how those scandals could evolve focuses on the 

causes of specific, prominent fraud cases.  An example is the Enron-case which 
                                                      
11SOX is applicable to non U.S. American companies that are registered at the U.S. stock exchange and 
/ or  have such a parent company and / or (not exempt) companies with assets of ten million dollars and 
more, that have more than three hundred different shareholders in the USA and five hundred worldwide. 
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was thoroughly analyzed (see section 2.2.), as well as WorldCom where much 

came to light and was published, also because  employee and whistle blower 

Cynthia Cooper went public (Sidak, 2003; Barrier, 2003).  Legal proceedings with 

regard to European cases reveal more and more details about the background of 

these cases. Examples are Ahold (Smit, 2006; De Jong et al., 2005), Parmalat 

(United States District Court for the Southern District of New York, 2003; Melis, 

2005) and KPNQwest12. 

Hereupon, we see in the USA, following the passage of SOX, a large amount 

of civil and criminal cases which have hardly been analyzed in the academic 

literature. The U.S. Department of Justice created a Corporate Fraud Task Force 

that reported 1236 fraud related convictions for a five year period between July 15, 

2002 and July 17, 2007. The definition of fraud used is broad, in the sense that it 

encompasses accounting- and securities fraud, insider trading, market 

manipulation, wire fraud, obstruction of justice and money laundering. The 

convictions were related to individuals and legal bodies, as well as companies from 

different industry sectors, among which financial institutions and auditors. 

It is important to understand the nature of the fraud allegations. More insight 

into the type of the irregularities may help to improve fraud prevention methods; 

                                                      
12 There are several publications in FEM/DeWeek in 2002: 

The network provider KPNQwest went bankrupt after having inflated revenues. The revenues of long-
term contracts and swap contracts with competitors were immediately recognized in the income 
statement (2002, vol. 22, 76-77).   

BLUFFPOKER – With an amazing speed KPNQwest collapsed this spring. The story behind the largest 
Dutch telecommunications tragedy or how smart American businessmen crushed naïve KPN people 
(2002, vol. 33, 18-22). 
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especially the evaluation of the efficiency of SOX- type legislation. An analysis of 

how financial statements are manipulated may increase the knowledge about the 

targets of these manipulations, for example: whether the goal is to increase 

revenues or earnings. It also may help to gain an understanding of the main drivers 

of CEOs and CFOs. The clear understanding of manipulation techniques used may 

lead to an assessment of CFOs and their finance and accounting departments in 

order to determine whether they are instrumental in the implementation of these 

fraud methods. In this chapter the objective is to analyze fraud manipulation 

methods through an explorative research approach. The remainder of this chapter 

is organized as follows: In section 2.2 financial statement fraud is defined and 

related prior research summarized; in section 2.3 the description of the data 

sample, data collection process and the research method follows. Section 2.4 

shows the results of the chapter and in section 2.5 the conclusions about the 

nature of financial statement fraud is discussed as well as the relevance for future 

research and practitioners. 

2.2   Financial Statement Fraud 

2.2.1   Definition of Financial Statement Fraud 
We follow Beasley et al.’s (1999, p.11) definition of financial statement fraud as 

the intentional material misstatement of financial statements or financial 

disclosures. This definition excludes earnings management that is based on 

Generally Accepted Accounting Principles (GAAP) or real operating actions (e.g. to 

postpone marketing expenses) and the disclosure thereof is properly handled 
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(Healy and Wahlen, 1999). For the sake of clarity we note that other fraud types 

such as embezzlement and corruption are not included in this study and that we 

are not interested in unintentional errors. These errors occur regularly when 

financial statements are prepared and internal and external controls aim to catch 

them.  

The financial statement fraud cases of Enron, WorldCom and HealthSouth 

gave rise to numerous authors to evaluate the efficiency of corporate governance 

structures, the role of company cultures and the related ethical values, and the 

extent of internal controls. 

With regard to corporate governance, Healy and Palepu (2003, p. 9) describe 

the Enron “business model” as in their view “stretching the limits of accounting”. 

They observe several reasons for the occurrence of irregularities and why they did 

not get discovered: Top managers who concealed the problems received 

excessive compensation packages; audit committees, external auditors, investors 

and analysts - sometimes in double roles, failed to perform their duties. On top of 

that, financial reporting rules were vague in certain areas and opened the 

opportunity for companies to report financial statements that violated the principle 

of transparency. Brickey (2003) notices that corporate whistle blowers who should 

represent an important safety net to report financial statement fraud, find 

themselves in an impossible position to do so, examples are Sherron Watkins 

(Vice-President Finance, reporting to the CFO of Enron) and Cynthia Cooper (Vice-

President Internal Auditing of WorldCom).  
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Bratton (2002) puts emphasis on the company culture as the potential breeding 

ground for the acceptance of financial statement fraud. Enron intended to be a 

“superstar” and with that goes a winners’ mentality that does not allow bad news. 

Schwartz (2002) describes the culture as highly competing; many employees, who 

could not go along with it, either resigned or were dismissed. Emanuels (2005) 

characterizes this sort of culture as “culture of fear” that adds to the lack of criticism 

when incorrect information is supplied.13  From Enron’s financial statements it can 

be derived that of the 34 senior executives who had been employed at the 

company in 1999, only 11 still worked there in 2001.  

With regard to internal control Cunningham (2003) is surprised how easily 

financial reporting rules can be ignored. The concerns of a finance executive of 

Global Crossing14, who discovered that a subsidiary reported materially incorrect 

revenues, were merely pushed aside. Senior financial executives, including the 

controller, of WorldCom allowed large journal entries without sufficient and clear 

documentation. Cunningham (2003) concludes that the conspiracy of the finance 

function (CFO and controller) with other functions (examples are the general 

management and the audit committee) facilitated the circumvention of internal 

control procedures; this observation should receive more attention when internal 
                                                      
13 Emanuels (2005) sets against the stereotype of “culture of fear”, “bureaucracy” which represents the 
exaggerated emphasis on responsibility and accountability, and an ideal “entrepreneurial culture”, that 
aims at internal control with a primary strategic orientation. 
14 Global Crossing was founded in 1997 and rendered telecommunication services. The founder and 
CEO had no management experience but by means of impressive charisma alone was able to issue 
stock to the ‘tune’ of forty billion dollar, enabling the company to grow rapidly. Global Crossing reported 
many results as “pro forma” which is not in accordance with GAAP. An example is earnings per share 
(EPS) which Global Crossing reported with $3 that had on GAAP basis only a value of $ 1.50. In 
January 2002 Global Crossing went bankrupt. 
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control systems are designed. The extent to which this is possible, guides us to the 

essence of the Dutch principle of “qualitative axiomatic condition”, which has long 

been discussed in auditing literature and is described in auditing regulation. This 

principle states that in the case of conspiracy, it is possible that an auditor 

wrongfully relies on functioning internal control systems and consequently issues 

an unqualified audit opinion (NIVRA, HRA 200). 

As early as the 1990’s some researchers began to explore the nature and 

causes of financial statement fraud. Beasley et al. (1999) analyze financial 

statement fraud related to companies with regard to the control environment, the 

nature of the fraud and the role of the external auditor. They conclude that the size 

of fraud companies is relatively small compared to other companies listed on the 

stock exchange (on average 232 million dollar revenues) and thereby these 

companies will be most likely to have less efficient internal controls, less separation 

of duties implemented and less financial expertise available. This study showed 

clearly that fraudulent companies often were in a loss position and managers were 

forced to take care of the “survival” of the company. Beasley et al. (1999) note that 

many fraud cases start with small manipulations and grow over time, the average 

fraud period being about two years. Incorrect timing of revenue and fictitious 

revenue journal entries create the largest problem when financial statement fraud 

is committed, incorrect asset valuation is the next largest category of fraud. 

In a second study, using the same data, Beasley et al. (2000) compare 

financial statement fraud in different industries: technology, health care and 
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financial services. They find that the fraud methods used substantially vary among 

industries.  Technology companies tend to inflate revenues whereas in the financial 

services industry the assets are the primary subject of fraud. 

Bonner et al. (1998) investigate the relation between financial statement fraud 

and auditor litigation and find as major fraud types: fictitious revenue, early 

recognition of revenue and inflated asset valuation. 

We come to the conclusion that the current legislation is strongly influenced by 

the large accounting scandals (for example Enron). Before the passage of the SOX 

legislation academic literature investigated the nature and size of financial 

statement fraud but this has not yet happened for the period after SOX. This 

explorative chapter analyzes the developments between the years 2000 and 2006.  

Trends which were found in earlier studies of Beasley et al. (1999, 2000) and 

Bonner et al. (1998) will be compared to the period covered in this thesis and 

assessed as to whether these trends continue. 

2.3   Research 

2.3.1   Sample 
Our sample consists of all cases of financial statement fraud reported in the 

SEC database. We chose this sample because we expect, based on the U.S. 

legislation, to find well-documented cases as well as a sufficient quantity of cases. 

In fact, we did not find any hint in the academic literature that the nature of financial 

statement fraud varies between different national markets (jurisdictions). Therefore 
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we expect our findings to also be relevant for other jurisdictions and not only for 

cases in the United States of America. 

2.3.2   Data Source 
The regulator of the United States stock exchange, the SEC, has the 

supervision over stock exchange listed firms and checks whether they live up to 

financial reporting regulations. The SEC is mandated to either force companies to 

take specific actions or to ask them to refrain from them.  Moreover, the SEC may 

initiate civil actions which are documented in various kinds of reports. AAERs 

provide an overview about civil actions filed by SEC, as well as announcements 

about sanctions and/or settlements related to investigations carried out by the 

SEC.15 Beasley et al. (1999, 2000) and Bonner et al. (1998) used this source for 

their research. A limitation of the AAER reporting is that the SEC does not 

guarantee its completeness. To overcome this limitation the “litigation release” 

database that is comprised of all civil actions filed by the SEC16 will be used. As a 

matter of fact this source is not objective because its contents are a result of the 

prosecution strategy of the SEC. Beasley et al. (1999, p.11) acknowledge this 

issue as well and recognize that the majority of the civil actions are settled by the 

defendants without admitting or denying the SEC allegations. At the same time, we 

believe that Beasley et al. (1999) are right in concluding that this is the best 

available data source. Likewise Bonner et al. (1998) recognize the potential bias 
                                                      
15 For details see: www.sec.gov/divisions/enforce/friactions.shtml. 
16 The SEC states that all initiated civil actions are summarized in the litigation release database 
(www.sec.gov/litigation/lotreleases-shtml). With relation to enforcement actions, the SEC states that no 
guarantee is provided for completeness (www.sec.gov/divisions/enforce/friactions.shtml). 

http://www.sec.gov/litigation/lotreleases-shtml
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through SEC influence but do not find any indication of the existence of a specific 

prosecution strategy, influencing the distribution of the allegations of financial 

statement fraud. They support Beasley’s et al. (1999) view that this data source 

gives the best available insight into financial statement fraud and that there are no 

other easily accessible sources. 

2.3.3   Data Collection and Analysis 
The litigation releases (allegations) summarize all civil actions filed by the SEC. 

Examples are insider trading, breach of investment laws by financial institutions, 

corruption and financial statement fraud. We collected all allegations of financial 

statement fraud for the period from January 1, 2000 to December 31, 2006. In this 

period the SEC published 3559 announcements of which 570 were relevant to this 

thesis, representing cases in accordance with the definition of financial statement 

fraud17. Individual cases often refer to several fraud allegations and 

announcements. Taking this into account, the 570 selected announcements were 

related to 244 single cases of alleged financial statement fraud. 

The method that we used to analyze the 244 cases is based on the 

categorization of the SEC publication: ”Report Pursuant to Section 704 of the 

                                                      
17 Cases that meet our definition of financial statement fraud are related to the breach of the following 
laws: Sections 10(b), 13(a) and 13(b)(5) of the Securities Exchange Act of 1934 and Section 17(a) of 
the Securities Act of 1933.  
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Sarbanes-Oxley Act of 2002”18. This SEC report distinguishes four main 

categories19: 

• Improper revenue recognition 

• Improper expense recognition 

• Improper accounting in connection with business combinations 

• Other areas of improper accounting 

Then these four main categories are subsequently divided into subcategories 

and details related to them. This categorization is applied in general, however each 

category was amended when necessary based on the data sample. An example of 

a modification is the addition of the main category “improper asset valuation”, so 

that there are in total five main categories. The subcategories and the detailed 

categories have been adjusted accordingly. 

On the basis of this method all fraud cases were allocated, first to a detailed 

category, then summarized into a subcategory and finally into a main category.  

 

                                                      
18 Title VII (Studies and Reports) of the Sarbanes-Oxley Act requires the preparation of five reports in 
order to inform the U.S. Senate and the House of Representatives about the causes of financial 
statement fraud and to enable them to evaluate the adequacy of the legislation. In section 704 of this 
title the SEC is asked to investigate and report all areas that may be susceptible to financial statement 
fraud for the period of five years (July 1, 1997 – July 30, 2002) before the passage of SOX. The 
subsequent report evaluates the current SEC regulation and discusses possible, additional law 
adjustments. (www.sec.gov/news/studies/SOX704.pdf) 
19 Beasley et al. (1999) and Bonner et al. (1998) have also used a categorization and definition 
(taxonomy) of each law offence. We compared the examples given by Beasley et al. and concluded that 
they match the definitions that we used in our data sample.  
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2.4   Results 

2.4.1   Analysis of Financial Statement Fraud for the Period 2000 – 2006 
In this section the results of our sample are explained. We analyzed all 244 

fraud cases with regard to fraud types and their frequency. In Appendix 1 we report 

the detailed analysis of all fraud cases. In total we found 1097 offences of the law, 

on average 4.5 per case. Table 1 summarizes the results in order to facilitate the 

readability and as starting point of the discussion. 

Tabel 1

Fraud Frequency Related to Main Categories

Main category Frequency Percentage

Improper revenue recognition 381 35%
Improper expense recognition 261 24%
Improper asset valuation 34 3%
Improper business combination 21 2%
Disclosure failure & incorrect 
information supply 220 20%
Lying 150 13%
Other 30 3%
Total 1097 100%

 

It appears from this summary that the majority of the fraud cases is related to 

incorrect or incomplete revenue and expense reporting which amounts to 59 

percent20. 

                                                      
20 The fraud frequencies that we established lead to the question of whether it might have come to 
double counting. Indeed, a manipulation with regard to the balance sheet has to occur a second time 
either on the balance sheet or the profit and loss statement because of the use of double entry 
bookkeeping. We took care of this point following Beasley et al.’s (1999) approach of allocating all 
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A further analysis shows that the revenue is mainly manipulated through: either 

too early recognition of revenue, or the creation of fictitious revenue (see Appendix 

1). Early revenue recognition methods most used are: incorrect issuance of sales 

invoices although goods have not yet been shipped (32 times), conditional side 

letters that prevent revenue recognition (30 times), and consignment sales (26 

times). Fictitious revenue manipulations were achieved through: issuance of side 

letters (55 times), top-side adjustments, in other words the increase of revenue 

without any related transaction (51 times) and so-called roundtrips whereby 

fictitious deliveries and invoices are exchanged between third parties (39 times). 

The prevailing actions with regard to improper expense recognition (261 times) 

are the omission, partly or completely of short-term losses and obligations (67 

times), improper valuation of bad debt allowances and accruals (38 times), 

improper count and/or valuation of inventory (36 times) and the improper valuation 

of contingencies (32 times). 

All allegations included in the complaints were categorized which resulted in 

the relatively large categories of “disclosure failure & incorrect information supply” 

(220 times or 20 percent of all allegations) and “lying” (150 times or 13 percent of 

all allegations). The common characteristic of these two groups is that they do not 

involve transactions that are reflected in either the balance sheet and / or the profit 

                                                                                                                                       
manipulations to only one category. The choice for a specific category was based on the primary nature 
of the offence, which can be derived in most of the cases from the workflow of activities. The entry of an 
incorrect invoice is part of the sales process and therefore has been classified as improper revenue. 
The related journal entry on the balance sheet, either accounts receivable or cash, has not been 
accounted for. The same logic has been applied to improper business valuation as improper assets 
instead of a manipulation of the profit and loss statement. 
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and loss statement. The underlying intention for offences related to “disclosure 

failure & incorrect information supply” can be twofold: (a) The initial fraudulent act 

of incorrect information supply and / or disclose failure in order to mislead others or 

(b) the attempt to hush up the earlier fraudulent transactions. More specifically the 

allegations related to this group were false press releases (96 times), disclosure 

failures (88 times), incorrect information supplied to board members, board 

committees, the SEC, vendors and others (36). An offence of the category “lying” 

requires the act of lying to a third party and is treated as a separate charge. 

Although the category “lying” may be seen as a consequence of the underlying 

initial fraudulent transaction for example revenue or expense manipulation, it is not 

necessarily present in each fraud case. Only when individuals explicitly lied to third 

parties were they charged for lying. The category “lying” consists of lying to the 

auditor (134 times), SOX certification error (15 times) and false oath certification (1 

time). Lying to the auditor may be considered as the most striking observation. The 

intentional deception of the auditor seems to be an essential part of fraud 

schemes. The remaining 30 allegations are related to three allegations: the 

misappropriation of funds (17 times), other contractual agreements (8 times) and 

loans from officers to the company (5 times). Table 2 summarizes the number of 

offences per case (alleged financial statement fraud) and the frequency as well as 

the fraud types per case.  

It appears that in 69 percent of all cases revenue manipulations take place (33 

percent + 36 percent) and in 56 percent of all cases expense manipulations occur 
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(33 percent + 23 percent). Revenue fraud is the manipulation type that occurs most 

frequently (168 times). Table 3 shows a more detailed analysis of revenue fraud 

types. 

Table 2

Frequency of Fraud Offences per Case

Revenue Expense Other* Total Cases Percentage

yes yes n/a 81 33%
yes no n/a 87 36%
no yes n/a 55 23%
no no yes 21 8%

244 100%

subtotal revenue 168
subtotal expense 136

* The category other comprises disclosure failures, incorrect information supply,
lying and other.  

Table 3

Financial Statement Fraud related to Revenue Details

Renvenue 
Timing

Fictitious 
Revenue

Improper 
Classification 
or Valuation Total Cases Percentage

yes yes yes 10 6%
yes yes no 53 32%
yes no yes 5 3%
yes no no 24 14%
no yes yes 2 1%
no yes no 69 41%
no no yes 5 3%

168 100%  
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It appears from this analysis that the financial statement fraud allegations 

comprise several combinations of offences. It is striking that in only twenty percent 

of the cases, thus a clear minority, fictitious revenue manipulation is not involved. 

2.4.2   Longitudinal Developments 
We compared the results of our explorative study with prior studies of Beasley 

et al. (1999, 2000) and Bonner et al. (1998), see Table 4. 

Table 4 

Comparison with Prior Research Results

Fraud Category Bonner % Beasley % This Study %
Amount Fraud Amount Fraud Amount Fraud
Offences Categ. Offences Categ. Offences Categ.

Fictitious revenue and early recognition 188 30% 135 37% 368 46%

Improper asset valuation 133 22% 112 31% 144 18%

Improper liability or expense valuation 39 6% 37 10% 121 15%

Asset theft 18 3% 24 7% 17 2%

Improper or omitted disclosure 104 17% 16 4% 87 11%

Miscellaneous 133 22% 41 11% 70 8%

Total per fraud category 616 100% 365 100% 807 100%

memo:
company sample 261 204 244
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In order to be able to compare research results only fraud categories that were 

used in prior studies21 were included. A comprehensive summary of all categories 

used in this thesis is attached in Appendix 1.  

Table 4 shows that the manipulation of revenue has clearly increased.  In this 

thesis 46 percent of the manipulations are related to revenue versus 37 percent 

and 31 percent in prior studies. With 18 percent the category “improper asset 

valuation” is in this thesis considerably lower than in prior studies (22 percent and 

31 percent).  The third category “manipulation of liabilities and expenses” 

increased respectively from six percent and ten percent to fifteen percent, but is 

still substantially smaller than the cases related to revenue manipulation. The 

category “improper or omitted disclosures” has the fourth ranking with eleven 

percent and is in between the prior results of Beasley et al. (1999) with four percent 

and Bonner et al. (1998) with seventeen percent. 

To summarize, the extent of financial statement fraud with regard to revenue 

and expense manipulations seems to have increased as substitute for improper 

asset valuation. 

2.5   Conclusions 
The nature of this chapter is explorative which implies that the major 

conclusions are directly related to the data analysis and its presentation. No 
                                                      
21 For the sake of comparison we used in table 4 the description which forms the best connection 
between the three different studies. Furthermore we excluded in this analysis categories such as “lying 
to auditor” because they were not subject of the prior studies of Bonner et al. (1998) and Beasley et al. 
(1999, 2000). Due to this treatment the total amount of offences in table 4 (# 807) does not match the 
total of Appendix 1 (# 1097). 
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research hypothesis was formulated in the beginning; as such expectations cannot 

be confirmed or rejected. Even so, there are several general conclusions possible, 

all of which may be relevant for practitioners’ and future research. 

The first conclusion relates to the nature of financial statement fraud. There is 

a large variation of manipulation methods used and fraud acts generally do not 

happen as a single incident but appear as a combination of numerous fraudulent 

acts. The average of 4.5 offences per fraud allegation is an indication of this 

observation. One may conclude that internal or external auditors who have found a 

single incident of financial statement fraud may see that as an increased likelihood 

of thus far undiscovered acts of fraud. It may also increase the alertness of the 

auditor for future financial statement fraud and the fact that the truth may not have 

been told with regard to auditors, members of the board of directors and other 

control bodies.  

Secondly one may conclude that the majority of the fraud cases relates to 

improper revenue and expense reporting; more specifically fictitious revenue 

transactions were used in eighty percent of all revenue manipulations. Although 

one might think that fictitious transactions can hardly be detected, a closer look at 

the detailed categories of reported fictitious revenue leads to a more nuanced view. 

Of course the falsification of sales documents (RF1; 26 times) is very difficult to 

detect. But other categories cause journal entries and require supporting 

accounting documentation that offers more detection possibilities: an example is 

the category of top-side adjustments and barter agreements (RF3; 55 times). 
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StarMedia Network Inc.22 recognized revenue in full although senior executives 

knew that the correct treatment (barter transaction) would have resulted in little or 

no revenue. According to the firms’ own procedures this transaction would have 

required either an accurate order or a contract (complaint 06-CV-2435, S.D.N.Y.). 

Under the assumption that an order or contract exists, its reveals the nature of the 

revenue and should lead to a reversal of the revenue. If there is no documentation 

at all, it is clear that the transaction cannot be recognized. Vari-L Company Inc. is 

an example for top-side adjustments. Sales invoices called ‘bill in place’ were 

created for products that did not exist and revenue recognized accordingly. In 

some cases bill-in-place invoices were not sent to customers (criminal case 04-CR-

88, District Court of Colorado). It is likely that these invoices lacked supporting 

documentation (e.g. customer contracts, delivery notes, shipping invoices). It 

seems fair to raise the question as to why these manipulations were not detected 

by either internal and/or external controls. With regard to this kind of fraud, auditors 

cannot claim that it was impossible to detect the fraud because management 

concealed the information. It should be possible to discover manipulations based 

on purely sampling and reviewing accounts and transactions in detail. Although 

audit procedures are limited by materiality considerations and there is always an 

inherent audit risk that misstatements remain undetected. However, we believe 

that our findings could be a reason to reconsider audit procedures related to 

revenue recognition.  

                                                      
22 StarMedia Network Inc. provides internet services and reported at December 31, 2000 net revenues 
of $ 61 million. 
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This chapter did not seek to explain the observed trend of an increased 

amount of financial statement fraud cases related to an overstatement of revenues 

and an understatement of expenses / liabilities and the simultaneous decrease of 

improper asset valuation. It may very well be the case, that the utmost increase of 

the amount of reporting regulations and their degree of details as part of IFRS- 

asset reporting categories and valuation may have impacted the auditors’ 

perception. The IFRS regulation may have increased the attention paid to 

manipulations related to assets and at the same time reduced the possibility to 

commit offences although internal and external accountants did not recognize the 

general trend on a timely basis. 

In general one cannot conclude that the absolute amount of fraud cases is 

large or small because our sample consists only of fraud cases. Companies 

without any financial statement fraud allegation were not included in this thesis. 

Nevertheless, one may conclude that the average number of alleged offences (4.5) 

per case is substantial. This finding highlights the fact that manipulations do not 

occur as one isolated activity and may require reckless behavior to pursue them 

over time. It should also be taken into account that there is the likelihood of a 

category of undiscovered fraud cases. These allegations indicate that there is a 

serious issue of enforcement for internal control over financial reporting as well as 

for auditors, control bodies and shareholders. This conclusion could be the 

starting-point from which to review legislation with regard to financial statement 

fraud prevention in other jurisdictions. That does not mean that we support the 
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implementation of a form of SOX legislation in Europe without any additional 

evaluation. That would be too easy: a follow-up study of the long term impact of the 

SOX legislation on the amount of financial statement fraud cases would be 

advisable. Our belief is that additional legislation is not the only measure needed to 

reduce the occurrence of financial statement fraud, at the same time the major 

issue of cultural and perhaps moral related grounds, needs to be tackled (see also 

section 2.2).  
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Appendix 1 
Code Main Category / Sub-Category Detailed Category Number 

of  
Cases

Sub- total 
per Main 
Category

Improper revenue recognition

RT1 Improper timing of revenue recognition Holding books open after the close 16
RT2 Improper recognition of third party transactions: bill & hold sales 32
RT3 Improper recognition of third party transactions: consigment sales 26
RT4 Improper recognition of third party transactions: side letters 30
RT5 Improper recognition of third party transactions: other contingency 

l
21

RT6 Improper recogntion from multiple element or bundled contracts 8
RT7 Other 21
RF1 Fictitious revenue Falsification of sales documents 26
RF2 Not recorded side agreements with customers 55
RF3 Top-side adjustments, barter 51
RF4 Round-trip transactions 39
RF5 Unbilled receivables 13
RF6 Other 20
RV1 Improper valuation of revenue Terms that affect the value of revenue recogn. 10
RC1 Improper classification of revenue Extraordinary item & other 13

Subtotal improper revenue recognition 381

Improper expense recognition

EF1 Failure to record expenses or losses Improper capitalization or deferrals 32
EF2 Failure to record expenses or losses Lack of accruals 67
EF3 Failure to record liabilities 26
EO1 Overstating inventory values Falsifying inventory records and / or  failing to value at cost 36
EO2 Overstating expenses 4
EU1 Understating bad debts, loan losses or

dit
38

ER1 Improper use of restructuring or other 
reserves 20

ER2 Failure to record legally required reserves

5
EA1 Failure to record asset impairments 11
EC1 Improper expense classification 22

Subtotal improper expense recognition 261
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Code Main Category / Sub-Category Detailed Category Number 
of  
Cases

Sub- total 
per Main 
Category

Improper asset valuation

EA2 Improper asset valuation 28
RA1 Improper asset classification 6

Subtotal improper asset valuation 34

Improper Business Combination

BP1 Inappropriate application of purchase /
pooling methods 5

BP2 Inappropriate off-balance sheet treatment
of transactions 3

BM1 Improper merger or divestment reserves 4
BA1 Improper asset valuation 6
BM2 Manipulation of financial stock or comp. to

be acquired 3

Subtotal improper business combination 21

Disclosure failure & incorrect
information supply

OD1 Disclosure failure Personal benefits, related party transactions 88
OP1 False press releases 96
OT1, O Incorrect info to board, committees,

SEC,vendors or others 36

Subtotal disclosure failure & incorrect information supply 220

Lying

OA1 Lying to auditor 134
OS1 SOX certification error 15
OS2 False oath certification 1

Subtotal lying 150

Other

OL1 Other contractual agreements, side letters,
swaps 8

OB1 Loans from officers to company 5
OM1 Misappropriation of funds 17

Subtotal other 30

Total 1097 1097
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Chapter 3 
Factors that Relate to the 
Involvement of Finance Middle 
Managers in Financial Statement 
Fraud 

 

3.1   Introduction 
In the wake of the accounting scandals of the early 2000s, research of financial 

statement fraud regained a top position. In addition to the large amount of 

corporate governance studies (e.g., Coffee, 2002; Farber, 2005; Efendi et al., 

2007), researchers started to acknowledge the role of the CFO in financial 

statement fraud. These studies cover subjects such as general evaluations of the 

CFO and the finance function (Howell, 2002), CFO intentions to report fraudulently 

(Gillett and Uddin, 2005), the CFO influence over reported financial results (Geiger 

and North, 2006), the motivation of CFOs to participate in material accounting 

manipulations (Feng et al., 2011) and quantifications about the CFO involvement in 

financial statement fraud (Beasley et al., 2010). However, little attention is paid to 

the fact that the CFO is not the only representative of the finance function who 
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might be involved in financial statement fraud. Taking a closer look at the finance   

function, it is striking to observe that finance middle managers (FMM) - at a 

hierarchical level lower than the CFO, are frequently involved in financial statement 

fraud. Beasley et al. (2010) quantify that the controller was a named defendant in 

34% of all researched fraud cases during the period 1998-2007 compared to 21% 

in a previous study covering the years 1987-2007 (Beasley et al., 1999). The same 

study shows that the controller is the third most named job title (after CEO and 

CFO) in complaints related to financial statement fraud and the fourth most named 

when including the general group of other VPs. It seems fair to conclude that the 

controller is the third most important fraud perpetrator after the CEO and CFO. This 

development needs to be seen in context of the changing role of the CFO.  Many 

authors (e.g., Howell, 2002; Zorn, 2004; Davis and McLaughlin, 2009) have 

observed a trend throughout the past twenty years that CFOs spend less time 

supervising the finance function, and instead, have become more involved in 

strategic business decisions. CFOs provide advice pertaining to mergers and 

acquisitions and the subsequent implementation thereof; furthermore, they have an 

increasing role with regard to the communication to investors and financial 

analysts.  We believe that this role change has implications for FMM, who pick up 

“classic” accounting and reporting tasks and have an increasing responsibility for 

the accuracy of financial statements. At the same time, FMM are also expected to 

follow the role model of the CFO and assist with business-partnering (Burns and 

Baldvinsdottir, 2007). It is obvious that the two tasks of professional preparation of 

financial statements and strategic business-partnering may be conflicting with each 
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other (Sathe, 1982; Granlund and Lukka, 1998). Research on ethical conflicts with 

regard to the creation of budgetary slack shows that controllers operate in a field of 

tension and may give in to obedience pressures (Davis et al., 2006; Hartmann and 

Maas, 2010). Recent literature also acknowledges that financial statement fraud 

turns into a “team sport” involving collusion, Ramamoorti (2008, p. 529), and is 

designed by senior management cliques (Tillman and Indergaard, 2007). In our 

opinion the role of FMM in the commitment of financial statement fraud requires 

more attention. Therefore, the purpose of this chapter is to explore the factors that 

relate to the involvement of finance middle managers (FMM) in financial statement 

fraud.  

We use as a research framework the fraud triangle, consisting of conditions, 

motivations and attitudes, as introduced in Loebbecke’s et al. (1989) risk 

assessment model. The fraud triangle has been extensively researched by 

scholars (Deshmuk and Talluru, 1998; Apostolou et al., 2001; Wilks and 

Zimbelman, 2004; Hernandez and Groot, 2007a) and is used by the AICPA in its 

auditing statements SAS NO. 99 and SAS NO. 113. Research emphasizes the 

company-level fraud conditions (Carcello and Hermanson, 2008); however, more 

knowledge is needed related to the motivation and attitude of employees who 

engage in fraud (Beasley at al., 2010). We review the Loebbecke et al. (1989) 

model and amend it where necessary. Our review results in 24 fraud variables23 

                                                      
23 Loebbecke et al. (1989) use the term indicator as a synonym for variable. Throughout this chapter the 
term variable will be used. 
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originating from the Loebbecke et al. (1989) model which initially comprises 55 

variables (see section 3.2.2, Table 1, p. 72, for a summary of the changes). From 

the literature we derive 19 new variables related to the corporate governance 

quality as a proxy for fraud prevention measures and attitude related aspects of the 

commitment of financial statement fraud. The nature of this paper is exploratory. 

We do not know which variables explain the participation of FMM in financial 

statement fraud, nor do we know whether these variables correlate with each 

other. Therefore, we decided to apply exploratory principal component analysis 

(PCA) to analyze the 43 individual variables. This technique is appropriate to 

uncover underlying structures and reduce data. We obtain 12 variables that make 

up five distinct fraud factors.  Subsequently we apply a logistic regression analysis 

and find a significant correlation between the involvement of FMM in fraud and the 

factors ‘Greed and Collusion’ and ‘Risks related to Leverage and Incentives’ (the 

order of the factors represents their relative significance). We control for the 

variation among industries, for the company size, for the fraud size, for the fraud 

type and for a potential influence of SOX. 

This chapter contributes to the financial statement fraud literature through a 

simultaneous examination of the fraud triangle elements (Hogan et al., 2008) and 

reveals potential drivers and motivations (Beasley et al., 2010) of FMM to commit 

financial statement fraud. The investigation of motivations, attitudes and 

rationalizations starts to pay attention to the individual aspect of financial statement 

fraud commitment as requested by fraud researchers (Ramamoorti, 2008; Carcello 
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and Hermanson, 2008; Beasley et al., 2010). The focus on FMM, shifts the 

attention from the C-suite to the organizational level below, and begins to shed 

light on the group effort to commit financial statement fraud (Tillman and 

Indergaard, 2007; Ramamoorti, 2008). Management accounting literature may get 

a new impulse to discuss the professional position of FMM with regard to potential 

financial reporting conflicts. The results may also help practitioners such as 

company bodies, internal and external auditors and risk managers with the 

preparation of organizational reviews, as well as drawing the attention of FMM to 

potential conflicts over financial reporting.  

The remainder of this chapter is organized as follows. Section 3.2 develops the 

research design based on prior literature, section 3.3 describes the data, section 

3.4 describes the empirical methodology, section 3.5 interprets the factors of a 

Principal Component Analysis, section 3.6 reports the results and the conclusions 

are presented in section 3.7. 

3.2   Research Design and Prior Research 

3.2.1   The Research Model 
The nature of this study is exploratory. It seeks to reveal factors that relate to 

the involvement of FMM in financial statement fraud. This approach has 

consequences for the research design. The choice of variables to be investigated 

will be broad but based on results of prior studies that have been found relevant for 

the occurrence of financial statement fraud. We do not expect all of them to have 

explanatory power.  We build our model on the basis of the fraud triangle theory 
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and extend it with attitude related fraud commitment variables and elements from 

fraud deterrence theory. 

When financial statement fraud occurs, all three main categories of the fraud 

triangle are present, as stated in SAS NO. 99 and SAS NO. 113 (AICPA, 2002 and 

2006). These three main categories of the fraud triangle also form the basis for the 

Loebbecke et al. (1989) fraud risk assessment model. This model is designed for 

auditors to assess the likelihood of financial statement fraud occurrence and refers 

to the categories: conditions, motivations and attitude. These categories contain a 

total of 55 variables. They have been extensively tested and their relevance has 

been established by prior research (e.g. Bell and Carcello, 2000; Apostolou et al., 

2001; Wilks and Zimbelman, 2004; Hernandez and Groot, 2007a).   

We believe that the Loebbecke et al. (1989) model is well suited as a starting 

point to develop our research design. It is measurable, the relevance of the 

variables has been established and many variables have not only a fraud 

prediction character but can also be used to explain financial statement fraud 

occurrence. As explained above this research approach is broad because little is 

known about factors that may trigger FMM to get involved in financial statement 

fraud. Management accounting literature acknowledges the potential conflict of 

FMM as guardians of the integrity of financial statements and as assistants in the 

business decision-making process. Some scholars argue that the “double role” is 

compatible and desirable (Sathe, 1982; Kaplan, 1995; Granlund and Lukka, 1998), 

but a recent study of Maas and Matějka (2009) reports that FMM perceive their 



 

 

 

 

56 

 

 

 
  ProefschriftKristinaLinkevs2a 

Finance Middle Managers and Financial Statement Fraud 

 

local responsibilities as more important. This preference occurs at the expense of 

the functional responsibility to accurately report financial results and exposes FMM 

to role conflicts. As described in section 3.1, CFOs tend to be less involved in 

financial reporting tasks which may increase the responsibility of FMM for the 

accuracy of financial statements.  

Recent studies analyze the circumstances that lead FMM to create budgetary 

slack, an undesirable situation from a corporate perspective and individually seen 

as a violation of duties and ethics. Hartmann and Maas (2010) test whether there is 

a relation between the controller’s personality24, the degree of involvement in 

business unit decision making, the exposure to social pressure25 and the 

inclination to create budgetary slack. In an experiment among 136 management 

accountants, they find that social pressure increases the creation of budgetary 

slack when controllers of a certain personality type (high Mach), who belong to a 

business unit management team, are involved. On the other hand, they find that 

controllers of a different personality type (low Mach) are less inclined to create 

budgetary slack. Davis et al. (2006) emphasize the impact of inappropriate 

obedience pressure on management accountants to create budgetary slack. In an 

experiment with 77 management accountants they find that almost half of them 

                                                      
24 Hartmann and Maas use the Machiavellianism scale “Mach IV” of Cristie and Geis (1970) in order to 
test the personality trait cynicism. Cynicism characterizes the attitude that ends sanctify means and 
results more often in unethical decisions. 
25 Social pressure consists of compliance, obedience and conformity pressure. Hartmann and Maas 
(2010, p.30) explain the relation between the three types as conceptionally distinct but in reality there 
may be overlap and the three types are not orthogonal. 
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give in to obedience pressure, despite awareness of the ethical conflict. The 

Loebbecke et al. (1989) model includes a variable called undue emphasis on 

meeting earnings targets that measures obedience pressure related to earnings 

targets. 

Earnings management literature suggests that investors pay a premium for 

companies that meet or beat analysts’ earnings expectation even if it is likely that 

the achievement resulted from manipulations (Bartov et al., 2002). Managers 

adjust reported earnings upward in order to avoid negative earnings surprises; they 

achieve earnings management through “real” operating actions that are reflected in 

the cash flow and “bookkeeping” nature actions that are reflected in discretionary 

accruals (Burgstahler and Eames, 2006). Another aspect of the earnings 

management literature is the compensation incentive. CEOs with a sizable amount 

of in-the-money stock options are more likely to misstate financial statements. 

Along with other insiders, they sell large quantities of shares during periods of high 

accruals (Efendi et al., 2007; Bergstresser and Philippon, 2006). More specifically, 

in the presence of fraud, insiders reduce their holdings of company stock through 

high levels of selling activity (Summers and Sweeney, 1998). The Loebbecke et al. 

(1989) model accounts for compensation incentives through four variables (log 

bonus, stock options received, log average share holdings C-level managers 

during fraud period, insider trading FMM and Insider trading CFO, CEO and other 

Cs). While obedience pressure on FMM and compensation incentives may be 

important factors in leading FMM to commit financial statement fraud, other factors 
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may also be influential. The way in which this is taken into account in the research 

model will be discussed in more detail in section 3.2.2. 

3.2.2   Modified Fraud Risk Assessment Model 
The Loebbecke et al. (1989) model seeks to help auditors assess the likelihood 

of financial statement fraud occurrence, whereas the purpose of this chapter’s 

model is to explore the factors that explain FMM involvement in financial statement 

fraud. This difference implies that only those variables that explain financial 

statement fraud involvement will be used and variables with a fraud prediction 

character will be eliminated.  

As a starting point the initial 55 fraud variables of the Loebbecke et al. (1989) 

model will be reviewed in order to determine the applicability for our research 

model. We eliminate all variables that are specific to the auditor-client situation.  

These variables either describe the relationship between auditor and client or the 

auditor’s observation of unusual client behavior. Thereafter we eliminate variables 

related to specific steps in audit procedures and variables that we cannot measure 

due to the lack of data.  Next, we follow Loebbecke’s et al. (1989) observation that 

some variables may be similar and could be grouped together or may need further 

elaboration. A limitation of the model is that there is “little indication of the presence 

of motivation in the cases studied” as Loebbecke et al. (1989, p. 25) recognize. In 

other words, variables related to the categories of motivations and attitude could be 

enhanced. Prior research finds that upper-level managers create pressure on lower 

level employees through insisting on higher performance that is not achievable 
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through legal means (Baucus, 1994). Obedience pressure could lead management 

accountants to inappropriate choices with regard to budget decisions (Davis et al., 

2006). Leaders shape the environment for financial statement fraud by rewarding 

or punishing (Brief et al., 2001). The ‘tone at the top’ signals ethical or unethical 

behaviour of top management, who serve as a role model (Castellano and Lightle, 

2005). An empirical study of 5,603 client-acceptance and audit-continuation 

decisions provides evidence that auditors associate the kind of ethical conduct of 

managers and aggressive accounting practices with higher fraud risk (Hernandez 

and Groot, 2007b). Ramamoorti (2008) and Beasley et al. (2010) have recently 

asked for further research related to the individual motivation to commit financial 

statement fraud. We attempt to narrow down possible individual motivations 

through the selection of the existing Loebbecke at al. (1989) variables ‘aggressive 

attitude’, ‘moral fibre’ and ‘inappropriate lifestyle’. The variable aggressive attitude 

will be defined as managers who threaten lower level employees during the 

preparation process of financial statements in order to force them to manipulate 

financial statements. These managers may threaten subordinates with the 

termination of their contract or intimidate them for example by shouting or throwing 

documents. The variable client management displays a significant lack of moral 

fibre comprises ignorant behavior of senior managers. Examples are lower level 

employees making senior managers explicitly aware of incorrect reporting 

practices, and subsequently the senior manager does not initiate appropriate 

corrections. Then, the lower level employee may refuse to carry-out instructions 

related to those incorrect reporting practices, but may observe that the superior 
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asks somebody else to do it. The Loebbecke et al. (1989) model also does not take 

into account the quality of the corporate governance structure. It is widely accepted 

in literature that the corporate governance quality may influence the company’s 

performance and the possibility of management to commit financial statement 

fraud (Dechow et al., 1996; Klein, 2002a; Larcker et al., 2007; Dey, 2008). In the 

next section we will extend our model by including attitude related variables that 

may explain the motivation to participate in the commitment of financial statement 

fraud and with corporate governance measures related to financial statement fraud 

prevention.  

3.2.3   Addition of Variables Related to Attitude and Corporate Governance 

3.2.3.1   Attitude related variables 
In recent publications, researchers who have investigated financial statement 

fraud have placed emphasis on the need for more understanding in order to 

determine which attitudes or rationalizations lead individuals or groups to commit 

financial statement fraud (Carcello and Hermanson, 2008; Hogan et al., 2008; 

Ramamoorti, 2008; Beasley et al., 2010). Although there is consensus about the 

need for further analysis of these attitude and motivation related factors, there is no 

clear guidance on the research methodolgy. Our review of behavioral, 

criminological and ethical literature leads us to Ashford and Anand’s (2003) theory 

of “Normalization of Corruption in Organizations”. Their theory on how corruption 

becomes embedded in organizations delivers a starting point to develop variables 

related to rationalization processes and attitudes. Ashford and Anand (2003) 

propose a model that examines group processes of two or more individuals who 
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pass the three stages of the corruption process: institutionalization, rationalization 

and socialization. Tillman and Indergaard (2007) and Ramamoorti (2008) also 

recognize that high-level fraud often involves collusion and is committed by teams, 

wherein the number of participants increases. These are senior management 

groups that override controls in order to cover up for illegal acts (AICPA, 2005). For 

the group component we use the proxy of number of participants involved in the 

fraud scheme. The institutionalization phase is characteristic for a corrupt act to 

become embedded into structures and thereby creates routines. In that phase, 

leadership also plays an important role because leaders serve as a role model and 

may facilitate unethical behavior. For the creation of routines the number of year-

end manipulations will be used as proxy. Leadership behavior is also central in 

literature that refers to the “Tone at the Top”, with emphasis on the influence of the 

top management as a role model for integrity (Hambrick and D’Aveni, 1992; 

Castellano and Lightle, 2005). This literature stream is helpful to develop variables 

that measure the leadership influence on financial statement fraud. Haleblian and 

Finkelstein (1993) define power as the capacity of individual actors to exert their 

will. Powerful CEOs may dominate others, an example is the positive association 

found by Hambrick and D’Aveni (1992) between CEO dominance and an eventual 

bankruptcy. CEO dominance will be introduced as variable for potential pressure 

exercised by the CEO on subordinates. The variable will be measured as the ratio 

of CEO compensation and the average compensation of other C-level managers, a 

measure also applied in Hambrick and D’Aveni’s (1992) study. The CFO plays an 

important role as a member of the top management team and has direct 
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managerial influence as supervisor of FMM. Aier et al. (2005) report a significant 

negative association between CFO expertise and restatements; they measure 

CFO expertise as work experience and education. We seek to measure CFO 

expertise using the proxies CFO age and CFO in possession of a CPA certification. 

Leaders may also stimulate unethical behavior through rewards (Brief et al., 2001; 

Ashford and Anand, 2003). Financial rewards are already included in the 

Loebbecke et al. (1989) model but other rewards such as potential promotions may 

induce individuals to commit financial statement fraud. Therefore, two variables for 

FMM promotion (promotion from FMM to CFO during the fraud scheme period) and 

CFO promotion (promotion from CFO to CEO during the fraud scheme period) will 

be included in our model. Rationalization serves the development of ideologies to 

justify a corrupt act. Ashford and Anand (2003) describe eight rationalization 

techniques that are complementary and all may be facilitated by the use of 

“malleable language”.  This method is defined as general malleability of symbolism 

and particularly of language. The use of jargon will serve as a proxy, for example 

the organization of “family meetings” in order to discuss manipulations and jokes. 

We include the variable (malleable) rationalization language in our model. The third 

phase of Ashford and Anand’s (2003) model is called socialization, which 

describes the inducement of naïve newcomers into corrupt practices. We are not 

able to differentiate in our archival data between veterans and newcomers to the 

fraud schemes and we accept this as a limitation of the research model. 
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3.2.3.2   Fraud Prevention Variables 
The corporate governance quality may impact the earnings and disclosure 

quality (Vaefas, 2005; Karamanou and Vafeas, 2005), and may cause 

restatements (Abbott et al., 2004; Srinivasan, 2005; Larcker et al., 2007) and 

financial statement fraud (Farber, 2005). The participation of FMM in financial 

statement fraud may also be influenced by the corporate governance structure. 

From our literature review, we extract generally accepted corporate governance 

variables covering the quality of the board of directors, the audit committee and the 

external auditors. 

One duty of the board of directors and its committees is to monitor the 

management performance (Bédard et al., 2004; Tuggle et al., 2010). A higher 

percentage of outside board directors reduces the likelihood of financial statement 

fraud occurrence (Beasley, 1996; Dechow et al., 1996), thus percentage of 

independent directors will be included as a variable.  

The literature acknowledges that the board size is an important determinant of 

the board’s ability to monitor the management. It is controversial which board size 

is best suited to achieve this goal. Klein (2002b) associates a larger board size with 

a better ability to staff board committees and to monitor management. Vafeas 

(1999) reports a positive correlation of board size and board activity, suggesting 

that larger groups need more time to attain a given level of output, as well as a 

partly “waste” of time due to coordination efforts. Yermack (1996) finds a significant 

inverse association between firm value and board size and draws two conclusions. 
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First, smaller boards are more effective and therefore more highly valued by capital 

markets. And secondly, the coordination, communication and decision-making 

problems increase with the board size, resulting in lower board performance. 

Beasley (1996) finds that the likelihood of financial statement fraud increases with 

the board size. Overall there seems to be more supporting evidence for the 

interpretation that large boards26 are less efficient. We include board size as a 

variable and expect a positive relation between the board size and financial 

statement fraud.  

Vafeas (1999) investigates whether the level of activity from the board of 

directors, measured by board meeting frequency, is related to the firm’s 

performance. This study finds an increasing level of activity from the board of 

directors after share price declines, specifically with poor performance in prior 

years. Furthermore it can be observed that following abnormal activity from the 

board of directors, the operating performance improves. Raghunandan and Rama 

(2007) find that the audit committee meeting frequency is positively associated with 

larger firms, high outsider block-holdings, firms operating in litigious industries and 

firms with more board meetings. Overall the results suggest that higher board 

activity may increase the firm’s performance, although part of a high meeting 

frequency may be caused by more coordination efforts due to larger boards as 

                                                      
26 There is no consensus about an absolute amount of directors which would constitute a “large” board.  
Authors refer to their samples and use quartile sections as reference poinst (Klein, 2002b; Vafeas, 
1999) or ranges from smallest to highest observation (Yermack, 1996). Lipton and Lorsch (1992) is an 
exception-  they recommend a board size of seven to eight members.  
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discussed in the paragraph related to the board size. Both variables, the number of 

board and audit committee meetings will be included in our research model.  

The composition of the audit committee potentially influences the occurrence of 

financial statement fraud. An indication is the SEC and stock exchange 

requirement (since December 1999) that all registered companies must have at 

least three directors (NYSE Listed Company Manual §303.01[B][2][a]), all of them 

independent. Audit committee director independence is further advocated by the 

literature as well. Klein (2002a) measures the quality of earnings as the level of 

abnormal accruals and finds a decrease of abnormal accruals when the audit 

committee independence increases. Worsening growth opportunities and 

consecutive losses are related to a decrease in audit committee independence 

(Klein, 2002b). Companies in financial distress have audit committees with a 

greater proportion of affiliated directors and are less likely to receive a going-

concern report (Carcello and Neal, 2000). In opposition to the above described 

results, Beasley (1996) reports that the presence of an audit committee does not 

significantly affect the likelihood of financial statement fraud. Furthermore he 

signals no significant difference in audit committee composition between firms that 

have committed fraud and those that have not. Thus, our research model will be 

amended with variables related to the audit committee quality (size of audit 

committee, percentage of independent audit committee members and CFO 

member of the audit committee).   
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Yermack (1996) finds a positive association27 between the firm value and a 

non-CEO chairman which suggests that separated positions of CEO and chairman 

of the board are higher valued by capital markets.  At firms which are investigated 

by the SEC for potential earnings management there is CEO and Chairman duality 

present in 86 percent of the cases versus 76 percent in the control firms (Dechow 

et al., 1996). Hunton et al. (2011) survey mid-level financial reporting managers 

with regard to their perception of the tone at the top. They find a positive 

association between tone at the top perceptions and the CEO not being chairman 

of the board. Consequently we include CEO and Chairman duality as a variable. It 

is also possible that an insider other than the CEO is chairman of the board and 

causes an independency concern, accordingly insider is chairman will be included 

as a variable. 

External auditors play an important role when it comes to ascertain that the 

financial statements of an audited company take into account all applicable 

financial reporting requirements. The kind of audit firm best suited to fulfil this task 

is the subject of several studies. Lennox and Pittman (2010) for example associate 

Big Five28auditors with a higher quality of financial statements. They report 

consistently lower occurrence of financial statement fraud for Big Five clients, on 

average they are about four times less likely to commit accounting fraud.  Francis 

                                                      
27 The correlation coefficient is 0.039 and significant at  of 11% level. 
28 Depending on when studies have been conducted, they talk about Big Five or Big Four auditors, both 
terms are used synonymously. 
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and Wang (2008) find that Big Four auditors are sensitive to stricter investor 

protection regimes. In other words, the quality of the provided audit services varies 

with the country’s investor protection regime. Stricter legislation enforces the 

detection of client misreporting and leads to punishment of auditors, resulting in 

higher earnings quality. The potential risk for Non-Big Four auditors to damage 

their reputation when a misreporting is detected is lower and therefore might 

compromise earnings quality, thus we include Big Five Auditors as a variable. 

There is a positive relation between audit firm tenure and the quality of 

financial statements (Chen et al., 2008); therefore the variable auditor changes 

during the fraud period will be added. A detailed summary of all variables is 

attached in Appendix 2. To conclude, in Table 1 the final model will be presented. 

Table 1

Research Design - Summary of Variables 

Modified Loebbecke Risk Assessment Model New Total

Original 
variables 
risk assess-
ment model

Variables 
deleted 
specific to 
the audit 
situation

Measure- 
ment with 
archival 
data not 
possible

                            
Modified 
variables

New 
variables 
derived from 
literature 

Total 
Variables

Conditions 20 -9 -4 -1 0 6

Motivation 21 -1 -4 -1 0 15

Attitude 14 -9 -2 0 8 11

Corp. Governance 0 0 0 0 11 11

Total variables 55 -19 -10 -2 19 43
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3.3   Data 

3.3.1   Data Source and Data Selection 
Archival data is commonly used in financial statement fraud research (Bonner 

et al. 1998; Beasley et al. 1999; Dunn, 2004; and Beasley et al. 2010) and seems 

appropriate as a starting point for the development of our empirical research 

model. The data in this chapter is hand-collected from the SEC litigation database 

(www.sec.gov/litigation/litreleases.htm). All cases of financial statement fraud are 

selected following Beasley’s et al. (1999, p.11) definition of financial statement 

fraud as “the intentional material misstatement of financial statements or financial 

disclosures or the perpetration of an illegal act that has a direct material effect on 

the financial statements or financial disclosures”. In terms of offended laws, we 

consider violations of the antifraud, recordkeeping, periodic reporting, and internal 

control provisions set forth in Sections 10(b), 13(a) and 13 (b)(5) of the Securities 

Exchange Act of 1934 as well as Section 17(a) of the Securities Act of 1933. The 

review comprises the period from January 1, 2000 to December 31, 2006, and 

resulted in the selection of 244 cases of alleged financial statement fraud. 

The data from the SEC litigation database may be biased due to enforcement 

strategies applied by the SEC staff (Kedia and Rajgopal, 2011) and the fact that 

most involved parties admit no guilt. Nevertheless it is the best available source for 

financial statement fraud research since other sources, for example restatement 

reports, can include intentional as well as unintentional misstatements (Dechow et 

al., 2010) and the latter are not subject of our study.  

http://www.sec.gov/litigation/litreleases.htm
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For each case the required information to measure the variables defined in 

section 3.2.2 and 3.2.3 is derived from four different sources. Twenty-two variables 

are obtained from reading SEC litigation releases and/or complaints filed with U.S. 

District Courts (www.pacer.psc.uscourts.gov), 19 variables from the EDGAR 

database (www.sec.gov./edgar/searchedgar/webusers.htm) using the forms 

DEF14A (proxy statement) and 10-K (year-end reporting), respectively 10KSB and 

20-F reporting, and two variables (CFO age and CFO with CPA certificate) from 

either complaints, 10-K or DEF14A reporting or internet search. The internet 

research is conducted by searching the name on firm websites, google or business 

websites specialized in people and company information, an example is 

www.zoominfo.com. From the selected 244 cases, 32 cases were removed 

because more than 20% of the data is missing, resulting in 212 cases. In the final 

analysis we include only complete data sets, reducing the cases used to 171. From 

the 171 cases, 18 fraud cases or 10 percent were brought to an end after the 

implementation of the SOX Act. 

3.3.2   Data and Measurement of Variables 
Loebbecke et al. (1989) designed their model to assist auditors with fraud risk 

assessments.  It consists of a checklist with variables that may indicate financial 

statement fraud occurrence. The checklist conception does not include specific 

measurements of variables, for example financial ratios or definitions. The missing 

measurement criteria create the need to develop them in this thesis. First, we 

distinguish two broad categories: Variables related to financial ratios or absolute 

values and variables that involve judgment. For the group of variables where 

http://www.pacer.psc.uscourts.gov/
http://www.sec.gov./edgar/searchedgar/webusers.htm
http://www.zoominfo.com/
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unambiguous measurement is possible (e.g. involved in merger transaction, 

leverage) we use parametric yes/no scoring or a measurement based on prior 

literature. For the second category we define measurements. These definitions for 

variables such as ‘aggressive attitude’ are inherently judgmental.  Bell and Carcello 

(2000) acknowledge the same issue in their fraud study in which they use the 

Loebbecke et al. (1989) data sample. In order to overcome the ambiguity issue of 

the data measurement, we define specific circumstances that represent those 

situations. As an example, we search each case for characteristic features, such 

as shouting, throwing of documents, threatening behavior, and subsequently view 

such instances as a proxy for the variable aggressive attitude. All variables of this 

category are independently scored by two co-researchers. First the two co-

researchers were provided with examples of the variable aggressive attitude 

extracted from complaints; then they were asked to identify this variable in five 

complaints. In each of the five complaints they were able to classify the presence 

of the variable aggressive attitude unanimously. Subsequently each of the co-

researchers read 122 complaints and scored the presence of the variable. 

Thereafter the main researcher randomly selected five complaints of each co-

researcher and checked them on consistency (none of the selected complaints 

was checked previously). In all ten complaints the variable aggressive attitude was 

classified unanimously. In Appendix 2 all variables are specified including the 

measurement method.  
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3.4   Empirical Methodology 

3.4.1   Choice of Methodology 
The selection of the independent variables described in section 3.2 is broad, as 

this is common in explorative studies in order to avoid the risk of upfront exclusion 

of variables that might be useful for the research subject (Al-Kandari and Joliffe, 

2001). Although we do not expect all variables to add to the resolution of the 

research question, prior literature indicates their potential relation to the 

commitment of financial statement fraud. To overcome the difficulties in analyzing 

a data set with a large number of variables, we reduce the amount of the variables 

through the application of a Principal Component Analysis (PCA). It is a common 

method to achieve this goal, and at the same time it does not disturb the main 

features of the data set as a whole (Joliffe, 1972; McCabe, 1984). A further 

advantage of the PCA method is that it requires interrelated data whereby it 

resolves multicollinearity problems of other multiple regression methods (Joliffe, 

2002). We expect the independent variables of this thesis to be highly interrelated. 

Finally, PCA reduces the dimensionality of the data through transformation of the 

original variables into a new set of variables, namely the principal components 

(Joliffe, 2002). The principal components reveal underlying structures in the data 

and facilitate their interpretation. Several methods are available in order to reduce 

or in technical terms ‘to discard’ variables. The variable reduction method used is 

based on Beale et al. (1967), for more details see Appendix 3.   
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3.4.2   Discarding Independent Variables 
We perform a PCA on all original K variables, then all eigenvalues are 

inspected and if they are smaller than some number, λ0, the corresponding 

principal components are considered for rejection. This process starts with the 

principal component with the smallest eigenvalue, and then the second smallest 

and so forth until λ0 is reached. Of each of these components (p1) one variable 

with the largest coefficient is chosen, if not already selected earlier, thereafter all 

selected variables will be rejected. On the reduced data set of (K-p1) variables 

another PCA will be performed, applying the above described selection process. 

This process is iterated until all eigenvalues in the latest PCA are greater than λ0. 

We define the rejection criterion λ0 as eigenvalues <1, as recommended by Kaiser 

(1960). Based on visual inspection we eliminate variables with cross-loadings and 

negative loadings, fourteen variables remain in the final data set for further 

analysis. 

3.4.3   PCA Results 
The overall fit of the final PCA is sufficient with a KMO29 of .68530 and a 

significant Bartlett’s Test of Sphericity at .000. We retain all factors with an 

eigenvalue greater than unity and this choice is confirmed through the analysis of a 

scree plot (Cattell, 1966). In order to facilitate the interpretation of the retained 

factors we perform an oblique rotation. This rotation method seems more 

appropriate than an orthogonal rotation because the underlying dimensions are not 
                                                      
29 Kaiser-Meyer-Olkin Measure of Sampling Adequacy 
30 The KMO statistic varies between 0 and 1; values between .5 and .7 are deemed to be acceptable. 
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assumed to be uncorrelated with each other. A review of the component correlation 

matrix confirmed the existence of correlations between extracted factors. We also 

calculated a PCA with an orthogonal rotation (Varimax) that delivered the same 

factors, only the percentage of the explained variance per factor differed. The final 

PCA has factor loadings greater than 0.5 and no significant cross-loadings. For the 

reliability assessment of the retained factors we use Cronbach’s alpha. Cortina 

(1993) states that this coefficient is widely used in research, examples include 

psychology, medicine, economics and accounting, but cautions at the same time 

that the limitations of Cronbach’s alpha have to be taken into account when it 

comes to its interpretation. Subsequently Cortina (1993) finds evidence that the 

coefficient alpha requires unidimensional data to be meaningful but remarks that 

the coefficient itself is no test of unidimensionality. Unidimensionality is the 

existence of one latent trait in the underlying data (Hattie, 1985). Examples in 

Cortina’s (1993) study show that data with three dimensions can still yield high 

levels of alpha, therefore it is proposed to test the level of dimensionality. The 

second limitation relates to scaling, particularly the number of items included in a 

scale. Cortina (1993) concludes that alpha is a function of the number of items in a 

scale (as do Hattie, 1985; Green et al.,1977), and recommends to consider scaling 

when interpreting Cronbach’s alpha.   

We obtain Cronbach’s alpha of 0.60, 0.51, 0.56, 0.50 and 0.42. Most 

researchers use 0.7 as cut-off level for Cronbach’s alpha, as suggested by 

Nunnally (1978). Cortina (1993) and Peterson (1994) note that there is no 
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statistical justification to fix Cronbach’s alpha at this level, except that it is common 

use. Since an explorative research approach has been chosen for this chapter, and 

there is a broad range of variables covering fraud indicators as well as fraud 

prevention indicators (see section 3.2) lower levels of Cronbach’s alpha can be 

expected. Nunnally (1978) also acknowledges that preliminary research 

(comparable to explorative research) yields lower Cronbach’s Alpha than basic or 

applied research. Furthermore, the final PCA comprises fourteen variables of 

which nine are measured with a two-item scale (yes/no) that normally yields lower 

Cronbach’s alpha (Cortina, 1993; Hattie, 1985; and Green et al., 1977). Examples 

of other studies with an explorative character, using partly two-item scales and 

having lower levels of Cronbach’s alpha than the suggested cut-off point are 

Larcker et al. (2007) and Dey (2008). 

Low levels of Cronbach’s alpha might give some concern regarding the 

construct validity; however this is not uncommon in explanatory PCA. Two different 

rotation methods resulted in the same factors, indicating that the solution found is 

stable. Explorative research designs, along with two-item scales tend to deliver 

lower Cronbach’s alpha. The meaningfulness of the factor ‘Board and Audit 

Committee Activity’ with a value of 0.42 may be limited, but all other values are 

above 0.50.  To conclude we believe that the level of Cronbach’s alpha found is 

acceptable. We present descriptive data of our variables in Table 2 and the results 

of the PCA in Table 3.  
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Table 2

Descriptive statistics

Variables Mean Median
Standard 
Deviation Var. Type

log Leverage 0.08 0.07 0.07 C
log Board Size 0.84 0.85 0.14 C

log Bonus 0.10 0.10 0.07 C
Auditor Big Five 0.85 1.00 0.35 D
Percentage indep.audit 
committee members

0.94 1.00 0.20 C

Undue emphasis on meeting 
earnings targets

0.58 1.00 0.49 D

log Participants 0.46 0.48 0.26 CNT
Insider Trading FMM 0.46 0.00 0.50 D
Insider Trading CFO, CEO and 
other CC's

0.90 1.00 0.30 D

Aggressive Attitude 0.10 0.00 0.30 D
Moral Fibre 0.28 0.00 0.45 D
Rationalization Language 0.23 0.00 0.42 D
Board Meetings 7.66 7.00 3.33 CNT
Audit Committee Meetings 3.45 3.00 2.21 CNT

n=171, CNT (count variable), D (dummy 1=yes, 0=no), C(continuous variable), all reported 
values are rounded off to two places after the decimal
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Table 3

Factor
Component 

Loading
Cronbach's 

alpha

Rotation 
Sums of 
Squared 
Loadings

Risks related to Leverage and Incentives
log Leverage 0.88 0.60 2.03
log Board Size 0.60
log Bonus 0.56

Greed and Collusion
log Participants 0.80 0.56 1.85
Insider Trading FMM 0.76
Insider Trading CFO, CEO and other CC's 0.60

Fraud Attitude Characteristics
Aggressive Attitude 0.85 0.50 1.82
Moral Fibre 0.70
Rationalization Language 0.57

Financial Reporting Credibility
Percentage indep.audit committee members 0.71 0.51 1.99
Auditor Big Five 0.71
Undue emphasis on meeting earnings targets 0.66

Board and Audit Committee Activity
Board Meetings 0.81 0.42 1.50
Audit Committee Meetings 0.65

the decimal. Due to the correlation between some factors the squared loadings cannot be added up.

Exploratory Principal Component Analysis (PCA) - Pattern Matrix

Note: The oblique rotation has been applied, all reported values are rounded off to two places after
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3.5   Interpretation of the Factors 
We assign labels to each factor based on the main characteristics of the 

variables that constitute the factor. Some factors are quite easy to label since the 

association could be expected from the literature review, an example for this 

category is ‘Board and Audit Committee Activity’. Other factors are more difficult to 

label and require more analysis; an example of this category is ‘Risks Related to 

Leverage and Incentives’.  

3.5.1   Factor ‘Risks Related to Leverage and Incentives’ 
The variable log leverage with the highest factor loading of 0.88 is well 

established in the literature as potential cause for financial statement fraud 

commitment (Loebbecke et al., 1989; Dechow et al., 1996). The other two 

variables loading on this factor log board size and log bonus have lower factor 

loadings, respectively 0.60 and 0.56, and will be analyzed with regard to their 

relation to the variable log leverage. There is an extensive body of literature related 

to leverage and compensation and consensus about the interdependence between 

financial structure and managerial compensation (John and John, 1993; 

Berkovitch, 2000). The impact of leverage and compensation in a fraud setting is 

less distinct. Calcagno et al. (2007) investigate the relation between the relative 

seniority of debt and managerial compensation in bankruptcy procedures. They 

find that under the condition that managerial remuneration is subordinate to debt 

claims; leverage has a direct incentive effect on managerial effort, meaning that the 

bonus and option grants increase while the base salary decreases. The underlying 
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assumption is that the seniority of debt over compensation triggers higher 

managerial effort and makes risky debt a more optimal financing choice. Berger et 

al. (1997) finds that CEOs who have less compensation and / or ownership 

incentives maintain lower levels of leverage in order to reduce risks. This study 

also links low leverage levels to insufficient CEO monitoring through the board of 

directors or major stockholders. Low monitoring levels of board of directors are 

associated with a larger board size. Core et al. (1999) find that the CEO 

compensation increases when governance structures are less effective resulting in 

worse firm performance. One of their measures for the quality of corporate 

governance quality is the board size. This study reports a significant positive 

relation between compensation and board size.  In summary the combination of 

variables in the factor Leverage Risks and Incentives can be substantiated by prior 

literature. High leverage levels are tied to high performance based compensation 

schemes. The evidence with regard to the impact on firm performance is mixed. 

Calcagno et al. (2007) argue that a leverage increase triggers a higher managerial 

effort, whereas Core et al. (1999) finds a relation between high CEO 

compensation, weak performance and insufficient board monitoring. High 

performance expectations based on the leverage and compensation structure that 

cannot be fulfilled may constitute a motivation for the commitment of financial 

statement fraud, facilitated by insufficient board monitoring. 

3.5.2   Factor ‘Greed and Collusion’  
The variable log participants has the highest factor loading with 0.80 and draws 

the attention to groups that collude in order to commit financial statement fraud. At 
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the same time the group participants base decisions to sell stock shares on inside 

information and obtain personal monetary benefits.  Prior research related to 

insider trading and fraud allegations support this finding (Summers and Sweeney, 

1998; Bartov and Mohanram, 2004; Efendi et al., 2007). It is striking that the 

variable insider trading FMM has a factor loading of 0.76 which is considerably 

higher than the factor loading of the variable insider trading CFO, CEO and other 

Cs with a value of 0.60. This result suggests that self-enrichment, embedded in a 

group of fraud perpetrators, is a strong motivator for FMM to commit financial 

statement fraud. 

3.5.3   Factor ‘Fraud Attitude Characteristics’ 
The variable aggressive attitude has the highest factor loading with a value of 

0.85 and draws the attention to exercised obedience pressure. The variable with 

the second highest factor loading of 0.70 is moral fibre. The relation of these two 

variables suggests that a manager, who exercises obedience pressure, is also 

aware of the illegality of a specific act. This implies that this individual might have 

lower ethical values. The third variable in this factor is rationalization language with 

a factor loading of 0.57. This technique helps to rationalize the above described 

behavior. These results indicate that exercised obedience pressure may induce 

other individuals to commit financial statement fraud.   

3.5.4   Factor ‘Financial Reporting Credibility’ 
The interpretation of this factor is ambiguous since two variables (Big Five 

auditors, factor loading of 0.71; and percentage of independent audit committee 
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members, factor loading of 0.71) support strong corporate governance instead of 

weak governance pointing to earnings manipulations (Undue emphasis on meeting 

earnings targets, factor loading 0.66). The study of Barton (2005) may shed some 

light on this subject. It suggests that firms: “that are more visible in the capital 

markets tend to be more concerned about engaging highly reputable auditors, 

consistent with such firms trying to build and preserve own reputations for credible 

financial reporting.” A firm wanting to maintain high credibility in financial markets 

employs Big Five auditors and has possibly also an independent audit committee, 

in order to show a good corporate governance quality. At the same time there is 

the pressure from capital markets that reward the achievement of analyst 

expectations which may ultimately result in financial statement fraud. 

3.5.5   Factor ‘Board and Audit Committee Activity’ 
The correlation of our variables board meetings (factor loading 0.81)and audit 

committee meetings (factor loading 0.65) is supported by prior literature. The high 

meeting activity is most likely related to performance issues that are characteristic 

of fraud firms.  

3.6   Results 
The PCA in section 3.4 reveals factors that are characteristic for the fraud 

cases that we investigated. The question is whether these factors also play a role 

when FMM are involved in financial statement fraud. We perform a logistic 

regression analysis on the factor values derived from the PCA and the dummy 

variable FMM participation in financial statement fraud. We assess the fit of the 
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logistic regression results with various measures. The results of this analysis as 

well as the measures of fit are shown in Table 4.  

Table 4

Logistic Regression Analysis

Factors and Control Variables Standard
(significant factors in bold) Sig. Error

Factors:
Risks related to Leverage and Incentives .450 1.568 .087*** .263
Greed and Collusion 1.101 3.007 .000*   .224
Behavioral Fraud Characteristics .289 1.336 .149    .201
Financial Reporting Credibility .000 1.000 1.000 .195
Board and Audit Committee Activity -.093 .911 .628   .193

Control variables:
Industry Code -.004 .996 .723 .011
LogAnnualRevenue -.036 .965 .896 .277
LogFraudSize -.041 .960 .880 .268
PostSOX Fraud .856 2.354 .157 .605

Constant -.430 .958 .984 2.101
Note:

R²= .27 (Hosmer & Lemeshow),  .33 (Nagelkerke), model χ² (1) =47.54, -Log-Likelihood = 178.38
n=163 cases
p< .001. * p <.05** p<.10***

Regression 
Coefficient B Exp(B)

 

We find FMM involvement in financial statement fraud to significantly correlate 

with the factor ‘Risks related to Leverage and Incentives’ at a .10 significance level 

and the factor ‘Greed and Collusion’ at a .001 significance level. The control 

variables industry type and firm size are often used in financial statement fraud 

research (e.g., Farber, 2005; and Bonner et al., 1998), additionally we control for 

the fraud size and a possible effect of fraud cases committed after the 
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implementation of the SOX act. We use the two-digit SIC Code to measure the 

industry type (Farber, 2005), the log of annual revenue (Dalton and Kesner, 1988) 

and the log of the fraud size. None of the control variables have a significant 

correlation with any of the five factors obtained in the PCA. The strong association 

of FMM with the factor ‘Greed and Collusion’ suggests that finance middle 

managers commit fraud as group members. As Brief et al. (2001) note with regard 

to the broader subject of corporate corruption, the focus has been too much on the 

individuals instead of groups. Our results show that group members including FMM 

enrich themselves through insider trading. A study of Summers and Sweeney 

(1998) confirms that there is an association between insider trading and financial 

statement fraud. FMM seem to be motivated by personal enrichment, embedded in 

the group of C-level managers, to participate in the commitment of financial 

statement fraud. The association with the factor ‘Risks Related to Leverage and 

Incentives’ implies that a risky environment (leverage), combined with an under-

performing board of directors (board size) and compensation incentives (bonus) 

creates the conditions for finance middle managers to participate in financial 

statement fraud.  

3.7   Conclusion 
Our study reveals two distinct factors that contribute to the explanation of the 

involvement of finance middle managers in financial statement fraud. With these 

findings, we contribute in several ways to the research of financial statement fraud. 

Hogan et al. (2008) recommend examining all elements of the fraud triangle 
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simultaneously, as part of their report to the Public Company Accounting Oversight 

Board (PCAOB). This study follows this track by using Principal Component 

Analysis. We begin our explorative study with 43 variables derived from the 

extended Loebbecke et al. (1989) model and reduce them to 14 variables 

representing five fraud factors. Two of the five factors have a significant positive 

relation with the involvement of FMM in financial statement fraud. At the same time, 

we combine company-level incentives and pressures with executive-level 

incentives and pressures, as suggested by Carcello and Hermanson (2008), and 

investigate their influence on FMM. Furthermore, our factors reveal motivations to 

commit financial statement fraud and respond to Beasley’s et al. (2010) request to 

uncover potential drivers of financial statement fraud as well as Ramamoorti’s 

(2008) question of “why” individuals commit fraud. Our factor 'Greed and Collusion’ 

highlights the active involvement of FMM in the collective effort to commit financial 

statement fraud (Tillman and Indergaard, 2007; Ramamoorti, 2008). The variable 

insider trading FMM included in this factor reveals that the relation between stock 

incentives and the commitment of financial statement fraud and / or earnings 

management may not be limited to the hierarchical position of the CEO (Efendi et 

al., 2007; Harris and Bromiley, 2007).  

Although our factor ’Fraud Attitude Characteristics’ is not associated with the 

involvement of FMM in the commitment of financial statement fraud, it still 

contributes to recent requests of more motivational related fraud research (Beasley 

et al., 2010; Ramamoorti, 2008, Carcello and Hermanson, 2008). The positive 
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association of the factor ‘Fraud Attitude Characteristics’ and the commitment of 

financial statement fraud indicates that attitude related aspects may contribute to 

explain the path that leads to financial statement fraud and the actual commitment 

thereof. Ashforth and Anand (2003) emphasize the important role that leadership 

may play during the institutionalization phase of corrupt processes31 in 

organizations. The variables ‘Aggressive Attitude’ and ‘Moral Fibre’ suggest that an 

unethical leader may have created the conditions to commit financial statement 

fraud. Furthermore, Ashforth and Anand (2003) posit that individuals who engage 

in corrupt acts use rationalization techniques to legitimate their acts. One powerful 

rationalization technique is the use of symbolism in language (Ashford and Anand, 

2003; Anand et al., 2005) which is represented by the variable ‘Rationalization 

Language’.  

Our factor ‘Financial Reporting Credibility’ is positively associated with the 

commitment of financial statement fraud. The factor adds to the recent discussion 

of audit committee independence as a meaningful proxy for the corporate 

governance quality.  Several authors (Vaefas, 2005; Zhang et al., 2007) argue that 

after the passage of SOX which standardized the audit committee composition and 

reinforced the independence of external auditors, other corporate governance 

attributes such as financial expertise or compensation of the audit committee 

members became more important. Our factor ‘Financial Reporting Credibility’ 

supports this view because two corporate governance attributes (percentage of 
                                                      
31 Ashford and Anand (2003) define corrupt acts as: “The misuse of authority for personal, subunit 
and/or organizational gain.” 
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independent audit committee members and Big Five auditors) associated with high 

governance quality correlate with the variable ‘undue emphasis on meeting 

earnings targets’.  

Practitioners may benefit from our study in several ways. Company bodies, 

such as the board of directors, audit and compensation committees may want to 

consider a review of the variable compensation components of FMM. A review of 

the total compensation structure in which the FMM operate might be taken into 

account as well, since insider trading seems to be a group behavior. The aspect of 

groups colluding to commit financial statement fraud may raise the question as to 

whether whistleblower provisions are adequate. Internal auditors, compliance 

officers, risk managers and finance middle managers may be made aware and/or 

gain a better understanding of conflict situations that result in the commitment of 

financial statement fraud. Human resource departments may want to consider the 

incorporation of financial statement fraud prevention aspects in their training 

programs. The results of our study could be used by external auditors to enhance 

risk assessments.  

Our study is limited in several ways: First, due to the use of only fraud cases 

our study has no discrimination power. Secondly, the data sample includes almost 

exclusively U.S. firms with the exception of a few European firms that are 

registered at the U.S. stock exchange and indicted for the commitment of financial 

statement fraud. Although we do not have any indications that the USA is 

significantly different from other countries, it limits the applicability of our study to 
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other jurisdictions. Thirdly, most defendants have settled charges so that guilt has 

not been proven. Fourthly, although there is no indication present, the SEC may 

have an enforcement strategy that influences the fraud cases investigated and 

could bias the results of our study.  And fifthly, some of our variables have a 

judgmental character that may reduce the objectivity of our results. 

We see several avenues for future research. Our sample of financial statement 

fraud cases could be matched with non-fraud cases in order to add discriminatory 

power to the study. The further validation of our fraud risk factors may lead to 

improvements of auditor risk assessments. In that respect the two factors 

(Financial Reporting Credibility and Board and Audit Committee Activity) for which 

no significant association has been found under the research objectives of this 

study, may offer future research possibilities. Compensation seems to be an 

important motivation for FMM to commit financial statement fraud and should be 

analyzed in more depth. For example, compensation may also motivate middle 

managers from other functional areas to participate in financial statement fraud. 

Our study signalizes the importance of group interactions and attitude related 

variables which require further analysis. Aggressiveness and moral fibre are 

personality traits that could be further elaborated with a regard to groups. For 

example, do groups that commit financial statement fraud consist of specific 

personality types? Research of fraud prevention measures to mitigate the above 

fraud factors should follow their validation. 
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Appendix 2 
 Variable  Final Indicators (n=171)  

    

 Conditions Measurement Variable 
Type 
Dummy 
(1=yes, 0=no), 
C (continuous 
variable) 

1. The company has weak 
control environment 

violation of 13b2a and 13b2b of 
Securities Exchange Act of 1934 
(complaint) 

D 

2. There are inadequacies 
in the company’s 
accounting system 

major error and /or inadequate 
accounting system (complaint) 

 

D 

3. Management turnover is 
high  

Amount of changes of C-level 
team changes during fraud 
period (DEF14A) 

C 

4. The company is in a 
period of rapid growth 

LOG Average revenue growth 
during fraud period (10-K) 

C 

5. The company is involved 
in a purchase or sale 
transaction with another 
company and/or has 
recently entered into a 
significant number of 
acquisition transactions 
and/or has recently 
consummated a merger 
transaction  

Business section of 10-K reports D 

6. Officers of the company 
have entered into 
collusion with outsiders 

Yes score if collusion with either 
auditors, clients, distributors or 
suppliers took place (complaint) 

D 
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 Motivation Measurement Variable 
Type 

7. The rate of change in the 
client’s industry is rapid, 
whether that a declining 
industry with many 
business failures, 
adverse conditions in the 
industry or adverse legal 
circumstances 

Sections Business and Legal 
Proceedings of 10-K reports 

D 

8. Profitability is inadequate 
or inconsistent 

LOG Average profitability of 
fraud period (net income/total 
revenue), (10-K) 

C 

9. The company is having 
solvency problems 

LOG Average liquidity of fraud 
period (cash + accounts 
receivables/current liabilities),    
(10-K) 

C 

10. Compensation 
arrangements are based 
on recorded 
performance 

LOG Bonus as percentage of 
total compensation, (DEF14A), 
average of fraud period 

C 

11. Compensation 
arrangements are based 
on recorded 
performance 

Stock options received, 
(DEF14A) 

D 

12. Management places 
undue emphasis on 
meeting earnings targets 

CEO or other person sets 
aggressive targets and/or 
mentions that Wall Street’s or 
analyst’s expectations have to 
be met (complaint) 

D 

13. There exists a struggle 
for control of the 
company 

Different shareholders fight over 
the control of the company 
(complaint, 10-K) 

D 

14. The company is 
confronted with adverse 
legal circumstances 

Legal Proceedings of 10-K 
reports 

D 
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15. The company is highly 
leveraged 

LOG Average leverage of fraud 
period (long-term debt/total 
assets), (10-K) 

C 

16. Company holdings 
represent a significant 
portion of management’s 
personal wealth 

LOG Average share holdings C- 
level managers during fraud 
period, (DEF14A) 

C 

17. FMM - Management 
personnel display a 
strong need for 
increased personal 
wealth (by profiting from 
fraud) 

FMM accused of insider trading 
complaint (Section 17(a) 
Securities  Act of 1933, Section 
10(b) of the Securities 
Exchange Act of 1934 and Rule 
10b-5) 

D 

18. CEO, CFO and other Cs 
- Management personnel 
display a strong need for 
increased personal 
wealth (by profiting from 
fraud) 

CEO, CFO or other Cs accused 
of insider trading complaint 
(Section 17(a) Securities  Act of 
1933, Section 10(b) of the 
Securities Exchange Act of 1934 
and Rule 10b-5) 

D 

19. The company has a 
planned public offering 
or other action to raise 
capital 

Business section of 10-K reports 
or complaint 

D 

20. There is undue concern 
with the need to maintain 
or improve the 
reputation/image of the 
entity 

Misleading press releases, 
earnings conference calls and / 
or investor presentations, 
(complaint) 

 

D 

21. Management personnel 
engage in an 
inappropriate lifestyle 

Inappropriate lifestyle, paid by 
the employer, examples are 
birthday parties, apartments, 
yachts and airplanes, purchase 
price more than 1 million USD. 

D 
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 Attitude Measurement Variable 
Type 

22. Management has lied to 
the auditor  

Materially false or misleading 
statements, and / or omission of 
material facts to the accountant 
(complaints) 

D 

23. Management displays an 
overly aggressive 
attitude toward financial 
reporting 

CEO, CFO or other Cs puts 
pressure by threats i.e. no-
tolerance policy for failing to 
meet targets, shouting, throwing 
with documents, threat to fire 
people, make whatsoever is 
necessary to meet targets 
(complaints) 

D 

24. Client management 
displays a significant 
lack of moral fibre 

CEO, CFO and / or other Cs 
have been made aware of 
incorrect financial statements by 
subordinates but ignore this 
information 

D 

    

 New Indicators Measurement Variable 
Type 

25. CEO dominance LOG Percentage of (CEO salary 
/ average of other C’s salaries), 
(DEF14A) 

C 

26.  CFO promotion during 
fraud scheme 

Promotion from CFO to CEO, 
(complaints) 

D 

27. FMM promotion during 
fraud scheme 

Promotion from FMM to CFO, 
(complaints) 

D 

28. CFO age Age at the time of fraud 
commitment (complaints, 10-K, 
DEF14A) 

C 

29. CFO in possession of 
CPA certificate 

(complaints, 10-K, DEF14A or 
internet search) 

D 

30. Amount of year-end 
manipulations 

(complaints) C 
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31. Number of participants in 
the scheme 

LOG Participants (All 
defendants of a fraud scheme, 
derived from complaints) 

C 

32. Use of rationalization 
language 

Use of jokes, analogies, 
metaphors, euphemisms, labels 
and jargon  

D 

33. Board of directors - 
percentage of outside 
directors 

Percentage of (outside directors/ 
total directors), (DEF14A) 

C 

34. Board of directors - 
duality CEO is also 
Chairman of the board 

(complaints, 10-K or DEF14) D 

35. Board of directors – an 
insider other than the 
CEO is Chairman of the 
board 

(complaints, 10-K or DEF14) D 

36. Board of directors – size 
of the board 

LOG Average board size during 
fraud period, (DEF14A) 

C 

37. Board of directors -  
amount of board 
meetings 

Average amount of board 
meetings during fraud period, 
(DEF14A) 

C 

38. Audit committee – size of 
audit committee 

Average audit committee size 
during fraud period, (DEF14A) 

C 

39. Audit committee – 
percentage of 
independent members 

Percentage of outside directors 
of audit committee/ total direc-
tors of audit committee, 
(DEF14A) 

C 

40. Audit committee – 
amount of audit 
committee meetings 

Average amount of audit 
committee meetings during 
fraud period, (DEF14A) 

C 

41. Audit committee – CFO 
member of the AC 

(DEF14A) D 

42. External auditor – Big 
Five auditor 

Big Five (PWC, Ernst & Young, 
Deloitte & Touche, Arthur 
Andersen, KPMG), (10-K) 

D 

43. External auditor – 
Tenure of auditor 

Auditor change during fraud 
period (10-K) 

D 
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Appendix 3 
Choice of variable selection method 

The goal to discard independent variables, in other words to eliminate 

redundant variables of a large data set, while preserving most of the information 

contained in the original data set, can be achieved through several methods32. 

Which method works best is extensively tested and discussed in the literature but 

there is no unambiguous result. Beale et al. (1967) suggests four methods to reject 

variables, two are based on multiple correlation and the other two on principal 

components themselves. This study finds that principal components produce 

reasonable results with a preference for method B233. Joliffe (1972) extends the 

method testing, adding more principal component methods and clustering 

methods. He uses an artificial data to test the different variable reduction methods 

and finds that two principal component methods (B2 and B434) retain the “best” 

subsets of data more often than other methods but also selected “bad” subsets, as 

opposed to ”good” subsets, more often. Method B4 was the most extreme in this 

                                                      
32 A detailed description of all methods used in this paragraph can be found in Joliffe (1972, p.164) or in 
Al-Kandari and Joliffe (2001, p. 342). 
33 Association of one variable with each of the last (K-p) components and reject these variables. 
34 Association of one variable with each of the first p components and retention of those variables. 
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respect. Joliffe (1973) tests the same methods with a real data set and finds 

method B2 and an inner-clustering method perform best, concluding that there is 

no variable selection method that performs uniformly best. King and Jackson 

(1999) use a large environmental data set and apply variable selection methods 

based on principal component analysis. They confirm Joliffe’s (1972) result of B2 

and B4 as best methods. In a recent study Al-Kandari and Joliffe (2005) identify six 

variable selection methods out of thirteen as performing best. The reason for the 

varying results is mainly attributable to the different structures of the real data sets 

that cannot be reflected by only one method. Since no method is revealled to be 

“best”, the choice of the variable selection method remains subjective and should 

be left to the researcher who understands the variables (Beale et al. 1967; Joliffe, 

1972; McCabe,1984; Al-Kandari and Joliffe, 2005).    

We evaluate several variable selection methods, finding that method B1 (Beale 

et al., 1967) works best with our data. 
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Chapter 4 
Finance Middle Management 
Involvement in Financial Statement 
Fraud 

 

4.1   Introduction 
Recent research observes an increasing amount of different organizational 

functions colluding to commit financial statement fraud (Ramamoorti, 2008; Tillman 

and Indergaard, 2007). In their successive studies of financial statement fraud 

cases, Beasley et al. (1999; 2010) find that the involvement of CEOs and CFOs 

has increased over time. In the period of 1998-2007 the CEO and CFO or one of 

the two was involved in 89 percent of all fraud cases, which is an increase of six 

percent compared to the preceding period of 1987-1997. In their most recent study, 

Beasley et al. (2010) conclude that the controller is alleged to have committed 

financial statement fraud in 34% of all fraud cases and ranks third35 after the CEO 

and CFO (Beasley et al., 2010). The role of the CEO has been extensively studied 

                                                      
35 When including the general group of other VPs, the Controller is the fourth most named job title. 
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(O’Connor et al., 2006; Zhang et al., 2008; Armstrong et al., 2010; Warren et al., 

2011), with regard to the CFO there is an emerging body of literature (Uddin and 

Gillet, 2002; Gillet and Uddin, 2005; Jiang et al., 2010; Feng et al., 2011); but the 

knowledge with respect to the role of FMM in financial statement fraud is scarce. 

This is surprising in view of FMM roles and responsibilities in the financial reporting 

process. It is an essential task of FMM to prepare financial statements that are 

accurate and in accordance with internal control practices and corporate policies 

and controls (Sathe, 1983). In other words FMM fulfill the traditional role of 

business historians and company watchdogs (Granlund and Lukka, 1998).  

In addition to this traditional role many authors advocated a role change of 

FMM in the 1980s and 1990s. They propose an active role for FMM as business 

partners (Sathe, 1982; Kaplan, 1995; Granlund and Lukka, 1998). At the same 

time they acknowledge that the two tasks of accurate financial reporting and 

business partnering may be conflicting (Sathe, 1982; Granlund and Lukka, 1998). 

Clinard (1983) draws attention to the difficult position of middle managers in 

general. When middle managers are exposed to upper-level managers’ pressure, 

they may feel forced to choose between the commitment of illegal acts and the 

possibility of being dismissed due to their denial of participation in the fraud 

scheme. This choice implies a passive role of FMM in the sense that they carry out 

financial statement fraud schemes but do not order them. Both acts, the ordering of 

a fraud scheme and the execution thereof, are criminal acts, the distinction is 

important for the determination of the sentence. In a recent survey CFOs 
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acknowledge that certain sub functions of finance require more independence than 

others. Examples are internal audit and financial reporting, more specifically the 

preparation of financial statements (Davis and McLaughlin, 2009). Although there 

are concerns regarding the compatibility of scorekeeping and business partnering, 

an actual transition of FMM to a more supportive role as business partners can be 

observed in firms beginning in the late 1990s (IMA, 1999; Burns and Baldvinsdottir, 

2007).  The review of the role of FMM would be incomplete without considering 

how they are embedded into the organizational structure.  

The CFO is the leader of the finance organization and has supervisory power 

in most organizational models. CFOs have a considerable amount of influence 

over their firm’s reported financial results and information (Geiger and North, 2006; 

Ge et al., 2010). The range of CFO responsibilities has broadened considerably 

during the past twenty years, shifting their attention to more fields than only 

financial reporting tasks (Zorn, 2004). CFOs are involved in business strategy 

decisions36 and public- and investor relations (Howell, 2002; Zorn, 2004). A CFO 

survey reports that CFOs give equal weight to business partnering and financial 

reporting tasks. Most CFOs state that they could achieve a balance of both tasks 

but a minority acknowledges that CEOs and top management may influence the 

balance (Davis and McLaughlin, 2009). We believe that the broadened CFO 

responsibilities may result in an increased responsibility of FMM for the accuracy of 

financial statements. The influence of the CFO over financial reporting may be 

                                                      
36 Strategy advice relates to the areas of acquisitions, divestitures and restructuring of the business 
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used to impose incorrect financial reporting decisions on FMM. Another powerful 

player is the CEO, who sets the tone at the top and has influence on managerial 

decisions and the firm’s performance (Adams et al., 2005; Castellano and Lightle, 

2005; Berson et al., 2008; Center for Audit Quality, 2010). We will analyze the 

relationship between FMM and C-level37 members of the collusion group in order to 

understand who may force FMM to commit financial statement fraud. Firm 

antecedents may also influence the participation of FMM in the commitment of 

financial statement fraud and will be taken into account.   

We empirically test the relation between FMM, CFO, CEO, other C- level 

managers and firm antecedents when financial statement fraud is committed. Our 

sample consists of 244 cases of alleged financial statement fraud. The sample is 

hand-collected, derived from the SEC litigation database and covers a seven year 

period. We find a significant relation between the involvement of FMM and CFO as 

well as other C-level managers in financial statement fraud. Furthermore, we find a 

significant positive association between the involvement of FMM in financial 

statement fraud and firm size as well as fraud size. Our findings also suggest that 

fraud involving expense manipulations is significantly and positively associated 

with the involvement of FMM in financial statement fraud.  We control for the 

variation between industries, for specific fraud types, as well as for differences in 

the growth rates of firms in our sample. Our study provides new insights into who 

commits financial statement fraud and how it is done as requested by Carcello and 
                                                      
37 The other C-level managers comprise job titles such as Chief Operating Officer (COO), Chief 
Information officer (CIO) or Company Legal Counsel. 
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Hermanson (2008) and Ramamoorti (2008). It draws attention to potential role 

conflicts of FMM with regard to the preparation of financial statements (Davis and 

McLaughlin, 2009), and it may provide input for boards of directors, audit 

committees and auditors in considering, monitoring and evaluating the role of the 

finance function. 

The remainder of this study is organized as follows. Section 2 develops the 

research hypotheses based on prior literature, section 3 describes the data and 

research methodology, section 4 reports the results of our study and in section 5 

we present our conclusions. 

4.2   Hypotheses Development and Prior Research 
Recent research draws attention to the collusion aspect of financial statement 

fraud commitment. Ramamoorti (2008) and Tillman and Indergaard (2007) are 

concerned about the increasing number of individuals within a firm colluding to 

commit financial statement fraud. Beasley et al. (2010) report an increasing 

frequency of other individuals involved in financial statement fraud; more 

specifically non-executive managers and outsiders; examples include vendors, 

customers, auditors. FMM belong to the group of non-executive managers. Based 

on the observation that collusion groups increase, as well as the group38 of FMM 

who commit financial statement fraud; we argue that FMM do participate in fraud 

schemes as group members. In view of the hierarchical position of FMM as link 

                                                      
38 We refer to chapter 4.1. (p. 80) regarding the quantification of FMM in financial statement fraud. 
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between the C-level management and responsible for finance operations, it seems 

more likely that FMM receive orders and carry them out. To substantiate this 

proposition further; we will use the fraud case of HealthSouth Corporation.  The 

CFO39 and controller of HealthSouth were both indicted for the commitment of 

financial statement fraud, the respective civil charges are documented in a 

complaint (CV-03-CO-0720-S, 2003); and thereafter both individuals pleaded guilty 

in the related criminal cases (CR-03-PT-126-S, 2005; CR-03-B-0131-S, 2006).  

Regarding the implementation of the fraud scheme, the complaint (CV-03-CO-

0720-S, p. 6-7, 2003) describes the CEO and CFO as the ones who direct the 

fraud scheme and provide the accounting staff with the desired earnings per share 

number. Subsequently, the CEO and CFO give instructions to “fix it”, in other words 

to record false journal entries. Then the senior accounting staff, including the 

controller, would meet in order to determine the false accounting entries. The 

review of the HealthSouth case leads to three observations: (a) FMM carry-out 

orders, (b) FMM are part of a collusion groups and (c) C-level managers need 

FMM assistance to implement financial statement fraud schemes. We will develop 

our hypotheses under the assumption that C-level managers order FMM to carry-

out financial statement fraud schemes. We will review our data to verify this 

assumption. 

The CEO’s scope of influence over a firm is considerable. An extensive body of 

literature analyzes the kind of power exercised and the results thereof on 
                                                      
39 The CFO is a certified public accountant and got promoted during the course of the fraud scheme 
from CFO to COO and thereafter to the position of CEO. 
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numerous variables. Adams et al. (2005) find that the firm performance is more 

variable, both positive and negative, when the CEO is powerful40. A CEO is 

assumed to be powerful when he or she has more power over the board of 

directors and other top executives. Another aspect of the CEO influence is their 

involvement in the selection process of new directors. When the CEO serves on 

the nominating committee or a nominating committee does not exist, fewer 

independent outside directors are appointed and the number of grey41 outsiders 

increases (Shivdasani and Yermack, 1999). Arthur (2001) finds evidence that the 

representation of the firm by outside directors varies inversely with the CEO 

bargaining power42. Both studies interpret the results as an indication that powerful 

CEOs face less monitoring from the board of directors. Several authors also argue 

that powerful CEOs who have control over their own board maximize their own 

compensation (Zajac and Westphal 1995; Westphal and Zajac, 1998; Bebchuk and 

Fried, 2004; Morse et al. 2011). With regard to the “tone at the top”, the CEO is 

considered to set and create the corporate ethical climate (Castellano and Lightle, 

2005; Berson et al., 2008; Center for Audit Quality, 2010).  Specifically, Hunton et 

al. (2011) find that mid-level financial reporting managers significantly associate 

the tone at the top with the CEO not being the chairman of the board and with total 

                                                      
40 Adams et al. (2005) use the following variables to measure CEO power: CEO=founder, CEO only 
insider, CEO’s concentration of titles.  
41 Outsiders are defined as “gray” outsiders when they have conflicts of interest. 
42 Arthur (2001) measures CEO bargaining power as CEO tenure and inside shareholdings. 
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CEO compensation43. It seems fair to conclude that a powerful CEO can influence 

others; especially the board of directors and other top executives. The influence 

may not be limited to this group; the CEO may reach out beyond the group of top 

executives to other individuals. There is consensus about the general ability of 

senior management to override controls which may provide opportunities to commit 

financial statement fraud (COSO, 1987; AICPA, 2006, SAS NO. 113, § 316.06). 

The Sarbanes-Oxley legislation introduced the CEO certification requirement44 of 

financial statements (section 302) in order to increase the responsibility and 

accountability of the CEO for the financial statements. Lobo and Zhou (2006) find 

evidence that this requirement decreases managerial discretion over financial 

reporting and simultaneously increases conservatism. The CEO may use the 

influence of this position, including the possibility to override controls, in order to 

facilitate the perpetration of financial statement fraud schemes. Whether the CEO 

perpetrates fraud schemes together with FMM needs to be tested. In the following 

paragraph we will review the potential motivation of a CEO to become involved in 

financial statement fraud. 

Earnings management45 studies provide distinct empirical evidence of actual 

earnings management46 (Burgstahler and Dichev, 1997; Phillips et al., 2003; 

                                                      
43 The study finds that a lower CEO compensation is positively associated with the tone at the top 
perceptions of the surveyed mid-level financial reporting managers. 
44 The requirement applies to the CFO. 
45 Healy and Wahlen (1999) define earnings management as:”… managers use judgment in financial 
reporting and in structuring transactions to alter financial reports to either mislead some stakeholders 
about the underlying economic performance of the company or to influence contractual outcomes that 
depend on reported accounting numbers.”  Earnings management can be legal when there is a choice 
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Burgstahler and Eames, 2006; Dechow et al., 2010). Furthermore, there is 

evidence that capital markets reward the achievement or beating of earnings 

targets and thereby create incentives for managers to engage in earnings 

management (Bartov et al., 2002; Myers et al., 2007; Bhojraj et al., 2009). When 

the achievement of corporate targets translates into individual goals, personal 

pressures may be created. Schweitzer et al. (2004) find in an experiment with 

undergraduate students that the ones with unmet goals were more likely to engage 

in unethical behavior than those attempting to do their best. This relationship is 

valid with and without economic incentives. Several studies specifically test the 

relation between earnings management and CEO compensation. Bergstresser and 

Philippon (2006) find that CEOs and other insiders sell large quantities of shares 

during periods of high accruals. Additionally CEOs with relative high stock and 

option holdings tend to use more discretionary accruals to manipulate earnings 

than their counterparts at companies with lower stock related compensation. Efendi 

et al. (2007) select restating firms with substantially overvalued equity in the period 

2001–2002 and match them to a control sample. They find that CEOs with a 

sizable amount of in-the-money stock options are the most important factor that 

influences the likelihood of misstatements. CEOs serving as chairman of the board 

                                                                                                                                       
of reporting methods that are in accordance with GAAP; however, it becomes illegal when the choices 
cease to reflect the firms’ underlying economics. 
46 Burgstahler and Dichev (1997) find a point of discontinuity of earnings distribution around zero, also 
referred to as a “kink” in the distribution. Statistically significant there are more cases just above zero 
and fewer cases than expected below zero, assuming that the data follows a normal distribution. This 
result implies that small losses are managed away.  



 

 

 

 

108 

 

 

 
  ProefschriftKristinaLinkevs2a 

Finance Middle Managers and Financial Statement Fraud 

 

are another influential factor. The prevailing view in the literature47 appears to be 

that high CEO stock compensation increases the likelihood of misstatements. More 

specifically studies related to insider trading conclude that private information is 

used by top executives to sell significant amounts of stock prior to announcing 

earnings decreases (Summers and Sweeney, 1998; Bartov and Mohanram, 2004).   

The CEO may have personal incentives to manipulate earnings, has a 

powerful position and sets the tone at top. Although the CEO position is potentially 

the most powerful and influential one in a firm, the CEO may still not be able to 

implement fraud schemes without the help of others. There are two reasons, why 

we believe that this is the case. Large fraud sizes48 as reported by Beasley et al. 

(2010) require complex fraud schemes. There is evidence that financial statement 

fraud is not an isolated event but that there are on average 4.5 law offences per 

fraud case (chapter 2). The detailed analysis of fraud techniques used shows that 

many of them involve manipulations on a transactional basis. An example is 

“unbilled receivables”, although the revenue is not yet recognizable, it has already 

been reflected in the company’s records as receivable, respectively as revenue49. 

For manipulations techniques that are related to journal entries in the accounting 
                                                      
47 There is no consensus related to the kind of compensation components that cause financial 
statement manipulations. It is difficult to compare the results of the various studies because they cover 
different periods which may influence the results. For example Zhang et al. (2008) find that CEOs with 
out-of-the-money options and lower stock ownership are more likely to manipulate financial statements. 
Their sample covers the period 1996-2001. Whereas, Armstrong’s et al. (2010) recent study, covering 
the period 2001-2005,  finds no association between CEO equity incentives and financial statements 
misstatements. They acknowledge that this result is in contrast to most prior studies. 
48Beasley et al. (2010) report a mean misstatement of nearly $400 million per fraud case based on a 
sample of 300 fraud cases. 
49 An example of this method can be found in the complaint no. 02-CV02126 of EA Engineering Science 
and Technology Inc. (www.secgov/litigation/litreleases /LR17815.htm) 

http://www.secgov/litigation/litreleases
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system it is very likely that a member of the finance organization participates in the 

fraud scheme. Thus, we argue that the CEO may use his or her power position to 

receive assistance from the CFO in order to perpetrate financial statement fraud. 

Although the CEO has no direct hierarchical reporting line with FMM, he or she 

may need assistance from FMM as well. That need may be rooted in the 

complexity of the scheme or as a substitute for a non-participating CFO. We will 

present our hypotheses regarding the collusion of CEO and CFO after the review 

of the CFO role. 

The accounting scandals that emerged in the 2000s triggered the SOX 

legislation and directed the attention of researchers to the role of the CFO. 

Indjejikian and Matějka (2006) find some evidence that when business unit CFOs 

focus on providing decision-making information to local managers, it is at the 

expense of less control50. They conclude that the decision-making and fiduciary 

responsibilities of CFOs oppose each other. In a survey Indjejikian and Matějka 

(2009) collect CFO compensation plan information. They investigate the question 

of whether it is appropriate to pay a CFO an annual bonus based on self-reported 

performance. They find that public companies reduced the percentage of CFO 

bonuses related to performance in the period from 2003 to 2007 and interpret this 

as evidence that companies try to mitigate misreporting practices. A more specific 

study shows that CFOs tend to have lower incentive based compensation 

arrangements when there is financial expertise in the board or finance committee 

                                                      
50 Indjejikian and Matějka (2006) measure less control as an increase in the creation of budgetary slack. 
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or a CEO with a financial background (Gore et al., 2011). CFOs with equity 

incentives are more sensitive to the magnitude of accruals and the likelihood of 

beating analyst expectations than CEOs with equity incentives (Jiang et al., 2010). 

Contrary to those results, some authors do not find a relationship between CFO 

compensation incentives and fraudulent reporting intentions or manipulations.  

These scholars identify as reasons to commit fraud: CEO pressure on CFOs and 

the size of the company. More specifically, CFOs of large companies are more 

likely to report fraudulently (Gillet and Uddin, 2005). Although there is no general 

consensus it seems fair to expect at least some influence of compensation 

incentives and / or CEO pressure on the motivation of the CFO to participate in 

financial statement fraud.  

Another point of interest relates to the consequences that CFOs face when 

their firm’s either restate earnings or disclose SOX section 404 internal control 

weaknesses. CFOs with adverse SOX 404 opinions experience more turnover than 

CFOs without (Li et al., 2010; Wang, 2010). CFOs of restating firms have higher 

rates of involuntary turnover than comparable CFOs in non-restating firms 

(Arthaud-Day et al., 2006; Collins et al., 2009). The authors of the above studies 

interpret the involuntary turnover of the CFO following earnings restatements or 

adverse SOX 404 opinions as a disciplinary measure. An earlier study of Mian 

(2001) had already reported that CFO turnover in general is viewed as disciplinary. 

Aier et al. (2005) investigate whether restatements are related to the expertise of a 
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CFO. They find that CFOs with more work experience in the position of CFO51, with 

an MBA degree and/or with a CPA license are significantly less likely to restate 

earnings than CFOs without these attributes. Li et al. (2010) find that firms with an 

adverse SOX 404 opinion employ less qualified CFOs52. Following the turnover of 

the CFO, firms seek to replace a weak CFO with a CFO with more qualifications. In 

summary, CFOs of firms with earnings restatements and/or weak internal controls 

are likely to be less qualified and accordingly face disciplinary consequences as a 

result of their underperformance. 

There is a lack of studies that analyzes the relation between the CFO as 

supervisor of FMM. CFOs in general have considerable influence over their firm’s 

reported financial results (Geiger and North, 2006). More specifically, Ge et al. 

(2010) find that the CFO “style”53 affects the firms’ accounting practices. In other 

words, CFOs have active influence over accounting choices which is more explicit 

when CFOs have higher discretion and higher job demands54. The results of Ge et 

al. (2010) with respect to personal CFO characteristics, measured through the 

variables gender, age and educational background, are mixed; suggesting that 

                                                      
51 Aier et al. (2005) measure work experience as the total number of years that a CFO has in his/her 
current position. Another (dummy)- variable reflects work experience as CFO for a previous employer. 
The hypothesized negative association between accounting restatements and previous CFO experience 
was not supported. 
52 Li et al. (2010) measures CFO qualification as numbers of years as CFO and if CFO possess a CPA 
license or has worked in a public accounting firm. 
53 Ge et al. (2010) define style as the effect of a manager’s style on corporate-level decisions. They 
measure commonalities in corporate-level decisions with regard to accounting choices for different firms 
for which a manager works. 
54 Ge et al. (2010) define job demands according to the upper echelons theory as the degree to which a 
given executive experiences his or her job as difficult of challenging”. 



 

 

 

 

112 

 

 

 
  ProefschriftKristinaLinkevs2a 

Finance Middle Managers and Financial Statement Fraud 

 

they capture only a small portion of CFO styles. Regarding the interaction between 

FMM and other executives managers, research on the creation of budgetary slack 

shows that FMM are susceptible to obedience pressures (Davis et al., 2006; 

Hartmann and Maas, 2010). Middle managers in general are in a difficult position 

and may be exposed to upper-level managers’ pressure to commit illegal acts 

(Clinard, 1983).  Badaracco (1995) interviews graduates of the Harvard MBA 

Program with first business experience. The interviewees report that they received 

instructions from their supervisors, who belong to the hierarchical level of middle 

management, that they felt were sleazy, unethical and in some cases even illegal. 

They also reported strong organizational pressure with regard to unethical 

requests. Many of the interviewees thought that the executives of their firms were 

out-of-touch on ethical issues.  CFOs have influence over reported results; they 

supervise FMM and may exercise pressure upon them. FMM in turn may exercise 

pressure on their reports in order to carry out financial statement manipulations. 

We can conclude that CFOs may be motivated to become involved in financial 

statement fraud through compensation incentives and / or pressure exercised by 

the CEO. Restatements and adverse SOX 404 opinions may be caused by weak 

CFOs, characterized by insufficient qualifications. These CFOs face involuntary 

turnover as a disciplinary measure for their failures. As leaders of the finance 

organization CFOs shape the internal control environment and have influence over 

reported financial results. They are in a powerful position to exercise pressure on 

their direct reports, – the FMM. As described in section one, CFOs have a broad 
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range of responsibilities that needs their attention. In general they are not involved 

in daily routine tasks. FMM are the ones performing operational finance tasks and 

supervise the accounting department. When manipulation schemes require journal 

entries into the company records, the CFO needs the support of FMM to implement 

them. The review of the role of CEOs, CFOs and FMM leads to the following 

hypotheses:  

H1: When the CEO is involved in the commitment of financial statement fraud, the 

CFO is involved as well. 

H2: When the CEO is involved in the commitment of financial statement fraud, FFM 

are involved as well.   

H3: When the CFO is involved in the commitment of financial statement fraud, FFM 

are involved as well. 

Since C-level managers in general have a powerful position, for completeness 

reasons, we also test whether there is a relationship between the involvement of 

FMM in the commitment of financial statement fraud and other C-level managers. It 

is difficult to determine the direction of this hypothesis. On one hand, there is no 

hierarchical reporting line between other C-level managers and FMM, implying that 

there is no association between the two when financial statement fraud is 

committed. On the other hand, if for example a COO wants to commit financial 

statement fraud, he/she may not want to approach his/her peer, the CFO for 

assistance. As already shown for the CEO, in order to implement fraud schemes 

the support of finance personnel may be required. Therefore the COO may use 
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his/her power to put pressure on the lower hierarchical level of FMM to receive 

assistance. We opt for the latter reasoning and hypothesize: 

H4: When a C-level manager, other than the CEO and the CFO, is involved in the 

commitment of financial statement fraud, FFM are involved as well.   

So far we have concentrated on individuals who may influence FMM to 

participate in the commitment of financial statement fraud or collaborate with them. 

But firm antecedents may be influential as well. Prior research finds that the firm 

size is an antecedent of financial statement fraud (Baucus and Near, 1991). CFOs 

of large companies are more likely to report fraudulently (Gillet and Uddin, 2005). 

Beasley et al. (2010) report that the size of companies that are involved in financial 

statement fraud increased from a median total assets of $15 million for the  period 

of 1987-1997 to a median of just under $100 million in the period of 1998-2007. As 

we have already argued with regard to hypothesis H3, CFOs have a broad range 

of responsibilities.  CFOs in larger firms tend to be more detached from operational 

tasks than in smaller firms. The responsibility to supervise the accounting 

department is delegated to FMM. When a manipulation scheme requires the 

falsification of company records, the CFO may not be able to carry them out. As a 

consequence FMM may become involved in the fraud schemes. They have the 

knowledge to alter company records and circumvent internal control procedures. 

An example is CUC International Inc.55 where the CFO helped “to engineer” the 

                                                      
55 CUC International Inc. provides fee-based services, including travel services, real estate services and 
membership-based consumer services to customers throughout the world. On December 31, 1998 the 
company reported net revenues of $ 5,283.8 (in millions) and had 35,000 full-time employees; these 
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fraud and the FMM56 were the “…officer(s) most responsible for implementing 

directives received from the CFO in furtherance of the fraud”. The manipulations 

resulted in an overstatement of the annual income of more than $ 100 million, 

primarily through improperly reported company reserves (LR 16587; June 14, 

2000). With regard to the firm size Beasley et al. (2010) remark that the range of 

reported revenues / assets within the group of fraud firms varies largely; from start-

up companies with no assets or revenues to companies just under $400 billion. 

Start-up companies tend to be small with regard to assets and revenues but also 

personnel size. In the case of HealthSouth there were four founders; one of them 

the CFO.  Essentially the CFO at that time of foundation was the CFO, FMM and 

staff accountant in one person; as the firm grew new employees joined the 

positions of FMM and staff accountant (Beam, 2009). In other words small firms 

may be too small to have a separate FMM position. Thus, we argue:  

H5: The involvement of FMM in the commitment of financial statement fraud is 

positively associated with the firm size.  

Beasley et al. (2010) find that the median fraud of $ 12.05 million (period 1998-

2007) is three times larger compared to their previous study (Beasley at al., 1999). 

The mean fraud size in their current study is nearly $400 million per case, which 

they attribute to the large frauds at the beginning of the 2000s that skew the 

                                                                                                                                       
financial statements were prepared after the fraud was disclosed and have been restated (10-K 
reporting).  
56 Anne M. Pember (FMM) of CUC International Inc. pleaded guilty in the related criminal case (LR 
16587, June 14, 2000) 
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distribution.  Another conclusion from their report is that most frauds were not 

isolated to a single fiscal period, with an average fraud period of 31.4 months. The 

complexity of the fraud schemes is highlighted in chapter 2 of this thesis. There are 

42 different manipulation techniques used; based on a classification into broad 

categories of revenue, expense and other manipulations. The average frequency 

of offences per fraud case is 4.5 manipulations that consist of different techniques. 

Although Beasley et al. (2010) do not test the relation between fraud size and fraud 

duration, we believe that it is fair to assume that they mutually depend on each 

other as well as on the frequency of offences. We will now discuss potential 

implications of these findings on the involvement of FMM in financial statement 

fraud. Many of the manipulation techniques described in chapter 2 require that 

company records are altered, supporting documentation for journal entries omitted 

or important information ignored. Examples are the falsification of inventory 

records, top-side adjustments and failure to value at cost. It is likely that FMM as 

managers of the accounting department have knowledge of these manipulations or 

actively implement them. During an average fraud period of 31.5 months a firm has 

to pass a year-end audit twice. One of the alleged offences frequently found in 

complaints is “lying to the auditor” (chapter 2). FMM are an important information 

source for external auditors and may have to cover up for manipulations during 

year-end audits. Thus, we believe that the larger the fraud size is; the more 

complex the fraud scheme is that requires the participation of FFM. Accordingly our 

hypothesis reads: 
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H6: The involvement of FMM in the commitment of financial statement fraud is 

positively associated with the fraud size.  

Fraud techniques used may have an impact on whether FMM become involved 

in the commitment of financial statement fraud. A detailed study of fraud 

techniques used shows that in a seven year period (2000-2006) revenue 

manipulations prevail, followed by expense manipulations (chapter 2). Revenue 

manipulations also score first in the study of Beasley et al. (2010) but overstated 

assets rank second. This difference may be due to a different categorization 

approach. An example is understated bad debt expense which may be either 

classified as overstated assets or understated bad debt expense. We use the 

detailed manipulation technique classification from chapter 2 to assess whether it 

is likely that FMM become involved in each of the two broad categories – revenues 

and expenses. We begin our review with the revenue manipulation techniques. 

Typical revenue related manipulations that are carried out by sales personnel are 

the issuance of side letters, consignment sales or other contingency sales, 

representing 44 percent of all revenue manipulations. FMM might become involved 

when books have to be kept open after the close, third party transactions are 

improperly recognized, sales are billed but not shipped and receivables not billed, 

representing 28 percent of the cases. An example for holding the books open after 
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the closing date is Computer Associates57. In the complaint of Computer 

Associates’ FMM58 the following allegations can be found: (1) FMM advised the 

sales force of the number of days the management and the finance department 

had decided to keep the books open after the end of a fiscal quarter; (2) FMM 

disregarded the fact that the firms’ personnel backdated contracts to conceal the 

execution dates; and (3) FMM participated in the negotiation process of contracts 

while knowing that the firm would recognize those contracts in the quarter that just 

elapsed (Eastern District Court of New York, 04-cv-255, 2004). With regard to 

terms that affect the value of the recognized revenue, the improper recognition 

from multiple element or bundled contracts and top-side adjustments, representing 

19 percent of the cases, C-level managers and sales managers tend to be 

involved; although the possibility that FMM have knowledge about it cannot be 

ruled out. The remainder of 9 percent is related to various other revenue 

manipulation techniques and cannot be linked to a specific group. Although FMM 

may play a role in some types of revenue manipulations; it does not seem frequent 

enough to expect a significant role of FMM in revenue manipulations. Thus, we 

argue: 

                                                      
57 Comuter Associates Inc. is an eBusiness software company; with solutions that address all aspects of 
eBusiness Process Management, Information Management and Infrastructure Management. On March 
31, 2001 the company reported revenues of $ 4,198 (in millions) and had 18200 full-time employees; 
these financial statements were prepared after the fraud was disclosed and have been restated (10-K 
reporting).  
58 The Computer Associates FMM had the job title of VP of finance and a CPA registration; in the 
related criminal case the FMM was convicted to prison for three years on probation. 
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H7: When revenue manipulations occur in a financial statement fraud case, FMM 

are involved.   

In contrast to revenue manipulations; we consider it to be likely that FMM 

become involved in all types of expense manipulations. For example the failure to 

record liabilities, expenses and losses and incorrect inventory valuations can be 

characterized as standard tasks of FMM during the closing process of a reporting 

period. An illustrative example of FMM contribution to expense manipulations is 

Aurora Food Inc. The CFO ordered a divisional FMM to reduce trade promotion 

expenses. These expenses were automatically recorded when sales were posted, 

an adjustment required a manual intervention. Eventually the CFO became 

concerned that the manual entries could be noticed by the auditor and directed the 

divisional FMM to turn off the automated posting system. When the divisional FMM 

concluded that the trade promotion reserve was too low, a request was sent to the 

corporate FMM to shift $ 2 million from another liability account to the trade 

promotion reserve. The corporate FMM carried the request out (LR 16866, 2001). 

This example shows clearly that expense manipulations require alterations of 

records and FMM involvement. Therefore we hypothesize:  

H8:  When expense manipulations occur in a financial statement fraud case, FMM 

are involved as well.   
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4.3   Research Methodology 

4.3.1   Data 
Based on prior financial statement fraud research we decided to use an 

archival data source - the SEC litigation releases59 (www.sec.gov).  SEC litigation 

releases are currently the best available data source although bias may exist. Most 

involved parties in financial statement fraud admit no guilt and the SEC may apply 

enforcement strategies (Bonner et al., 1998; Beasley et., 1999; Dunn, 2004; 

Beasley et al. 2010). Our data set is a unique hand-collected selection from the 

SEC litigation database. As selection criterion we used violations of the antifraud, 

recordkeeping, periodic reporting, and internal control provisions set forth in 

Sections 10(b), 13(a) and 13 (b)(5) of the Securities Exchange Act of 1934 as well 

as Section 17(a) of the Securities Act of 1933. We are only interested in cases that 

relate to financial statement fraud60, other61 cases in which the aforementioned 

laws may also have been violated, but with a primary intention of theft62 were not 

selected. Our review of the period from January 1, 2000 to December 31, 2006 

                                                      
59 Most authors use Accounting and Auditing Enforcement Releases (AAERs) whereas we chose 
litigation releases. The reason is that the SEC states that the list of financial reporting related 
enforcement actions “…only highlights certain actions and is not meant to be a complete and exhaustive 
compilation of all of the actions that fall into this category” (www.sec.gov/divisions/  enforce/friactions 
.shtml). In order to overcome this limitation, we chose the list of litigation releases concerning civil 
lawsuits brought by the SEC in federal court as database. Assuming that the AAER report is complete 
both sources will deliver the same results. 
60 We apply the financial statement fraud definition of Beasley et al. (1999, p.11) which reads: 
“fraudulent financial reporting represents the intentional material misstatement of financial statements or 
financial disclosures or the perpetration of an illegal act that has a material direct effect on the financial 
statements or financial disclosures”. 
61 Examples are Ponzi-schemes and offering fraud. 
62 Theft with regard to the deprivation of company assets. 

http://www.sec.gov/
http://www.sec.gov/divisions/%20%20enforce/friactions%20.shtml
http://www.sec.gov/divisions/%20%20enforce/friactions%20.shtml
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identifies 244 cases of alleged financial statement fraud. We derive the information 

used for this study from reading SEC litigation releases and complaints filed with 

U.S. District Courts. Complaints can be obtained either as attachment to SEC 

litigation releases or through the Pacer Service Center63.  Financial firm information 

has been obtained from company filings at the EDGAR database.  

Each individual64 who is alleged to have committed financial statement fraud in 

the selected 244 cases is included in our study as involved in financial statement 

fraud. The data source (complaints) does not supply sufficient details in order to 

develop a further classification of involved individuals into categories of strength of 

involvement. Therefore we score involvement as a dummy variable (0=not 

involved, 1=involved). We use hierarchical titles to group fraud participants into the 

categories: CEO, CFO, Finance Middle Managers (Controller, VP Finance, Chief 

Accounting Officer and VP accounting) and other C-Level managers (Chief 

Operating Officer, Chief Information Officer, Legal Counsel). More specifically, the 

assignment criteria65are: (a) every individual is included one time, in one category 

of the analysis, (b) if an individual had various titles during his / her alleged crime 

period, the title that was applicable for the majority of time has been selected, (c) 

an individual with various titles of different organizational levels such as CFO, Chief 

Accounting Officer (CAO), treasurer and director, scores on the highest hierarchical 

                                                      
63 The Pacer Service Center administrates all information related to civil and criminal cases of U.S. 
District Courts. 
64 Apart from individuals it is also possible that a corporation is alleged to have committed financial 
statement fraud; since we are only interested in individuals this category got excluded. 
65 Beasley et al. (1999) applies the same categorization criteria. 
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level. The case definition is based on two criteria: (a) the company as legal entity 

and (b) the design and perpetration as one fraud scheme. This definition results in 

four group cases: 

1) Individual(s) of a company66 (legal entity) who design and carry out the financial 

statement fraud scheme within that legal entity. 

2) A company (legal entity) has a divisional structure; the divisions are not 

incorporated as a legal entity. Individual(s) of a division design and carry out a 

financial statement fraud scheme; it is grouped as a case of the legal entity it 

belongs to. 

3) Individual(s) of a parent company (legal entity) initiate and direct a fraud scheme 

at its legally independent subsidiary; and individuals of both entities are involved; 

then it will be treated as one fraud case at the level of the parent company.   

4) Individual(s) of a legally independent subsidiary of a parent company design and 

carry out a financial statement fraud scheme. Members of the parent company do 

not have knowledge of the scheme. Accordingly the fraud scheme will be treated 

as one case at the level of the subsidiary.  

We choose not to include the four groups as a variable in our study because it 

adds complexity without having a contribution to the research objective.  

We measure the company size as LOG of annual revenue during the fraud 

period based on prior literature (Dalton and Kesner, 1988). The dollar amount of 
                                                      
66 There are two possibilities, there is just one company or it is the parent company. 
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the fraud was obtained from the complaints following Beasley et al. (1999 and 

2010); we then use the log fraud size. Our fraud type definition is based on the 

classification approach that the SEC used in their study ‘Report Pursuant to 

Section 704 of the Sarbanes-Oxley Act’ (2003). We distinguish three categories67: 

revenue fraud, expense fraud and other fraud. Examples of other fraud types 

include “lying to the auditors” or “failure to disclose required information”. All 

variables and their measurement are summarized in Table 1, section 3.3.2. 

4.3.2   Research Methodology 
In this study we selected cases in which financial statement fraud occurred in 

order to investigate the involvement of FMM. We developed the hypotheses in 

section 4.2 under the assumption that FMM participate in fraud schemes as group 

members, not as single perpetrators. We will review our data in order to determine 

whether this assumption is correct and then test the hypotheses. More specifically; 

FMM is the dependent variable with y=1 depicting FMM as involved in fraud, and 

y=0 depicting FMM as not involved. The independent variables are CEO, CFO, 

other Cs, firm size, fraud size and revenue, expense and other manipulations. The 

dependent variable is a dummy and the independent variables are dummies as 

well as dichotomous variables. When testing two dichotomous variables we use 

the Pearson Chi² test; for the test of a dichotomous and a continuous variable we 

apply logistic regression. We summarize all variables in Table 1.  

                                                      
67 The SEC report (2003) has a fourth category called “acquisition or merger related”, we also allocated 
those manipulation techniques also to the category expenses. 

 



 

 

 

 

124 

 

 

 
  ProefschriftKristinaLinkevs2a 

Finance Middle Managers and Financial Statement Fraud 

 

 

Table 1

Variable Summary 

 Variable Variable Type Measurement Test Method

1. FMM dependent Dummy 0= no, 1= yes Pearson Chi² test
2. CEO independent Dummy 0= no, 1= yes Pearson Chi² test
3. CFO independent Dummy 0= no, 1= yes Pearson Chi² test
4. Other C-Level independent Dummy 0= no, 1= yes Pearson Chi² test
5. Company size independent LOG of annual revenue Logistic Regression
6. Fraud size independent LOG of fraud size Logistic Regression
7. Fraud type - revenue independent Dummy 0= no, 1= yes Pearson Chi² test
8. Fraud type - expense independent Dummy 0= no, 1= yes Pearson Chi² test  

4.4   Results 
Regarding the collusion aspect of FMM involvement in committing financial 

statement fraud; we provide descriptive statistics in Table 2. 

Table 2

Collusion Group Characteristics

Number of Fraud Cases FMM Fraud Cases
participants
in fraud scheme number percentage number percentage

1 47 19% 5 5%
2 59 24% 14 13%
3 52 21% 26 24%
4 28 11% 14 13%
5 22 9% 16 15%
6 10 4% 8 7%
7 11 5% 11 10%
9 3 1% 2 2%

>9 12 5% 12 11%

Total 244 100% 108 100%
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In 47 cases or 19 percent of all cases, a single individual commits financial 

statement fraud; in other words in 81 percent of all cases there is collusion 

involved. With regard to FMM; there are five single perpetrators which is 5 percent 

of all FMM involved in financial statement fraud commitment. It therefore seems 

appropriate to concentrate on collusion groups because in 95 percent of the cases 

when FMM are involved it concerns collusion. 

We provide count statistics of our sample in the contingency table (Table 3). In 

108 cases out of 244 fraud cases FMM are involved in the commitment of financial 

statement fraud, compared to 160 cases in which CEOs are involved and 159 

cases of CFO involvement.  FMM and CEOs are involved together in 73 cases, 

FMM and CFOs together in 78 cases, and FMM and Other Cs together in 41 

cases. Of the 108 cases with FMM involvement 76 relate to expense 

manipulations, the other 32 incidences were related to non-expense. The results of 

the Pearson Chi² Test are presented in Table 4. The Pearson Chi² Test is accurate 

because there are no expected counts with a frequency of less than 5. We 

compare the results of the Pearson Chi² Test to the results of the likelihood ratio 

since this ratio is preferable for smaller sample sizes. The likelihood ratio confirms 

the results of the Pearson Chi² Test, for the detailed test results we refer to 

Appendix 4. We report the measures of the strength of the association in Appendix 

5. We assess the fit of the logistic regression results with various measures 

reported in Table 5. 
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Table 3

Contingency Table

CEO
0 1 Total

CFO 0 36 49 85
1 48 111 159

Total 84 160 244

FMM
0 1 Total

CEO 0 49 35 84
1 87 73 160

Total 136 108 244
CFO 0 55 30 85

1 81 78 159
Total 136 108 244

Other C's 0 102 67 169
1 34 41 75

Total 136 108 244
Revenue 0 36 33 69

1 100 75 175
Total 136 108 244

Expense 0 71 32 103
1 65 76 141

Total 136 108 244

0=not involved, 1=involved  
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Table 4

Pearson Chi² Test Results

Hypothesis Variables tested Value df Asymp. Sig. Exact Sig. Exact Sig. 
(2-sided) (2-sided) (1-sided)

H1 CEO * CFO 3.6310 1 0.057 0.066 0.039

H2 CEO * FMM 0.3500 1 0.554 0.589 0.325

H3 CFO * FMM 4.2520 1 0.039** 0.043 0.027

H4 Other C's * FMM 4.7510 1 0.029** 0.036 0.021

H7 Revenue * FMM 0.4950 1 0.482 0.567 0.287

H8 Expense * FMM 12.5780 1 0.000* 0.000 0.000

Note:
n=244, p< .001. * p <.05** p<.10***  

Table 5

Logistic Regression Analysis

Hypothesis or Variable Tested Standard
Control Variable Sig. Error

H5
FMM * Firm Size 
(LogAnnualRevenue)

0,505 1.656 .000* .125

H6
FMM * Fraud Size 
(LogFraudSize)

0,444 1.559 .001** .141

Control 1
FMM * Firm Growth 
(LogAverageGrowth)

-.268 .765 .761 .881

Control 2
FMM * Industry Type 
(SIC Code)

-.006 .994 .401 .007

Note:
H5 R²= .27 (Hosmer & Lemeshow),  .113 (Nagelkerke), model χ² (1) = 19.69,

 -2 Log-Likelihood=287.08, 244 cases, 21cases excl. due to missing information
H6 R²= .58 (Hosmer & Lemeshow),  .076 (Nagelkerke), model χ² (1) = 13.41,

-2 log-Likelihhood=303.33, 244 cases, 14 cases excl. due to missing information 
Control 1 R²= .07 (Hosmer & Lemeshow),  .001 (Nagelkerke), model χ² (1) = .09, 

-2 Log-Likelihood=305.48, 244 cases, 22 cases excl. due to missing information
Control 2 R²= .50 (Hosmer & Lemeshow),  .004 (Nagelkerke), model χ² (1) =0.71, 

-2 Log-Likelihood=327.56, 244 cases, 5 cases excl. due to missing information

 p< .001. * p <.05** p<.10***

Regression 
Coefficient B Exp(B)
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Our hypothesis H1 was rejected. We expected that the CEO would need 

support from the CFO in order to perpetrate financial statement. However, the 

result suggests that the CEO is not dependent on the CFO. Hypothesis H2 which 

assumed that the CEO would need support from FMM was rejected as well. The 

CEO is the most often involved job title in our sample of fraud cases and has a 

powerful position (see section 2). The rejection of H1 and H2 leads us to the 

observation that the CEO is powerful enough to choose and influence required 

fraud participants without being dependant on a specific one.  

Our hypothesis H3 was supported which implies that the CFO needs FMM to 

be able to implement fraudulent practices. This association may be interpreted in 

several ways. Aier et al. (2005) found that CFOs with less expertise are more likely 

to cause restatements. They may not have the appropriate knowledge to 

implement fraud schemes on a transactional basis and consequently involve FMM. 

The complexity of the fraud scheme may require FMM support; we will discuss this 

point in more detail with regard to hypotheses H5, H6 and H8. Our hypothesis H4 

was accepted. Other C-level executives are involved in financial statement fraud 

when FMM are involved as well. This finding may be interpreted as other Cs need 

FMM to commit financial statement fraud, because they may not have the 

appropriate knowledge to do so.  

The hypothesis H5, H6 and H8 regarding fraud antecedents (firm size and 

fraud size) and expense manipulations were all supported. FMM are relatively 

more involved in the commitment of financial statement fraud when the company 
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size (H5) and / or the fraud size (H6) increases. We interpret this result as follows: 

Larger companies tend to be more complex and the preparation of financial 

statements is likely to be delegated to FMM. A higher complexity may also require 

more knowledge on how to perpetrate a fraud scheme with regard to transactional 

interventions. FMM tend to be involved more in day-to-day activities than CFOs 

and may possess this knowledge. A larger fraud size may need more 

manipulations in order to achieve a certain desired financial result or target. Prior 

research shows that fraud schemes are not isolated to a single fiscal period and on 

average involve 4.5 offences (Chapter 2; Beasley et al., 2010). We believe that this 

complexity explains the participation of FMM. Although we cannot confirm the 

interpretations from our data, we believe that it is the most plausible explanation at 

this time. Our hypothesis H8 was supported, FMM are relatively more involved in 

expense manipulations. Expense manipulation schemes tend to be more related to 

alterations of company records and therefore require FFM support. We 

hypothesized that FMM would not be needed for revenue manipulations, as 

expected this hypotheses (H7) is supported.  

We control our results for the industry type and revenue growth. Prior research 

shows that the industry type may influence the commitment of financial statement 

fraud (Beasley et al., 2000). We use the two-digit SIC Code to measure the 

industry type (Farber, 2005).  Firms with rapid growth may be susceptible to fraud 

commitment, thus we control for it (Bell and Carcello, 2000; Johnson et al., 2009). 
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4.5   Conclusions 
Our study reveals that FMM play an important role when financial statement 

fraud is committed. The collusion of FMM with the CFO, their superior, and / or 

other C-level executives is supported by hypothesis testing. Furthermore, there is a 

significant association between the involvement of FMM in financial statement 

fraud at large firms, the use of expense manipulations and the fraud size. It seems 

fair to conclude that the implementation of fraud schemes in complex organizations 

requires the participation of FMM. Our results contribute to the literature in several 

ways. We shed light on the collusion web, on who commits fraud with whom, both 

in- and outside of the finance organization, and on the prevailing fraud types 

involved, as requested by Carcello and Hermanson (2008) and Ramamoorti 

(2008). These findings give new insights into the organizational behavior and 

settings with regard to the CFO and FMM (Beasley et al., 2010). Management 

accounting literature posits that the tasks of business partnering and financial 

reporting of CFOs and FMMs are desirable and compatible with each other 

(Kaplan, 1995; Granlund and Lukka, 1998). Many authors observe that the 

transition to more business support has been effectuated in daily operations (IMA, 

1999; Zorn, 2004; Burns and Baldvinsdottir, 2007). Based on the results of this 

study we raise the question as to whether the combination of business support and 

financial reporting in the finance function contributes to the collusion of CFO and 

FMM in the commitment of financial statement fraud?  
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Practitioners may benefit from our results in several ways. Audit committees 

may want to direct more attention to FMM in order to identify potential conflicts with 

regard to financial reporting. The role of CFOs and their subordinate FMM in 

financial statement fraud may create more awareness at the board of directors’ 

level with regard to reporting conflicts. It may result in a review of policies and 

objectives of the finance organization. Internal auditors, compliance officers, risk 

managers and FMM may gain a better understanding of different roles in conflict 

situations resulting in financial statement fraud. The increased awareness of 

potential fraud risks may lead to the development of improved fraud prevention 

measures. 

Our study is limited in several ways. First of all, it has no discriminatory power 

due to the use of fraud cases only. This means that based on our sample and our 

results we cannot identify financial statement fraud prediction factors. However, we 

can identify factors that explain the participation of FMM in the commitment of 

financial statement fraud. Secondly, the data sample includes almost exclusively 

U.S. companies, although we do not have any indications that the USA is 

significantly different from other countries with respect to the nature of financial 

statement fraud schemes. Thirdly, most defendants have settled charges so that 

guilt has not been proven in legal terms and this could imply that in theory some 

cases used were not fraudulent after all. On the other hand, it is a common 

practice in the USA to settle charges. A reduction of the data sample to cases with 

a final judgment only, would reduce the sample size to a small number that would 
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not be suited anymore for research purposes. Fourthly, potential enforcement 

strategies of the SEC may bias the results of our study. Finally, based on the 

characteristics of our data source, that describes the factual circumstances and 

activities performed by the suspects, we are not able to indicate whether the CFOs 

actually exercised pressure on FMM to commit financial statement fraud, or more 

precisely, whether pressure was perceived as such by FMM. 

Despite the limitations, we believe that our study has yielded valuable insight in 

the collusion web of financial statement fraud commitment. Further research could 

focus on explaining the motivation of FMM to commit financial statement fraud. 

Does pressure from the unethical superior induce FMM to join the fraud schemes? 

A further analysis of the group processes may help to develop better fraud 

prevention measures. Compensation incentives may play a role as well (Johnson 

et al., 2009). Do FMM who are involved in financial statement fraud have specific 

personality traits (Hegarty and Sims, 1978)? Feng et al. (2011) identify CEO 

pressure as motivation for CFOs to commit financial statement fraud. In our study 

we do not find a significant association between the involvement of CEOs and 

CFOs in fraud schemes. We believe that the CFO motivation to commit financial 

statement fraud needs to be elaborated further. We leave these suggestions and 

questions up to future research.  
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Appendix 4 
Likelihood Ratio

Hypothesis Variables tested Value df Asymp. Sig. Exact Sig. Exact Sig. 
(2-sided) (2-sided) (1-sided)

H1 CEO * CFO 3.5860 1 0.058 0.066 0.039

H2 CEO * FMM 0.3510 1 0.554 0.589 0.325

H3 CFO * FMM 4.2990 1 0.038** 0.043 0.027

H4 Other C's * FMM 4.7350 1 0.03** 0.036 0.021

H7 Expense * FMM 12.7810 1 0.000* 0.000 0.000

n=244, p<.001. * p<.05** p<.10***  

Appendix 5 

Other Statistics

Value Approx. Sig. Exact Sig.
CEO * CFO
Nominal by Phi 1.220 0.057 0.043
Nominal Cramer's V 1.220 0.057 0.043

Contingency Coefficient 1.210 0.057 0.043
N of Valid Cases 244
CEO * FMM
Nominal by Phi 0.038 0.554 0.589
Nominal Cramer's V 0.038 0.554 0.589

Contingency Coefficient 0.038 0.554 0.589
N of Valid Cases 244
CFO * FMM
Nominal by Phi 0.132 0.039 0.043
Nominal Cramer's V 0.132 0.039 0.043

Contingency Coefficient 0.131 0.039 0.043
N of Valid Cases 244
Other C's * FMM
Nominal by Phi 0.140 0.029 0.036
Nominal Cramer's V 0.140 0.029 0.036

Contingency Coefficient 0.138 0.029 0.036
N of Valid Cases 244
TypeExpense * FMM
Nominal by Phi 0.227 0.000 0.000
Nominal Cramer's V 0.227 0.000 0.000

Contingency Coefficient 0.221 0.000 0.000
N of Valid Cases 244  
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Chapter 5 
Conclusions 

 

5.1   Conclusion  
The objective of this thesis is to investigate FMM motivation to commit financial 

statement fraud, the relationship between FMM and other members of the collusion 

group and the prevailing fraud methods. The research subject is both – an 

opportunity and a challenge. As Osterman (2008, p.1) remarks: ”Yet our 

understanding of middle management is remarkably thin, compared with research 

conducted on higher management.” Recent studies have started to address 

subjects related to middle management, examples are the investigation of 

incentive compensation and promotion-based incentives of mid-level managers 

(Ederhof, 2011) and whether the inclination of business unit controllers to create 

budgetary slack is related to involvement in management, social pressure and 

Machiavellianism (Hartmann and Maas, 2010). This thesis aims to draw attention 

to the role of FMM in the commitment of financial statement fraud. It is a 

challenging subject due to limited data availability and the complexity of fraud 

studies. Nevertheless financial statement fraud is an ongoing concern of 
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regulators, legislators and investors. The SEC chairman, Mary L. Shapiro, puts 

emphasis on the goal to discourage fraudulent activities through punishment when 

it occurs and to create an environment that prevents registrants, financial 

intermediaries, and other market participants to use abusive financial reporting 

practices (SEC Performance and Accountability Report FY 2010).  

The starting point of this thesis is the key responsibility of FMM to prepare 

accurate financial statements that are in accordance with internal control practices 

and corporate policies and controls (Sathe, 1983). Beasley et al. (2010) find that 

FMM are the third most involved group in financial statement fraud. This 

discrepancy between a key responsibility of FMM and the actual behavior guides 

the development of the research questions.  

First, manipulation types and techniques are empirically examined. For the 

period 2000-2006 a total of 244 cases of alleged financial statement fraud were 

found in the SEC litigation database. All allegations are categorized and can be 

allocated to either the group of overstated revenues / understated expenses or the 

group of other allegations. The latter is characterized by offences that are not a 

goal itself but result from the underlying initial fraudulent transaction for example 

revenue or expense manipulation. In other words it is the attempt to cover-up for 

earlier fraudulent transactions through incomplete or incorrect supply of 

information. 

 Regarding revenue and expense manipulations, revenue manipulations occur 

most frequently with 69 percent of all cases. Within the group of revenue 



 

 

 

 

  141 

 

 

 
ProefschriftKristinaLinkevs2a 

Conclusions 
 

manipulations, fictitious revenue transactions stand out with eighty percent. The 

prevailing manipulation technique related to improper expense recognition is the 

omission, partly or completely of short-term losses and obligations with 26 percent 

in this group.  

The category ‘other manipulations’ represents 36 percent of all detected 

allegations and thereof “lying to the auditor” is the most frequent allegation with 34 

percent. Striking is the large variation of manipulation techniques used, in total 42 

different techniques. Additionally fraud acts do not happen as single incidents but 

on average there are 4.5 alleged offences per fraud case. These results 

demonstrate the complexity of manipulations techniques used and may be 

interpreted as an indication for the careful design of fraud schemes.  

The above conclusion prepares the grounds for further testing and leads to the 

research question of which factors relate to the involvement of FMM in financial 

statement fraud? The fraud triangle theory (Cressy, 1950) has been chosen as 

departure point to develop the research methodology. Loebbecke’s et al. (1989) 

fraud risk assessment model is based on that theory and widely tested and 

accepted. This model is amended by factors that may also be of influence in the 

commitment of financial statement fraud, examples are attitude related variables 

and corporate governance variables. The final model consists of 43 variables and a 

principle component analysis reveals five distinct fraud factors. Of those five fraud 

factors, two factors, named “Risks related to Leverage and Incentives” and “Greed 

and Collusion” are significantly associated with the involvement of FMM in financial 
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statement fraud. The factor “Greed and Collusion” shows the strongest association 

with FMM and suggests that FMM commit fraud as group members. At the same 

time personal enrichment through insider trading plays an important role. A risky 

environment (leverage), combined with an under-performing board of directors 

(board size) and compensation incentives (bonus) create the factor “Risks related 

to Leverage and Incentives” that suggests that FMM participated in financial 

statement fraud under those conditions.  

The factor “Greed and Collusion” includes the group aspect and points to the 

research question: “With whom do FMM commit financial statement fraud?” The 

focus is on the partners with whom FMM commit financial statement fraud. 

Hypothesis testing reveals that FMM are involved in financial statement fraud when 

the CFO is involved as well and / or other Cs; the hypothesis testing does not 

support the involvement of FMM when the CEO is involved as well. The research 

question of whether there is an association between the firm size, the fraud size 

and the manipulation type and FMM involvement in financial statement fraud seeks 

to investigate influential factors other than the collusion partners. Hypothesis 

testing suggests that expense manipulations, the company size and the fraud size 

are associated with the involvement of FMM in financial statement fraud. This 

result suggests that the CFO needs FMM support to be able to implement financial 

statement fraud schemes. But that there are also other influencing factors, the 

overall complexity of large organizations, the fraud size and the manipulation type.   
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5.2   Contribution 
This thesis contributes to the literature in several ways. Financial statement 

fraud is the subject of continuous academic research interest. Based on their 

analysis of financial statement fraud covering the period 1998-2007, Beasley et al. 

(2010) conclude that the financial statement fraud problem still exists and requires 

further attention. Dechow et al. (2011) create a database of financial 

misstatements that they intend to share with other researchers in order to promote 

further studies.  

First, this thesis contributes to middle management related literature through 

the investigation of the role of FMM in the commitment of financial statement fraud. 

Literature regarding this subject is scarce as shown in section 1.1.2. Secondly, two 

distinct fraud factors related to the involvement of FMM in financial statement fraud 

are found. These provide new insights into potential drivers of financial statement 

fraud as requested by Beasley et al. (2010). The results were derived from a 

modified risk assessment model based on Loebbecke’s et al. (1989) study. The 

modified model examines all elements of the fraud triangle at the same time 

(Hogan et al., 2008), combines company-level incentives and pressures with 

executive-level incentives and pressures (Carcello and Hermanson, 2008) and 

investigates their influence on FMM. The participation of FMM in collusion groups 

indicates that the collective effort to commit financial statement fraud is important 

(Tillman and Indergaard, 2007; Ramamoorti, 2008). Thirdly, the further analysis of 

the collusion group through hypothesis testing provides new insights regarding who 
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commits fraud with whom and supplementary hypothesis testing reveals prevailing 

fraud types (Carcello and Hermanson, 2008; Ramamoorti, 2008). The collusion of 

the CFO and FMM reveals potential superior / subordinate conflicts and thereby 

enhances organizational literature (Beasley et al., 2010). Management accounting 

literature is enriched regarding the discussion of whether the tasks of business 

partnering and safeguarding of the accuracy of financial statements is compatible. 

Finally, the detailed analysis of manipulation techiques applied and the 

quantification thereof sheds light on “how” financial statement fraud is perpetrated 

(Ramamoorti, 2008).  

There are several take-aways for practitioners. The attention of internal and 

external auditors may be directed to the observation that fraud schemes are 

carefully planned and carried out and are intended to deceive auditors. Audit 

procedures may need to be reviewed and potentially improved. The audit 

committee may need to be involved in this process. Compensation and / or audit 

committees may want to review the compensation structure in which FMM 

operates and also consider the variable compensation of FMM. A review of whistle 

blower provisions with regard to their adequacy may be required, specifically taking 

the pressure to collude into account. Furthermore a better understanding of the 

role of FMM and potential conflicts between FMM and the CFO may help audit 

committees, boards of directors and compliance officers to identify potential 

financial reporting risks. Ultimately that may lead to new policies and a 
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reinforcement of the professional assessments of FMM, improving fraud 

prevention. 

5.3   Limitations and Avenues for Future Research 
This thesis is limited in several ways. Due to the use of fraud cases only, this 

thesis has no discrimination power. The data sample includes almost exclusively 

individuals working at U.S. companies, registered at the U.S. stock exchange and 

indicted for the commitment of financial statement fraud. Although one may 

assume that there are general patterns governing the occurrence of financial 

statement fraud, both in the USA and Europe, it limits the applicability of this thesis 

to other jurisdictions. Most fraud cases have been settled so that the defendants’ 

guilt has not been proven. There is no indication present for an enforcement 

strategy of the SEC regarding fraud cases investigated, but it may potentially bias 

the results of this thesis. Data that is available for C-level managers regarding the 

age, professional degrees, prior business experience and the compensation 

structure is hardly available for FMM. First, there is no legal disclosure requirement 

regarding compensation information of FMM and secondly there is currently no 

business practice to disclose supplementary information regarding FMM. The lack 

of this data limits further analyses. 

There are several avenues for future research. Our sample of financial 

statement fraud cases could be matched with non-fraud cases in order to add 

discriminatory power to this thesis. Although this will be a difficult task due to the 

above mentioned limited data availability. The results of this thesis could be further 
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tested in other jurisdictions than the USA to either confirm their applicability or 

identify differences. Apart from extending the data set it might be of interest to 

investigate whether there is a relationship between the manipulation technique 

used and the fraud amount it causes. This knowledge may help to improve fraud 

prevention measures. Another possibility would be to test whether manipulation 

techniques are function specific, in other words whether certain hierarchical 

positions (e.g. CEO, CFO, COO) have a preference for certain manipulation 

techniques.  This thesis identifies groups colluding to commit financial statement 

fraud, the group members also enrich themselves through insider trading. An 

aggressive attitude of superiors has also been found to play a role in the factor 

“Fraud Attitude Characteristics”. It may be of interest to further analyze the group 

processes and interaction. Is superior pressure, group pressure or personal 

enrichment the prevailing reason to commit financial statement fraud? Which role 

does rationalization play? Many of the CFOs and FMMs included in the data set of 

this thesis have a CPA degree. It can be assumed that an individual in possession 

of a CPA degree should know when financial reporting standards are violated. Is 

the conduct then a consequence of certain personality traits? Are those individuals 

less ethical than others? Or were they unable to see a possibility to escape from 

the fraud scheme?  

5.4   Concluding Thoughts 
As explained previously there is a lack of research related to FMM and their 

role in the commitment of financial statement fraud. When looking at press 
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publications the same pattern repeats, the CEO and CFO are in the spot light but 

there is little attention paid to other individuals supporting the commitment of 

financial statement fraud. Turning to the FMM practitioners side, a different picture 

appears. A survey conducted by the Dutch association of controllers68 reports that 

almost one third of the controllers has already applied “tricks” to manage earnings 

(Accountant.nl, 2009). As preparation for this thesis, the author discussed the 

envisaged research subject with accounting practitioners. The group of accounting 

practitioners with whom the author exchanged views was not meant to be 

representative; nevertheless there was quite some diversity: individuals reside in 

different countries (Germany, Netherlands, Sweden, USA) and work in different 

industries (manufacturing, services). There was an unanimous acknowledgment of 

the fact that FMM regularly encounter financial reporting conflicts. Furthermore it 

was pointed out that certain reporting choices are judgmental and the related 

difficulty to distinguish between an aggressive reporting practice and passing the 

line to an illegal reporting practice. It is not surprising that CFOs state in a recent 

survey, that they believe that the preparation of financial reports requires more 

independence than other finance functions do, i.e. investor relations, pension funds 

and corporate real estate (Davis and McLaughlin, 2009). Apart from the 

acknowledgement of the potential reporting conflicts, the practitioners also 

mentioned the “silence” surrounding these decisions. They felt that reporting 

conflicts were discussed within the  organizational group affected but not in a 

                                                      
68 NBA-VRC previously Controllers Instituut 
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broader setting. Another remark was the pratitioners’ perception of missing 

education related to how these reporting conflicts could be resolved.  

Although the results of this thesis are related to the jurisdiction of the USA and 

cannot be generalized, it would nevertheless be interesting to consider possible 

implications for the Netherlands. In the past there were two major accounting 

scandals in the Netherlands: KPNQwest in 2002 and Ahold in 2003. In 2012 D.E. 

Master Blenders emerged, in this case the provision for accounts receivables was 

understated and sales discounts granted were not accounted for (het financieele 

dagblad, 2012). As said in the previous paragraph, one third of the 701 surveyed 

Dutch practitioners admitted to having applied accounting tricks (Accountant.nl, 

2009). Hartmann and Maas (2010) also find that business unit controllers who 

score high on the personality construct of Machiavellianism and face pressure from 

superiors are more likely to create budgetary slack than controllers who score low 

on Machiavellianism. These examples show that financial statement manipulations 

and unethical behavior of individuals are a relevant issue in the Netherlands as 

well. This thesis provides evidence that FMM are part of collusion groups, 

specifically CFOs and FMM collectively engage in fraud schemes and 

compensation incentives are found to influence financial statement fraud 

participation. Do these findings also apply to the Netherlands? To investigate this 

question further Dutch accounting practitioners could be easily contacted via the 

professional organization NBA-VRC. Although there is no obligation to be 

associated to the NBA-VRC it creates a research opportunity. In many countries, 



 

 

 

 

  149 

 

 

 
ProefschriftKristinaLinkevs2a 

Conclusions 
 

examples include France and Germany there is neither a post-master education 

programme for controllers nor a professional organization representing those 

practitioners. It seems that we have only seen the tip of the iceberg and that further 

studies could shed more light on the Dutch situation.  

With the publication of this thesis, the author attempts to overcome the 

indifference that seems to prevail the treatment of potential reporting conflicts 

related to FMM. First, if a broader public were aware of the important role that FMM 

plays in the commitment of financial statement fraud, several implications could be 

possible. It could attract the attention of legislators in order to investigate which 

measures could prevent FMM from participating in the commitment of financial 

statement fraud. Ultimately that may result in a strengthened position of FMM. 

Secondly, it may help FMM to better understand their situation. This thesis 

uncovers the notion that FMM participation in financial statement fraud is not an 

isolated event but a larger issue. An increased awareness in the group of FMM for 

potential financial reporting conflicts may encourage them to become better 

prepared to resolve such conflicts. In the process of getting FMM prepared for the 

resolution of financial reporting conflicts, universities may play a role. FMM could 

be trained in strategies to resolve these conflict situations based on the latest 

research findings. This point is especially important because individuals currently 

serving as FMM to a large extent left university fifteen to twenty years ago. At that 

time conflicts related to financial reporting were hardly being taught.  
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The challenge will be to build the bridge between the results of this thesis and 

the communication to practitioners in the “field”. Hopefully this thesis will reach a 

broad public in order to improve the situation of FMM. 
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Samenvatting (Summary in Dutch) 
 

De reeks van verslaggevingsfraudes begon in 2001 met het faillissement van 

Enron in de Verenigde Staten (VS). Ook  Europa ontkwam niet aan schandalen; de 

meest bekende gevallen waren Parmalat in 2003 en Ahold in 2004. Als reactie op 

ondere andere de schandalen bij Enron en Worldcom is de corporate governance 

wetgeving (goed ondernemingsbestuur) in de VS in 2002 aangescherpt met de 

invoering van de Sarbanes-Oxley wet. In Europa namen meerdere landen 

eveneens hun maatregelen door het actualiseren of invoeren van corporate 

governance codes. In Nederland leidde dit tot de invoering van de Code 

Tabaksblat.  

De wetenschap stortte zich eerst op de analyse van individuele gevallen, met 

name Enron, en vervolgens op het functioneren van corporate governance 

mechanismen. Voorbeelden zijn de rol van externe accountants en de 

samenstelling van de raad van commissarissen en audit committees. De 

bonussstructuur van de CEO, als mogelijke drijfveer voor het plegen van 

verslaggevingsfraude, werd uitgebreid onderzocht. Het bleek dat CEO’s met een 

groot aandelenpakket eerder geneigd zijn om jaarverslagen te manipuleren. Pas in 

de laatste vijf jaar begon de aandacht te verschuiven naar de rol van de CFO in 

verband met verslaggevingsfraude en samenspanning. De CFO en zijn 

medewerkers hebben als taak de kwaliteit van de externe rapportage te 

waarborgen. Toch bleek dat zij vaak betrokken waren bij verslaggevingsfraude. 
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Onderzoek in de VS (periode 1998-2007) wees uit dat na de CEO, de CFO het 

meest betrokken was bij verslaggevingsfraude, gevolgd door de Vice-President en 

de Controller (Finance Middle Manager). De betrokkenheid van de Finance Middle 

Managers (FMM) was opmerkelijk en vormt de aanleiding voor het onderwerp van 

dit proefschrift: “Wat is de rol van de Finance Middle Manager in 

verslaggevingsfraude?”  

Om een antwoord te krijgen op de centrale vraag van mijn onderzoek, kies ik 

voor fraudegevallen in de VS. Er zijn drie redenen voor deze keuze: Er  zijn meer 

fraudegevallen in de VS dan in Europa, de informatie is publiekelijk beschikbaar en 

de documentatie, in de vorm van aanklachten ingediend bij rechtbanken, is 

openbaar. De aanklachten bevatten gedetailleerde informatie over de toedracht 

van de fraude en de rol van de daarbij betrokken individuen (zie Appendix 6). Het 

theoretisch kader levert variabelen op die getoetst zijn aan de hand van de 

aanklachten. De periode van onderzoek bestrijkt de jaren 2000-2006 en betreft 244 

cases (gevallen) van aanklachten van verslaggevingsfraude. 

Allereerst bestudeer ik de wijze waarop verslaggevingsfraude plaatsvindt, dat 

wil zeggen de wijze waarop ondernemingen hun cijfers manipuleren. Het blijkt dat 

bij 168 ondernemingen (of 69 procent) van de onderzochte 244 ondernemingen 

gefraudeerd wordt met opbrengsten. De opbrengsten worden of te vroeg geboekt, 

of er is sprake van fictieve verkopen.  Daarna volgen manipulaties van kosten bij 

136 ondernemingen (of 56 procent) en een grote groep van andere overtredingen.  

In de laatste groep valt op dat vaak tegen de accountant gelogen wordt (134 keer). 
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Per case zijn gemiddeld  4,5 verschillende overtredingen gepleegd. Het aantal 

overtredingen en de grote verscheidenheid in gebruikte manipulatie methodes 

duidt op de complexe aard van verslaggevingsfraude. 

Vervolgens onderzoek ik welke factoren invloed hebben op de betrokkenheid 

van het finance middle management bij verslaggevingsfraude. Ik gebruik als 

onderzoeksmodel de “fraude-driehoek” en voeg variabelen toe die betrekking 

hebben op de kwaliteit van de corporate governance. Met behulp van 

factoranalyse ben ik in staat om vijf factoren te identificeren die samenhangen met 

het plegen van fraude. Vervolgens wordt door middel van een logistische regressie 

onderzocht in hoeverre de vijf geindentificeerde factoren verklarend zijn voor de 

betrokkenheid van FMM bij fraude. De factoren “Greed and Collusion” (hebzucht 

en samenspanning) en “Risks Related to Leverage and Incentives” (risico met 

betrekking tot financiering en beloning) blijken een significante relatie met de 

betrokkenheid van FMM bij verslaggevingsfraude te hebben. De eerste factor toont 

aan dat groepen samenspannen en dat er tegelijkertijd sprake is van zelfverrijking. 

De tweede factor duidt aan dat een onderneming met hoge schulden, zwak 

toezicht en een agressief bonusbeleid, fraudegevoeliger is.  

Daarnaast onderzoek ik met wie FMM samenspannen om fraude te plegen. 

Hieruit blijkt dat de CFO en de FMM significant vaak samen betrokken zijn bij het 

plegen van verslaggevingsfraude. Hetzelfde geldt voor de combinatie van FMM en 

andere bestuurders (directie niveau). De CFO en andere bestuurders hebben 

mogelijk niet de gedetailleerde kennis die noodzakelijk is om de fraude uit te 
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voeren en betrekken daarom de FMM. De CEO en FMM zijn niet significant vaker 

samen betrokken bij verslaggevingsfraude, evenals de CEO en de CFO. De CEO 

lijkt zijn “fraude partners” willekeuriger te kunnen kiezen. 

 Er kon ook worden aangetoond dat er een positieve relatie bestaat tussen 

kosten manipulaties, de omvang van de fraude, de omvang van de onderneming 

en de betrokkenheid van FMM. Grote ondernemingen zijn over het algemeen 

complexer en het is het aannemelijk dat ook grotere fraudegevallen complexer van 

aard zijn. Deze factoren dragen er aan bij dat de kennis van FMM vereist is om 

effectief verslaggevingsfraude te plegen. Ook is er een significante relatie 

gevonden tussen het frauduleus rapporteren en de betrokkenheid van FMM. 

Het doel van dit proefschrift is het vergroten van kennis over een functie 

binnen organisaties die niet in de schijnwerpers staat, maar toch vaak betrokken is 

bij verslaggevingsfraude. In de literatuur wordt onderkend dat het samenspannen 

van verschillende management functies een essentieel onderdeel is van het 

plegen van verslaggevingsfraude, maar de kennis over de werkwijze van groepen 

die samenspannen is nog gering. Dit proefschrift vestigt de aandacht op de 

onderlinge relaties tussen de verschillende functies waarbij de FMM centraal staan 

en verrijkt de literatuur door de focus te verschuiven van de CEO en CFO naar de 

FMM. Dit is overigens een tendens die recent in de literatuur zichtbaar wordt met 

betrekking tot het middle management in het algemeen. Daarnaast identificeert dit 

proefschrift factoren die samenhangen met het plegen van fraude door FMM en 

draagt bij tot de verklaring van verslaggevingsfraude. 
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Voor de praktijk heeft dit onderzoek verschillende implicaties. Interne en 

externe accountants verkrijgen mogelijk nieuwe inzichten in gebruikte manipulatie 

methodes. Dit zou kunnen leiden tot een verbetering van controle procedures, 

waarbij ook het audit committee zou kunnen worden betrokken. Dit onderzoek zou 

de aanleiding kunnen vormen om de salaris structuur (met name de variable 

beloning) van de FMM kritisch te onderzoeken. Een andere vraag die zich opdringt 

is of de klokkenluider regelingen voldoende zijn om FMM aan te moedigen om 

vermeende fraude te melden. Meer inzicht in mogelijke rolconflicten tussen de 

CFO en de finance middle manager zou compliance officers en commissarissen 

kunnen helpen om risico situaties eerder te identificeren en de fraudepreventie te 

verbeteren. 

Dit onderzoek kent enkele beperkingen. In de eerste plaats zijn alleen gevallen 

van verslaggeveingsfraude onderzocht zodat geen vergelijking gemaakt kon 

worden tussen frauderende en niet frauderende functionarissen. Ten tweede 

betreft de steekproef bijna uitsluitend Amerikaanse ondernemingen, waardoor 

voorzichtigheid moet worden betracht bij het algemeen geldend verklaren van de 

conclusies. Ten deerde hebben de meeste van fraude beschuldigde personen een 

regeling met de rechter getroffen en zijn dus niet voor het plegen van fraude 

veroordeeld. 

Toekomstig onderzoek zou zich kunnen richten op de uitbreiding van de 

steekproef met niet-fraude gevallen. De resultaten zouden verder kunnen getest 

worden in andere landen dan de VS om dit onderzoek te bevestigen of verschillen 
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te identificeren. De factoranalyse van dit proefschrift heeft de factor “Attitude 

related Fraud Characteristics” (gedragsrelateerde fraude kenmerken) opgeleverd. 

Deze factor had echter geen significante relatie met de betrokkenheid van finance 

middle managers bij het plegen van verslaggevingsfraude. Toch zou het 

interessant kunnen zijn om naar aanleiding van deze uitkomst nader in te gaan op 

de rol van gedrag van individuen in groepsprocessen bij het plegen van 

verslaggevingsfraude.  

Ik hoop dat dit proefschrift bijdraagt aan het vestigen van aandacht op de rol 

van de Finance Middle Manager bij verslaggevingsfraude en daarmee aan 

toekomstige preventie van dit type fraude.  



 

 

 

 

158 

 

 

 
  ProefschriftKristinaLinkevs2a 

Finance Middle Managers and Financial Statement Fraud 

 

Appendix 6 

UNITED STATES DISTRICT COURT  
SOUTHERN DISTRICT OF INDIANA 

 

United States Securities and Exchange 
Commission, 

Plaintiff,    

v. 

SIDNEY V. CORDER, RANDAL J. SAGE, 
AND BRIAN J. YATES, 

Defendants.    

 

: 
: 
: 
: 
: 
: 
: 
: 
: 
: 
: 
: 
: 
: 
: 

CIVIL ACTION 
FILE NO. 1:03-CV-1436-JDT-
TAB 

UNITED STATES SECURITIES AND EXCHANGE COMMISSION'S COMPLAINT 
FOR PERMANENT INJUNCTION AND OTHER EQUITABLE RELIEF 

Plaintiff United States Securities and Exchange Commission ("Commission") 
alleges as follows: 

NATURE OF THE ACTION 

1. During the period from at least October 1998 through at least December 1999, 
Defendants Sidney V. Corder ("Corder"), Randal J. Sage ("Sage"), and Brian J. 
Yates ("Yates"), (collectively, "Defendants"), all former officers of Analytical 
Surveys, Inc. ("ASI"), engaged in a scheme to defraud investors by fraudulently 
inflating ASI's revenue and earnings in press releases and periodic reports filed 
with the Commission.  

2. Corder and Yates, directly and indirectly, have engaged and, unless enjoined, 
will continue to engage in acts, practices, and courses of business that violate 
Sections 10(b) and 13(b)(5) of the Securities Exchange Act of 1934 ("Exchange 
Act") [15 U.S.C. §§ 78j(b) and 78m(b)(5)] and Rules 10b-5, 13b2-1, and 13b2-2 [17 
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C.F.R. §§ 240.10b-5, 240.13b2-1, and 240.13b2-2] thereunder, and, as control 
persons, Section 13(a) of the Exchange Act [15 U.S.C. §§ 78m(a)] and Rules 12b-
20, 13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13] 
thereunder.  

3. Sage, directly and indirectly, has engaged and, unless enjoined, will continue to 
engage in acts, practices, and courses of business that violate Sections 10(b) and 
13(b)(5) of the Exchange Act [15 U.S.C. §§ 78j(b) and 78m(b)(5)] and Rules 10b-5, 
13b2-1, and 13b2-2 [17 C.F.R. §§ 240.10b-5, 240.13b2-1, and 240.13b2-2] 
thereunder, and, has aided and abetted, and unless enjoined, will continue to aid 
and abet acts, practices and courses of business which constitute violations of 
Section 13(a) of the Exchange Act [15 U.S.C. §§ 78m(a)] and Rules 12b-20, 13a-1, 
and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13] thereunder.  

4. The Commission brings this action to enjoin such acts, practices, and courses of 
business pursuant to Sections 20(e), 21(d), and 21(e) of the Exchange Act. [15 
U.S.C. §§ 78t(a), 78u(d), and 78u(e)]. 

JURISDICTION AND VENUE 

5. The Court has jurisdiction over this action pursuant to Sections 21(e) and 27 of 
the Exchange Act [15 U.S.C. §§ 78u(e), 78aa] and 28 U.S.C. § 1331. Venue is 
proper in this Court pursuant to Section 27 of the Exchange Act [15 U.S.C. § 78aa].  

6. The acts, practices and courses of business constituting the violations alleged 
herein have occurred within the jurisdiction of the United States District Court for 
the Southern District of Indiana and elsewhere. 

7. Defendants, directly and indirectly, made use of the means and instrumentalities 
of interstate commerce and of the mails in connection with the acts, practices, and 
courses of business alleged herein.  

8. Defendants will, unless enjoined, continue to engage in the acts, practices and 
courses of business set forth in this complaint, and acts, practices and courses of 
business of similar purport and object. 

9. Pursuant to authority conferred upon the Commission by Sections 10(b), 13(a) 
and 13(b)(5) of the Exchange Act [15 U.S.C. §§ 78j(b), 78m(a), and 78m(b)(5)], the 
Commission has promulgated Rules 10b-5, 12b-20, 13a-1, 13a-13, 13b2-1, and 
13b2-2 [17 C.F.R. §§ 240.10b-5, 240.12b-20, 240.13a-1, 240.13a-13, 240.13b2-1, 
and 240.13b2-2], which were in effect at all times relevant and at the present time. 

DEFENDANTS 
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10. On information and belief, Corder, age 61, resides in Zionsville, Indiana. Corder 
became President of ASI in 1990. From March 1997 to January 2000, Corder was 
Chairman, President and Chief Executive Officer ("CEO") of ASI. On or about 
January 20, 2000, ASI's board sought and accepted Corder's resignation.  

11. Sage, age 46, resides in Carmel, Indiana. From July 1997 through October 
1999, Sage was Chief Operations Officer ("COO") of ASI. In October 1999, Sage 
became ASI's Director of International Affairs. On approximately April 14, 2000, 
ASI terminated Sage's employment. 

12. Yates, age 39, resides in Colorado Springs, Colorado. From at least 1992 to 
March 2000, Yates was the Controller of ASI. In or about February 2000, Yates 
tendered his resignation and ceased being an ASI employee on March 1, 2000. 
Yates is currently employed as the Controller of another public company that files 
periodic reports with the Commission.  

ASI 

13. ASI is a Colorado corporation and at all times relevant was headquartered in 
Indianapolis, Indiana. ASI is currently headquartered in San Antonio, Texas. ASI 
makes high-resolution computerized maps showing multiple layers of geographic 
information.  

14. During the period from October 1, 1998 through December 31, 1999, ASI had 
five facilities located in Colorado, Indiana, Wisconsin, North Carolina and Texas.  

15. During the period October 1998 through May 2002, ASI stock was registered 
pursuant to Section 12(g) of the Exchange Act and traded on the Nasdaq National 
Market System. On June 6, 2002, ASI stock began trading on the Nasdaq 
SmallCap Market.  

16. Pursuant to Section 13(a) of the Exchange Act, and the rules and regulations 
thereunder, ASI filed periodic and other informational reports, including Forms 10-K 
and Forms 10-Q, with the Commission. These periodic reports contained ASI's 
consolidated financial statements.  

17. ASI's 1999 fiscal year ran from October 1, 1998 through September 30, 1999. 

ASI'S REVENUE RECOGNITION POLICIES 

18. At all times relevant, ASI provided computerized map systems to customers 
under long term contracts. When ASI won the bidding on a contract, its bid would 
become the contract price. As part of formulating its bid, ASI would estimate the 
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production costs, or estimated total direct costs, that it expected to incur to 
complete the contract.  

19. During its 1999 fiscal year, ASI recognized revenue on its contracts using the 
percentage of completion method on a cost-to-cost basis. Under this method, 
which is appropriate under Generally Accepted Accounting Principles ("GAAP") 
and described in American Institute of Certified Public Accountants Statement of 
Position ("SOP") 81-1, revenue should be recognized as work on a contract 
progresses.  

20. Under this method of accounting, a company may recognize revenue by 
calculating the direct costs incurred to date as a percentage of the estimated total 
direct costs, and multiplying this figure by the contract price. Under this method, 
revenue is recognized according to the following formula: (Direct costs incurred to 
date/Estimated total direct costs) x Contract price = Recognizable Revenue. 

21. Under GAAP and SOP 81-1, when a business uses this method of accounting, 
contract costs must be identified, estimated, and accumulated with a reasonable 
degree of accuracy in determining income earned. In addition, all direct costs 
should be included in contract costs. In estimating total contract costs, the 
quantities and prices of all significant elements of cost should be identified. 
Moreover, cost estimates must be based on current information and should be 
reviewed periodically and revised as appropriate to reflect new information.  

22. ASI's contracts typically took several months to complete, and they often 
involved systems whose design evolved during production. Due to these and other 
factors, including cost overruns, ASI's estimate of total direct costs could change 
over the life of a contract. Under GAAP, ASI was required to revise its calculations 
of revenue to reflect any cost estimate changes, which could effect revenue both 
positively and negatively.  

BACKGROUND 

23. During the relevant time period, Corder set aggressive revenue goals that were 
driven, in part, by analysts' expectations. Once analysts predicted ASI's earnings, 
Corder strived to exceed those expectations and set goals for each of ASI's five 
facilities accordingly. (Undue emphasis on meeting earnings targets) 

24. Corder pressured his subordinates to achieve these goals. When he became 
dissatisfied with a subordinate's performance, Corder often shouted, threw 
documents or threatened jobs. Corder conducted weekly or bimonthly conference 
calls involving managers and other employees from the five ASI facilities, during 
which he often berated the managers when they told him that his budget 
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expectations would not be met. Sage and Yates usually participated in these 
conference calls. At least one ASI manager who told Corder that he did not believe 
that he could meet Corder's revenue expectations was removed from his position. 
(Aggressive attitude; moral fibre) 

25. Corder, Sage and Yates were eligible to receive a significant amount of their 
compensation in the form of a bonus based on ASI's year-to-year growth in net 
profits and return on equity. Corder's bonus for the 1998 fiscal year was $656,040, 
more than double his salary during this period. Sage and Yates received bonuses 
of approximately $200,000 and $95,000 respectively for the 1998 fiscal year. Their 
1998 bonuses were roughly equal to their salaries. ASI also compensated 
employees by granting them stock options, with the value of the options dependent 
on ASI's stock price. 

THE FRAUDULENT ACCOUNTING PRACTICES 

26. From at least October 1, 1998 through at least December 31, 1999, 
Defendants caused ASI to recognize excessive revenue on long-term contracts 
through the use of several improper accounting methods that did not comply with 
GAAP.  

27. Under GAAP, if the total direct costs estimate increased after ASI had already 
begun work and had begun recognizing revenue on a contract, then ASI was 
required to adjust its revenue calculation downward. When an increase in a costs 
estimate necessitated a decrease in revenue already recognized, ASI managers 
termed the event a "revenue hit." 

28. On several occasions, ASI simply failed to adjust direct costs estimates upward 
when an increase in a costs estimate necessitated a decrease in revenue already 
recognized, in order to avoid taking the revenue hit. In order to avoid reducing 
revenue on some such contracts, ASI relied on unfounded assumptions that it 
could reduce future direct costs by, among other things, using a low wage foreign 
subcontractor and/or obtaining concessions from customers to avoid increasing 
cost estimates. 

29. ASI's failure to adjust total direct costs estimates upward under the 
circumstances described in paragraphs 27 and 28 above created problems when 
ASI reached the point where it had expended all of the costs it estimated would be 
required to complete a contract, i.e., the direct costs incurred were equal to the 
total estimated costs, but work on the contract remained. At that point, ASI had 
recognized all of the revenue available on the contract but the project was not 
finished.  
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30. Such contracts were termed "out-of-revenue" by ASI managers. Again, GAAP 
required that ASI increase the total estimated costs to complete the "out-of-
revenue" contract and reduce the amount of revenue recognized accordingly.  

31. On some "out-of-revenue" contracts, ASI improperly charged future direct costs 
associated with that contract to an indirect, or overhead, account. This technique 
was referred to by ASI managers as "finishing contracts on indirect." 
(Rationalization language) 

32. By finishing contracts on indirect, ASI was able to avoid reducing the revenue 
earned on the contract and improperly recognize all of the revenue associated with 
the contract, even though work still remained to be done.  

33. For some "out-of revenue" contracts, ASI improperly charged future direct costs 
to a second contract ("cost-shifting"). By allocating future direct costs to a second 
contract, ASI improperly recognized all of the revenue associated with the first 
contract, even though work still remained.  

34. In addition, by engaging in cost-shifting, ASI improperly recognized additional 
revenue on the second contract when the work performed did not reflect progress 
on the second contract but related to the first contract. 

35. In other instances, ASI artificially lowered the total estimated cost to complete a 
contract after work had begun. This technique allowed ASI to recognize revenue 
prematurely on that contract, providing an instant revenue boost.  

36. Even though the estimated costs to complete several of its contracts increased, 
ASI avoided reducing the revenue that was budgeted for a particular fiscal quarter 
through the use of these improper accounting practices.  

37. As a result of these improper accounting methods, ASI materially overstated its 
earnings and revenue in periodic reports filed with the Commission and in publicly 
disseminated press releases for its 1999 fiscal year. 

38. During the relevant period, ASI had no internal audit function. ASI's accounting 
staff did not regularly review charges to overhead or fluctuations in cost estimates 
for accuracy. Although each of ASI's facilities was supposed to review its direct 
costs estimates monthly, at least one of ASI's facilities stopped conducting reviews 
in or about 1998. Employees of ASI frequently changed estimates of total direct 
contract costs with no review by others and no written record of the reason for the 
change.  

DEFENDANTS' KNOWLEDGE AND DIRECTION OF THE FRAUD 
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39. During the period from at least October 1, 1998 through at least December 31, 
1999, Sage directed ASI employees not to increase total costs estimates. He also 
directed them to finish contracts on indirect, engage in cost-shifting, and artificially 
lower cost estimates. Sage knew or was reckless in not knowing that his actions 
would cause ASI to materially overstate its earnings and revenue in its quarterly 
and annual reports for the 1999 fiscal year. 

40. During the period from at least October 1, 1998 through at least December 31, 
1999, Corder knew or was reckless in not knowing that Sage and other ASI 
employees were engaging in the fraudulent practices described above. In addition, 
in December 1999, Corder personally directed ASI employees to finish contracts 
on indirect and to rely on unfounded assumptions that ASI could reduce future 
direct costs by using a low wage foreign subcontractor and/or obtaining 
concessions from customers as a way to avoid reducing revenue. 

41. During the period from at least October 1, 1998 through at least December 31, 
1999, Yates approved finishing certain contracts on indirect. Yates also knew or 
was reckless in not knowing that Sage and other ASI employees were engaging in 
the other fraudulent practices described above. Yates approved or acquiesced in 
Corder's decision to direct ASI employees to finish contracts on indirect as a way to 
avoid taking a revenue hit in December 1999. 

42. By October 1998, Sage had caused the Indiana facility's revenue to be inflated 
by directing the General Manager of the Indiana facility to: (i) artificially lower cost 
estimates, or hold them artificially low to boost or preserve revenue; (ii) have line 
workers finish contracts on indirect and employ cost-shifting to enhance revenue; 
and (iii) set high initial cost estimates on new contracts to create a cushion for later 
cost-shifting from older, "out-of-revenue" contracts if needed.  

THE 1999 FISCAL YEAR 

43. Throughout the 1999 fiscal year, ASI's Indiana facility failed to increase total 
costs estimates and finished contracts on indirect, performed cost-shifting, and 
artificially lowered costs estimates at Sage's direction and with his knowledge.  

44. Throughout the 1999 fiscal year, ASI's Colorado facility finished contracts on 
indirect with Yates' approval.  

45. Because ASI typically could bill only at certain production milestones, ASI used 
the term "unbilled revenue" to refer to revenue it had recognized on work it had 
completed, but for which it had not yet invoiced the customer. 
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46. Throughout the 1999 fiscal year, Defendants received and reviewed materials 
prepared for the conference calls conducted by Corder, which showed "unbilled 
revenue" for each of ASI's five facilities. During this time period, Yates also 
prepared and distributed to Corder, Sage, and others a separate monthly report 
showing "unbilled revenue."  

47. Defendants knew from these monthly reports and conference call materials that 
Indiana's unbilled revenue almost doubled from April 1998 through October 1999, 
increasing from $12.2 million to $22.1 million. Defendants also knew that North 
Carolina's unbilled revenue figure had more than doubled from $3.3 million to $7.8 
million during the 1999 calendar year. In addition, Defendants knew that Colorado's 
unbilled revenue figure increased from $8.5 million to $9.8 million during the 1999 
calendar year.  

48. Defendants knew, or recklessly disregarded, that excessive or upward-trending 
unbilled revenue could be the result of artificially inflated revenue. Defendants took 
no action in response to these "red flags" of fraudulent accounting practices. 

49. During the period October to December 1998, the first quarter of the 1999 fiscal 
year, the General Manager of ASI's North Carolina facility told Sage that the only 
way North Carolina could meet its revenue budget for that fiscal quarter was to 
artificially inflate revenue. Sage told the North Carolina General Manager to do 
what he had to do to meet the budget. Sage also told the General Manager that he 
would undo the fabrication in the next quarter. However, the fabrication was not 
undone.  

50. In December 1998, the North Carolina General Manager told Sage he wanted 
to quit or be reassigned to a sales position because he was uncomfortable with 
revenue recognition abuses. During this conversation, Sage told the General 
Manager that if he worried about all the problems at ASI, he would have been dead 
six months before. Sage also told the North Carolina General Manager that 
revenue on a large contract in ASI's Indiana facility was inflated by $5 million, that 
ASI's Texas facility had inflated revenue totaling $500,000 and that ASI's Colorado 
facility probably also had inflated revenue, although he did not know the magnitude 
of that problem. (Moral fibre) 

51. In or about December 1998, the General Manager of the North Carolina facility 
told Corder that North Carolina was having difficulty meeting Corder's business 
plan, that North Carolina was being overly aggressive on projects, and that projects 
were being pushed past where they ought to be in terms of their percentage of 
completion in order to meet the revenue budget. Corder cut the conversation short 
and told the General Manager to manage the problem on his own. 
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52. In or about March 1999, Indiana managers provided Sage with spreadsheets 
demonstrating that cost estimates were understated by as much as $8 million. An 
Indiana manager updated the spreadsheets monthly and sent them to Sage over 
the next few months. Over these months, Sage refused to allow the increases to 
cost estimates that the managers repeatedly requested.  

53. In or about March 1999, the head of ASI's Utilities Division, which comprised 
the Indiana, Texas and Wisconsin facilities, told Corder that the Indiana facility 
might have a "financial" problem although he was unsure of the magnitude. Corder 
did not inquire further about the "financial" problem.  

54. In or about March 1999, the North Carolina General Manager again told Corder 
that he was being overly aggressive in determining North Carolina's progress 
toward completing projects in order to meet the revenue budget. Again, Corder cut 
the conversation short.  

55. In late spring or early summer of 1999, the head of ASI's Utilities Division told 
Corder that the Indiana facility had a problem with its costs estimates, that some 
contracts were over earned and that he did not see any way that Indiana would 
meet its budget. Corder took no action to further investigate the problem.  

56. In or about June 1999, an Indiana manager told Corder and Sage that he 
wanted to resign because he felt that ASI was recognizing revenue improperly. In 
response, Corder told him that ASI would fix the situation, although Corder again 
did not ask the manager for any details. 

57. In or about August 1999, in response to continued pressure from the Indiana 
managers to resolve what they believed was a $6 to $8 million cost estimate 
understatement, Defendants agreed to raise cost estimates on certain Indiana 
contracts and take a corresponding revenue hit of approximately $1.7 million. This 
$1.7 million revenue hit was offset by a $1.7 million reduction of the funds in ASI's 
bonus pool. The Indiana managers believed that the revenue hit should have been 
much greater and communicated this to Sage and Yates, who took no action.  

58. In August 1999, a Colorado manager told Corder that he did not agree with the 
preliminary budget figures provided by the Colorado facility for the 2000 fiscal year. 
Corder told the manager that he did not want to hear about it, and directed another 
ASI employee to get the Colorado managers together to resolve their issues. 

59. In September 1999, two Colorado managers told Yates and Sage that 
Colorado would not meet its budget for the fourth quarter of the 1999 fiscal year. 
The Colorado managers subsequently told Corder in a telephone conversation that 
Colorado would not meet the fourth quarter budget. They attempted to tell Corder 
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about financial problems at the Colorado facility but Corder hung up on them. 
Corder later called back, told the Colorado managers that he had worked through 
some numbers about what the revenue would be, came to a conclusion that 
Colorado had too many employees, and demanded that he be immediately 
provided with a list of people to be laid off. Corder did not further investigate the 
financial condition of the Colorado facility.  

60. In or about September 1999, the North Carolina General Manager informed 
Yates that he had artificially lowered cost estimates to generate revenue in North 
Carolina. Yates took no action in response.  

61. In late September 1999, near the end of ASI's fiscal year, Corder learned that 
ASI had a significant revenue shortfall and was not going to be able to meet the 
annual revenue figure it had previously committed to. Corder told Sage and Yates 
to work on the problem. Within twenty-four hours, Sage and Yates told Corder that 
ASI would meet its commitment after all. They did not explain how this would 
happen, and Corder did not ask.  

62. ASI reported revenue of $28,299,000 and earnings of $2,273,000 in its Form 
10-Q for the first quarter of fiscal 1999 filed with the Commission. ASI reported 
revenue of $29,166,000 and earnings of $2,580,000 in its Form 10-Q for the 
second quarter of fiscal 1999 filed with the Commission. ASI reported revenue of 
$31,167,000 and earnings of $3,018,000 in its Form 10-Q for the third quarter of 
fiscal 1999 filed with the Commission. These revenue and earnings figures were 
also reported in press releases to the public. These "record" revenue and income 
figures were materially inflated due to the fraudulent accounting practices 
described above. 

PREPARATION OF THE YEAR-END FINANCIALS 

63. In or about September or October 1999, a North Carolina manager reported to 
Defendants that North Carolina's costs estimates were significantly understated 
and might require ASI to take a revenue hit. The manager told Sage and Yates that 
this was potentially a $5 to $6 million problem. The manager reported to 
Defendants that he would most likely have to initiate layoffs and finish projects 
using lower cost subcontractors but that he did not think that such measures would 
completely resolve the costs estimates problem.  

64. The manager told Defendants that he planned to continue investigating the 
matter. Sage took no action upon receiving this report. During the rest of the 
calendar year, Yates periodically checked on the manager's progress but took no 
additional action. After obtaining a list of potential employees to lay off, Corder 
never inquired about the matter again.  
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65. In or about October 1999, Yates received information from the Indiana 
controller that the Indiana facility might be finishing contracts on indirect. The 
controller gave Yates a memo reporting that employees had been charging more 
time to indirect than normal. The memo also expressed concern that improper 
charging to indirect could distort ASI's financial reporting and that employees must 
properly record their hours on projects. Yates knew that abnormal charges to 
indirect might mean that Indiana workers were finishing contracts on indirect, but 
he took no meaningful action to investigate or stop this practice. 

66. In November 1999, two Indiana managers refused to sign the quarterly 
compliance letters required by Corder. In these letters, personnel representing 
each ASI facility were required to certify the accuracy of the current estimated total 
direct costs on certain contracts. The Indiana managers refused to sign the letters 
because they believed that the cost estimates on certain of the contracts were too 
low. The managers believed that costs estimates on Indiana contracts were 
understated by approximately $6.6 million, and Sage and Yates knew about this 
belief.  

67. Although the Indiana managers had refused to sign the certifications for that 
facility, Yates and Sage signed all of the compliance certifications for the 1999 
fiscal year. 

68. Corder learned of the managers' refusals to sign, but did not discuss the matter 
with the Indiana managers.  

69. At the time that the Indiana managers refused to sign the certifications, ASI 
was within days of issuing a scheduled press release announcing the financial 
results for the fourth quarter and its 1999 fiscal year.  

70. ASI's newly-appointed Chief Financial Officer ("CFO") met with the Indiana 
managers, Yates and Sage in the wake of the managers' refusals to sign. In the 
meeting with the CFO, Sage only informed the CFO of a potential cost estimate 
understatement of approximately $2.7 million. Two days later, Sage claimed to 
have resolved most of this $2.7 million understatement by settling a pricing issue 
with a subcontractor.  

71. ASI's CFO alerted ASI's outside auditor of the Indiana managers' refusals to 
sign the compliance letters. In response, the outside auditor conducted 
supplemental audit procedures. As part of these procedures, Yates signed a letter 
to the auditor representing that the contract costs estimates that ASI had provided 
to it were "accurate and complete" and that there were "no circumstances or issues 
that would cause [the estimates] to be materially misstated." (Lying to the auditor) 
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72. On November 11, 1999, ASI issued the press release with the fourth quarter 
and annual financial results as scheduled. Corder authorized the issuance of the 
press release. In the November 11, 1999 press release, ASI announced "record" 
sales and earnings results for the fourth quarter and its 1999 fiscal year. ASI 
announced fourth quarter sales of $28.5 million and earnings of $3.6 million. ASI 
also reported 1999 fiscal year revenue of $117.1 million and net earnings of $11.4 
million. This "record" performance, however, was based on improperly inflated 
revenue.  

73. In early December 1999, an Indiana manager reported to Defendants that the 
costs estimates for Indiana contracts were significantly understated and that he 
believed that there was potentially a $4 to $6 million problem. Defendants and 
other managers met on numerous occasions to resolve the problem.  

74. Corder excluded the newly-appointed CFO from these December 1999 
meetings. Corder told Yates not to discuss the meetings with the CFO.  

75. During these December 1999 meetings, Corder directed managers to finish 
contracts on indirect at the Indiana facility as a way of reducing the $4 to $6 million 
problem. Yates knew of and approved or acquiesced in Corder's direction that 
certain Indiana contracts be finished on indirect.  

76. Corder also directed the managers to rely on unfounded assumptions that ASI 
could hold costs down by using a low-wage foreign subcontractor and could get 
concessions from customers that would ease cost pressures in order to avoid 
increasing cost estimates and reducing revenue.  

77. Despite the problems in Indiana, and their knowledge of the information set 
forth in paragraphs 43 through 76, above, Corder, Sage and Yates did not initiate 
any meaningful investigation of any other ASI facility.  

78. After the meetings were completed in mid-December 1999, Corder presented 
the CFO with an analysis showing that ASI should take only a $1.1 million revenue 
reduction, and that this revenue reduction should be taken in the first quarter of 
fiscal 2000, rather than fiscal 1999. The analysis that Corder presented to the CFO 
was prepared by Yates. 

79. The CFO believed that further investigation was necessary and persuaded 
Corder to create a special committee to conduct the investigation, which included 
two representatives from ASI's outside auditor. 
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80. In meetings and interviews conducted by the special committee as part of their 
investigation, Defendants failed to inform the committee of Corder's December 
1999 plan to finish Indiana contracts on indirect.  

81. The special committee, which focused on Indiana contracts, ultimately decided 
to reduce the 1999 fiscal revenue ASI had announced in its November 1999 press 
release by approximately $3.6 million (from $117.1 million to $113.5 million), more 
than triple the $1.1 million Corder initially suggested.  

82. In its Form 10-K for fiscal year 1999 filed on December 30, 1999, ASI reported 
reduced revenue of $113.5 million and reduced net earnings of $9.3 million. 
Although the Form 10-K for fiscal year 1999 reduced the revenue and net earnings 
that had been announced in the November 1999 press release, the figures 
reported in the Form 10-K were still inflated. 

83. In December 1999, Corder authorized the issuance of a press release 
announcing ASI's annual financial results, which reflected reduced revenue and net 
earnings from the figures announced in the November 1999 press release. Among 
other things, the December press release stated that a "routine review" had led to 
these reductions. Corder knew, or recklessly disregarded, that this statement was 
false and misleading, because the review was in fact an unusual and 
unprecedented course of action for ASI.  

DEFENDANTS' FRAUD IS EXPOSED 

84. In January 2000, the Colorado General Manager informed the CFO that 
Colorado and North Carolina cost estimates were understated by as much as $6.6 
million combined. Also, the former North Carolina General Manager informed the 
CFO that he had inflated revenue in North Carolina. Around this time, the CFO 
initiated another review of Indiana contracts, at which time he discovered Corder's 
December 1999 plan to finish Indiana contracts on indirect.  

85. As a result of these discoveries, in January 2000, ASI's audit committee 
initiated a comprehensive review of ASI's contracts to determine whether ASI 
needed to restate the figures contained in its Form 10-K for fiscal year 1999. ASI 
also publicly announced its review and that it might have to restate revenue and 
earnings for fiscal 1999.  

86. On March 6, 2000, ASI filed an amended Form 10-K revising the figures 
reported in the November 11, 1999 press release and the December 1999 annual 
report as a result of its comprehensive review. In its amended Form 10-K, ASI 
reported that it had discovered certain accounting errors that required a downward 
adjustment of the revenues recognized in each of the four quarters of 1999. 
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87. ASI reported that the accounting errors related principally to the exclusion of 
certain contract-related costs in the estimated costs to complete, the untimely 
recognition of additional anticipated costs to complete, and the inaccurate 
assessment of future production efficiencies and inefficiencies affecting estimated 
costs to complete.  

88. ASI decreased the revenue reported in the 1999 Form 10-K by $10.3 million to 
$103.2 million, and the net earnings by an additional $6.5 million to $2.8 million. 
Each ASI facility contributed to the revenue reduction as follows: $4.1 million 
reduction in Indiana; $3.3 million reduction in Colorado; $2.2 million reduction in 
North Carolina; $500,000 reduction in Texas; and $250,000 reduction in 
Wisconsin.  

89. ASI reduced the revenue reported in its Forms 10-Q for the first, second and 
third quarters of the 1999 fiscal year by $1,378,000, $1,963,000 and $1,639,000, 
respectively. ASI also reduced the earnings reported in its Forms 10-Q for the first, 
second and third quarter of the 1999 fiscal year by $854,000, $1,217,000, and 
$1,016,000, respectively.  

DECEPTION OF THE OUTSIDE AUDITOR 

90. ASI's outside auditor conducted quarterly reviews and an annual audit of ASI's 
financial statements for the 1999 fiscal year. Corder and Yates signed 
management representation letters to the outside auditor regarding ASI's quarterly 
and annual financial statements. Sage signed a management representation letter 
to the outside auditor regarding ASI's third quarter financial statements.  

91. In these letters, Defendants represented, among other things, that ASI's 
consolidated financial statements were fairly presented in accordance with GAAP. 
They also represented that all financial records and related data had been made 
available to the outside auditor. In addition, they represented that there were no 
instances of fraud involving management or employees who had significant roles in 
internal controls or instances of fraud involving others that could have a material 
effect on the consolidated financial statements. Defendants further represented 
that there were no material transactions that had not been properly recorded in the 
accounting records underlying the financial statements.  

92. Defendants knew, or were reckless in not knowing, that these representations 
were false and misleading. Defendants knew or were reckless in not knowing that 
ASI's revenue and earnings were materially inflated through the use of fraudulent 
revenue recognition techniques. 
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93. In connection with the outside auditor's supplemental audit procedures in 
November 1999, Yates signed a management representation letter representing 
that ASI's cost estimates were accurate and complete and that no conditions 
existed that would cause the estimates to be materially misstated. Yates knew, or 
recklessly disregarded, that these representations were false and misleading. He 
knew that ASI's cost estimates were too low and that ASI's revenue and earnings 
were materially inflated.  

94. In or about October 1999, during the outside audit, Sage pressured an Indiana 
manager to withhold from the outside auditor the manager's view of the magnitude 
of understated cost estimates.  

95. In addition, Corder, Sage and Yates withheld information from the outside 
auditor regarding Corder's plan to finish Indiana contracts on indirect in the 
December 1999 meetings with the special committee. 

FALSE STATEMENTS TO THE PUBLIC 

96. As a result of the activities discussed above, ASI's periodic reports filed with 
the Commission for its 1999 fiscal year and the related press releases contained 
materially false and misleading financial information.  

97. Specifically, ASI's revenue and earnings were overstated by approximately 
10% and 232% respectively in its Form 10-K for the 1999 fiscal year. Revenue and 
earnings were overstated by approximately 5% and 60% in ASI's Form 10-Q for 
the first quarter of 1999, by 7% and 89% in ASI's Form 10-Q for the second quarter 
of 1999, and by 5% and 51% in ASI's Form 10-Q for the third quarter of 1999. ASI's 
revenue and earnings were overstated by approximately 13% and 307% in the 
November 1999 press release.  

98. The "Management's Discussion and Analysis of Financial Condition and 
Results of Operations" ("MD&A") in each of the Forms 10-Q and 10-K for the 1999 
fiscal year repeated the same overstated revenue and earnings figures and failed 
to disclose that revenue and earnings had been inflated by the fraudulent 
accounting practices described above. In addition, among other things, the MD&A 
in each of the Forms 10-Q and 10-K falsely stated that for each of the Company's 
contracts, the percentage of completion was based on production costs incurred to 
date as a percentage of the total estimated production costs. The MD&A in the 
1999 Form 10-K also falsely stated that the estimates of total production costs 
were reevaluated monthly for each of the Company's contracts, and that the $3.5 
and $2.2 million reduction to the revenue and earnings figures reported in the 
November 1999 press release was the result of delays in implementing certain cost 
reduction initiatives associated with several of the company's contracts in the first 
quarter of fiscal year 2000. The Forms 10-Q and 10-K also falsely represented that 
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the financial statements contained therein were prepared in accordance with 
GAAP. 

99. Corder and Yates signed the Forms 10-Q and Form 10-K for the 1999 fiscal 
year. Corder authorized the issuance of press releases communicating the 
financial information contained in the Forms 10-Q and 10-K and other information 
regarding ASI's revenue and earnings to the public.  

100. Corder, Yates and Sage knew, or were reckless in not knowing that these 
periodic reports and press releases contained materially false and misleading 
financial information as described above. 

101. From January 25, 2000, the day before ASI announced its comprehensive 
review of ASI's contracts, to the last day of March 2000, ASI's stock price dropped 
from $14.75 to $5.75. With approximately $6.9 million shares of stock outstanding, 
this represented a drop in market capitalization from $101.7 million to $39.6 million, 
for a decrease of $62.1 million or 61%. 

DEFENDANTS' ILL-GOTTEN GAINS 

102. ASI paid Corder approximately $390,691 in salary from October 1, 1998 
through the time he resigned. ASI paid Sage approximately $376,277 in salary 
from July 1, 1998 through the time he was fired. ASI paid Yates $156,704 in salary 
from October 1, 1998 through the time he resigned.  

103. In February 1999, Corder sold certain ASI stock that he had acquired through 
the exercise of his stock options for a profit of approximately $409,000. In or about 
May 1999, Corder again sold certain ASI stock that he had acquired through the 
exercise of his stock options for a profit of approximately $1.08 million.  

104. In June 1999, Yates sold certain ASI stock that he had acquired through the 
exercise of his stock options for a profit of approximately $46,000.  

105. During the period that Defendants received these salaries and sold their 
stock, they knowingly or recklessly caused ASI's revenue and earnings to be 
materially overstated and knowingly or recklessly caused ASI to file materially false 
and misleading financial statements with the Commission. 

COUNT I 

Violations of Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)] and Rule 10b-
5 [17 C.F.R. § 240.10b-5] thereunder 
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106. Paragraphs 1 through 105 are realleged and incorporated by reference. 

107. Defendants, in connection with the purchase and sale of ASI's securities, 
directly and indirectly, by the use of the means and instrumentalities of interstate 
commerce, of the mails, or of the facilities of a national securities exchange: 
employed devices, schemes and artifices to defraud; made untrue statements of 
material fact and omitted to state material facts necessary in order to make the 
statements made, in light of the circumstances under which they were made, not 
misleading; and engaged in acts, practices and course of business which operated 
or would operate as a fraud and deceit upon purchasers and sellers and 
prospective purchasers and sellers of such securities. 

108. Defendants knew or were reckless in not knowing of the facts and 
circumstances described in paragraphs 106 and 107 above. 

109. By reason of the activities described in paragraphs 106 through 108 above, 
Defendants violated Section 10(b) of the Exchange Act [15 U.S.C. § 78j(b)] and 
Rule 10b-5 thereunder [17 C.F.R. § 240.10b-5]. 

COUNT II 

Violations of Section 13(a) of the Exchange Act [15 U.S.C. § 78t(a)] and Rules 
12b-20, 13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13] 
thereunder by Corder and Yates as control persons under Section 20(a) of the 
Exchange Act [15 U.S.C. § 20(a)] 

110. Paragraphs 1 through 105 are realleged and incorporated by reference. 

111. ASI, under Corder's and Yates' control, directly and indirectly, failed to file or 
caused a failure to file with the Commission, in accordance with such rules and 
regulations that the Commission has prescribed as necessary and appropriate in 
the public interest and for the protection of investors, ASI's annual report on Form 
10-K for the period ending September 30, 1999 and ASI's quarterly reports on 
Form 10-Q for the first three fiscal quarters of 1999, and also failed to include in 
those reports such further material information, as was necessary to make the 
required statements, in light of the circumstances under which they were made, not 
misleading. 

112. By reason of the activities described in paragraphs 110 and 111 above, ASI 
violated Section 13(a) of the Exchange Act [15 U.S.C. § 78m(a)] and Rules 12b-20, 
13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13] 
promulgated thereunder. 
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113. By reason of the activities described in paragraphs 110 through 112 above, 
and pursuant to Section 20(a) of the Exchange Act [15 U.S.C. § 78t(a)], Corder 
and Yates are liable for ASI's violations of Section 13(a) of the Exchange Act [15 
U.S.C. § 78m(a)] and Rules 12b-20, 13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 
240.13a-1, and 240.13a-13] promulgated thereunder.  

COUNT III 

Aiding and Abetting Violations of Section 13(a) of the Exchange Act [15 U.S.C. § 
78t(a)] and Rules 12b-20, 13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, 
and 240.13a-13] thereunder by Sage 

114. Paragraphs 1 through 105 and 110 through 112 are realleged and 
incorporated by reference. 

115. As set forth more fully above in paragraphs 110 through 112, ASI violated 
Section 13(a) of the Exchange Act [15 U.S.C. § 78m(a)] and Rules 12b-20, 13a-1, 
and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13] promulgated 
thereunder.  

116. By his conduct described in paragraphs 1 through 105, Sage knowingly and 
substantially assisted ASI's violations of Section 13(a) of the Exchange Act [15 
U.S.C. § 78m(a)] and Rules 12b-20, 13a-1, and 13a-13 [17 C.F.R. §§ 240.12b-20, 
240.13a-1, and 240.13a-13] promulgated thereunder, and thereby aided and 
abetted ASI's violations of those provisions of the federal securities laws. 

COUNT IV 

Violations of Section 13(b)(5) of the Exchange Act [15 U.S.C. § 78m(b)(5)]  

117. Paragraphs 1 through 105 are realleged and incorporated by reference. 

118. Defendants knowingly circumvented or knowingly failed to implement a 
system of internal accounting controls and knowingly falsified books, records, and 
accounts described in Section 13(b)(2) of the Exchange Act [15 U.S.C. § 
78m(b)(2)]. 

119. By reason of the activities described in paragraphs 117 and 118, Defendants 
violated Section 13(b)(5) of the Exchange Act [15 U.S.C. § 78m(b)(5)]. 

COUNT V 
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Violations of Exchange Act Rule 13b2-1 [17 C.F.R. § 240.13b2-1] 

120. Paragraphs 1 through 105 are realleged and incorporated by reference. 

121. Defendants directly and indirectly, falsified or caused to be falsified books, 
records, and accounts subject to Section 13(b)(2)(A) of the Exchange Act [15 
U.S.C. § 78m(b)(a)(A)]. 

122. By reason of the activities described in paragraphs 120 and 121 above, 
Defendants violated Rule 13b2-1 [17 C.F.R. § 240.13b2-1] promulgated under 
Section 13(b)(2) of the Exchange Act [15 U.S.C. § 78m(b)(2)]. 

COUNT VI 

Violations of Exchange Act Rule 13b2-2 [17 C.F.R. § 240.13b2-2] 

123. Paragraphs 1 through 105 are realleged and incorporated by reference. 

124. Defendants, directly and indirectly, made or caused to be made materially 
false and misleading statements, or omitted to state or caused others to omit to 
state, material facts necessary in order to make statements made, in light of the 
circumstances under which they were made, not misleading to an accountant in 
connection with an audit or examination of the financial statements of ASI or the 
preparation or filing of a document or report required to be filed with the 
Commission. 

125. By engaging in the conduct described in paragraphs 123 and 124 above, 
Defendants violated Rule 13b2-2 [17 C.F.R. § 240.13b2-2] promulgated under 
Section 13(b)(2) of the Exchange Act [15 U.S.C. § 78m(b)(2)]. 

RELIEF REQUESTED 

WHEREFORE, the Commission requests that this Court enter a judgment: 

A. Finding that Defendants committed the violations alleged above; 

B. permanently enjoining Defendants from violating Sections 10(b) and 13(b)(5) of 
the Exchange Act and Rules 10b-5, 13b2-1, and 13b2-2 thereunder; 

C. permanently enjoining Corder and Yates from violating Section 13(a) of the 
Exchange Act and Rules 12b-20, 13a-1, and 13a-13 thereunder; 
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D. permanently enjoining Sage from aiding and abetting violations of Section 13(a) 
of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13 thereunder; 

E. barring Defendants from serving as officers or directors of any issuer required to 
file reports with the Commission under Sections 12(b), 12(g), or 15(d) of the 
Exchange Act [15 U.S.C. §§ 78l(b), 78l(g), and 78o(d)], pursuant to Section 
21(d)(2) of the Exchange Act [15 U.S.C. § 78u(d)(2)]; 

F. ordering Defendants to each pay an appropriate civil monetary penalty pursuant 
to Section 21(d)(3) of the Exchange Act [15 U.S.C. § 78u(d)(3)]; 

G. ordering Corder and Yates to disgorge the profits they obtained from selling ASI 
stock, and salaries they received from ASI, during the period of October 1, 1998 
through end of their employment with ASI, plus prejudgment interest thereon;  

H. ordering Sage to disgorge the salary he received from ASI during the period of 
July 1, 1998 through the end of his employment with ASI, plus prejudgment interest 
thereon; 

I. retaining jurisdiction over this action to implement and carry out the terms of all 
orders and decrees that may be entered; and 

J. granting such other and additional relief as this Court deems just and proper. 

Respectfully submitted, 

s/Kathryn A. Pyszka 
Kathryn A. Pyszka 

s/Paul A. Montoya 
Paul A. Montoya 

s/Kara M. Washington 
Kara M. Washington 

 

Attorneys for Plaintiff 
U.S. Securities and Exchange Commission 
Midwest Regional Office 
175 West Jackson Blvd. 
Suite 900 
Chicago, Illinois 60604 

(312) 353-7390 FREE (312) 353-7390  

Dated: September 30, 2003 
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