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Abstract: The purpose of this study is to analyze empirically by using secondary data on the possibility of
corporate fraud by using the theory of behavioral strategy with fraud diamond theory approach. This study also
included financial distress variables as an intervening variable in analyzing the relationship between fraud
diamond theory and corporate fraud. The research model in this study was tested using the ordinary least
square (OLS) analysis method. A total 3!0 company data were collected which consisted of financial data
and other supporting damrbﬁshed by companies listed on the Indonesia Stock Exchange in the range of 2012
to 2017. Fraud diamond has a significant influence on both financial distress and corporate fraud. In this study
it was also found that financial distress can be used effectively as an intervening variable in the analysis of the
relationship between fraud diamond theory and corporate fraud. This study provides empirical evidence that
Jfraud diamond theory and financial distress can be investigated for its effect on corporate fraud by only using
secondary data that is available and freely accessed by the public. This finding can make it easier for interested
parties to carry out their own analysis of the possibility of the occurrence of corporate fraud in day to day
economic activities. The empirically tested research model in this study, namely the fraud diamond, can provide
a comprehensive understanding of practitioners, academics, government agencies and the general public in
analyzing the topic of corporate fraud.
Key words: Behavioral strategy, financial distress, corporate fraud, fraud theory, and fraud diamond.
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L. INTRODUCTION

Many scandals in the past few years that have befallen the chief executive director (CEO) and the
chairman of multinational companies are the main highlights in assessing the effectiveness of the
implementation of good corporate governance. Some major scandals have occurred, for example the scandal of
Nissan chairman Carlos Ghosn involved in the manipulation of corporate financial reports and misuse of
ﬁpamy assets, the 1Malaysia Development Berhad (1MBD) scandal involving alleged corruption cases of
former Malaysian prime minister Dato Seri Najib Tun Razak, corruption scandal which happened to Samsung
Corporation heir Lee Jae Yong who also involved former South Korean president Park Guen Hye, Kobe Steel's
information manipulation scandal involving large companies in the world, namely Toyota, Boeing, Ford, Nissan
and Subaru.

In Indonesia, the occurrence of corporate fraud that caused losses both financially and non-financially
has often happened. For example the Hambalang project case involving elite politicians in Indonesia, the
fictitious budget of state-owned company PT. Brantas Abipraya in 2013-2014, comruption case in Central
Lombok involving PT. Perusda Loft One in 2017, financial report manipulation by PT. Sun Prima Nusantara
Financing in May 2018 and a suspected corruption case of the Meikarta project involving the Lippo Group
(Komisi Pemberantas Korupsi, 2014, 2015,2016,2017, 2018).

The implementation of ineffective corporate governance to detect corporate fraud proves that there is
still a lack of theoretical foundations and procedures that have been implemented by the company in order to
prevent corporate fraud. One of the latest theoretical approaches that is expected to complement the literature on
corporate fraud is a behavioral strategy theory approach. According to Powell, Lovallo, and Fox (2011),
be()rzll strategy tries to explain the behavior of a decision maker in a strategic position in a company based
on realistic assumptions about human cognition, emotion and social interaction. The addition of theories related
to the behavioral strategy is expected to enrich knowledge related to topics regarding corporate fraud and make
a real contribution in detecting and preventing the occurrence of corporate fraud.

One of the earliest theories that tried to detect fraud with a behavioral approach from fraud perpetrators
was the theory of fraud triangle proposed by a criminologist Shmed Donald Cressey which began in 1950.
Cressey (1953) finally put forward his theory of fraud triimglcs&is book entitled Other People's Money: The
Social Psychology of Embezzlement. Over time, the theory of fraud triangle proposed by Cressey (1953) was
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used and developed by other researchers. The laltcstg:vel()pment of the theory of fraud triangle was carried out
by Wolfe and Hermanson (2004) who put forward the theory of diamond fraud. Although cases of corporate
fraud have often been investigated in the Asia Pacific region, especially in China, but in Southeast Asia there is
still very little research or literature that examines cases of corporate fraud using the diamond fraud approach.

II. RESEARCH FRAMEWORK AND HYPOTHESIS DEVELOPMENT
Fmre 1 below is the picture of the conceptual framework in this study. This conceptlmframework
illustrates the effect of independent variables and moderating variables on the dependent variable with a sample
of companies listed on the Indonesia Stock Exchange.

Pressure

Opportunity

Financial
Distress

Rationalization

Capability

The results of Alifiah's (2014) research found that pressure related to financial problems in a company
can cause tlm:()mp;my to experience financial distress. Accoding to Jiang and Jones (2018) the pressure
experienced by the management of the company that owns the shares of the company they lead can affect the
company's management to be more serious and careful in managing the company so that the company can avoid
financial distr@.

H1: Pressure has a significant effect on the occurrence of financial distress.

Figure 1. Conceptual Framework

61
Habib, Costa, Huang, Bhuiyan, and Sun (2018) in their rcs@;h found that gmpanics that have the
implementation of weak corporate governance can increase the likelihood of financial distress in these
companies. The implementation of weak corporate governance can give rise to opportunities for the
@algcmcm of the company not to give full effort in managing the company they lead. In their research, Habib
[. (2018) also found that the &Elk implementation of corporate governance in the past, will lead to
weakening the effectiveness of the implementation of corporate governance in the future so that it can create
new opportunities in the future for parties to violating the law that in the end it can cause the company to
experience financialsfoftress in the future.
H2: Opportunities have a significant effect on the occurrence of financial distress.

Ind()nemlnslitule of Public Accountant/IAPI (2018) in the Auditor Standard Statement No. 70 shows
that the tension in the relationship between management and the external auditor as an ilmlti()n to cover up the
sensitive information contained in the financial statements. The external auditor playing an important role in the
assurance of financial statement’s qualities. Information about companies that are indicated to experience
financial distress, usually also known by the external auditor through the financial statement audit process.
Companies that experience financial distress often make external auditor changes to cover up the financial
distress information from the old auditor and tend to reduce the possibility of detection by new auditors (Lou &
Wang, 2009). The study of Abdullahi, Mansor, and Nuhu (2015) concluded that auditor resignation had a
positive effect on the likelihood of litigation. Based on the theory and from the results of previous studies, the
rationalization by replacing auditors becomes one of the factors that can be used to detect the occurrence of
financial distress. According to es‘mm, Rahman, and Mahenthiran (2013) rationalization to conducting the
transactions with affiliates reflect a conflict of interest between the owner of the company and the management
of the company. Transactions with affiliates are usually not carried out at a reasonable price so that the
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transactions made may not provide benefits to the company's profits. This concludes that transactions with
affiliates have negative implications for company finances which can cause companies to experience financial

a;lress.

H3: Rationalization has a significant effect on the occurrence of financial distress.

Arroyave (2018) in his research found that the likelihood of financial distress will decrease if the tenure
the CEO is longer. The results of the study state a significant negative influence between those variables. The
results of this study are consistent with the results of research conducted by Barbuta-Misu and Codreanu (2014).
Barbuta-Misu and Codreanu (2014) in their study found a negative relationship between the length of the
company #E8EO tenure to financial distress, but did not find a significant effect between the two variables.
Research on the effect of the company's CEO tenure on financial distress was carried out by Rajasekar, Ashraf,
and Deo (2014). In their research, Rajasekar, Ashraf, and Deo (2014) found that there were no significant
negative effecalween the length of the CEO's tenure on financial distress. This shows that the [Gpger a CEO
has a position in a company, then the possibility of financial distress in the company will shrink. These results
are consistent with the results of research by Singh and Mishra (2016), but are not consistent with the results of
Endri (2018). Lokanan and Sharma (2018) states that a person who has a degree in finance and/or business tends
to have the knowledge and experience needed to make decisions in managing a company. By having this degree,
someone better understands the methods of corporate governance and is able to analyze and correct weaknesses
the implementation of corporate governance that have been implemented within the company.

H4: Capability has a significant effect on the occurrence of financial distress.

Hou and Moore (2010) state that fraud companies have poor financial conditions compared to non-
fraud companies. This condition forces companies that have poor financial conditions to require large amounts
of funds in order to improve its financial performance. By manipulating financial statements fraud companies
can accentuate a good financial condition so the companies can easily get new fresh funds from external
investors at a relatively lower cost.

According to SAS No. 99 (ACPAIL, 2019), managers face a great pressure to conduct financial
altcmcnt fraud when financial stability of the company is threatened by the poor financial performance.
Financial stability is a condition that describes the condition of the company's financial instability (Skousen,
Smith, and Wright, 2009). Management often gets pressure to show that the company has been able to manage
its assets a that the higher profits can be generated and will later generate high returns on investment for
investors. For this Iv:aﬁ], management utilizes financial statements as a tool to cover up poor financial stability
by cmﬁtting fraud. Research conducted by Skousen er al., 2009) shows that the percentage change in total
assets has a positive effect on financial statement fraud. Based on the lls of Mulford and Comiskey (2011)
research the percentage change in total assets indicates the existence of fraud in financial statements, because of
the higher percentage change in total assets often use by the management as a way to show the company's higher
earnings p()wennd a stronger financial position.

HS5: Pressure has a significant effect on the occurrence of corporate fraud.

Hsu and Wu (2014) conducted a study to determine the relationship between opportunities measured by
using the percentage of independent members on the board ()fct()rs as an indicator toward corporate fraud.
The results of their research found a significant negative effect between the percentage of independent members
on a:mard of directors and corporate fraud. Wu, Johan, and Rui (2014) conducted a similar study to determine
the rclatic)n between the percentage of independent members on the board of directors and corporate fraud.
The results of their study found that there was no significant effect between the percentage of independent
members on the board of directors and corporate fraud.

Persons (2009) in his research found that fraud companies have a higher rate of turnover of executive
personnel compared to companies that non-fraud company. Jia, Ding, Li, and Wu (2009) Lminue the research
of Persons (2009) in their research which compares rlmm changes in companies that fraud and non-fraud
companies. In their study, Jia er al. (2009) found a significant positive uence between the change of
chairman in the year in which the company committed corporate fraud to the possibility of corporate fraud
occurring in the C()l‘nll]}’.

H6: Opportunities has a significant effect on the occurrence of corporate fraud.

Rationalization in fraud caused by an indication of management that having an excessive interest in
maintaining or increasing the company’s stock prices and profit. Efforts to maintain profits require certain
treatment so that the company's profits look good, for example by using accrual in earnings management. The
use of discresionary accruals causes a company to get a qualified audit opinions (Skousen erf al., 2009).
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Anderson (2017) states that perpetrators of fraud are individuals who have a long history of committing
violations from an early age to adulthood. Fraud perpetrators who have a time lag without committing a
violation are usually caused by coercion/punishment from external parties and not because of changes in
personal attitudes and personal behavior. This condition concludes that without pressure from external parties,
such as giving penalties or sanctions, fraud perpetrators tend to repeat the violations that have been committed
in the past.

H7: Rationalization has a significant effect on the occurrence of corporate fraud.

According to Lokanan and Sharma (2018), the longer a CEO ternure in the company the stronger his
influence will be in overseeing the company. This causes the possibility of corporate fraud to decrease with
strong supervision. In their research, Lokanan and Sharma (2018) also found a significant negative effect
between the two variables. Lokanan and Sharma (2018) continued their previous research to find out the
uence between the length of the CEQO's position on corporate fraud. The results of their research did not find
a significant relationship between the two variables. Geest, Weisburd, and Blokland (2017) concluded that the
majority of fraud perpetrators were perpetrators of fraud who had criminal records of serious violations other
than violations of fraud. In fact, there are fraud perpetrators from among those with middle collar economic
conditions (white collar criminals) who specialize themselves in committing fraud. This condition is very
different when compared with the conditions in 1940, where the majority of fraud perpetrators came from
among the middle-to-low economic ability (common criminals). This is due to rapid technological
developments that give rise to huge opportunities for fraud perpetrators from the white collar cifélinals, who
tend to have higher social status and education levels, to be more flexible in committing fraud. This study is
consistent with marc:h conducted by Anderson (2017) and Zara & Farrington (2016).

HS8: Capability has a significant effect on the occurrence of corporate fraud.

Research on the effect of @wiall distress on corporate fraud was carried out by Johnson, Ryan, and
n (2009). In this study, Johnson er al. (2009) did find a significant effect between financial distress and
corporate fraud. Jia ef al. (2009) also conducted a study to determine the effect of financial distress on the
possibility of corporate fraud. er al. (2009) found that there was no significant effect between the debt to
asset ratio to corporate fraud. This study is consis with the results of the study by Brazel, Jones, &
Zimbelman (2009) and Johnson ez al. (2009), but the results of this study are not consistent with the results of
the study of Schrand and Zechman (2012). However, in this study, Jia et al. (2009) found that companies that
fraud corporate have a larger debt composition when compared to non-fraud companies. In the same year,
Donelson, McInnis, and Mergenthaler (2016) and Nelson (2012a, 2012b) also conducted research to determine
the effect of financial distress on corporate fraud. The results of these three studies state that there is no
significant influence between financial distress on corporate fraud. The results of Maccarthy (2017) study found
that the measurement of financial distress with the Altman Z-Score as indicator if combined with the
measurement of corporate fraud with the Beneish M-Score as indicator can significantly improve the detection
of financial report maminlalti(m conducted by management.
H9: Financial distress has a significant effect on the occurrence of corporate fraud.

II. RESEARCH METHODOLOGY

Based on the objectives of the study, this study can be classified as a basic research that uses a deductive

approach. This study uses hypotheses as guidelines and directions to determine the research methods used in

fact testing (Schindler, 2018). This study was dced in a comparative causal form and using cross sectional
panel data (Schindler, 2018). The populations in this study are companies listed on the Indonesia Stock

Exchange. The sampling method uses purposive sampling method. The sample used in this study is the samples

have met the criteria that have been determined. The criteria for company samples to be examined are as

follc

1. ggistcmd on the Indonesia Stock Exchange from the period 2011 to 2017.

2. Notengaged in the financial, property, real estalemustry and/or construction industry.

3. Has published financial statement consisting of statement of financial position, statement of profit or loss
and other comprehensive income and statement of cash flow by using the Rupiah (Rp) as reporting currency
from 2011 to 2017.

4. Has published annual report consisting of a list of CEO profiles, board of director profiles, company
committee profiles, disclosure of the company's shareholding structure, a list of board of director’s meetings
from 2011 to 2017.

The final data collecte@ll be analyse through the statistic description test, outlier test, classic
assumption test (autocorrelation test, multicollinearity test, heteroscedasticity test and normality test), and
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hypothesis test (F value test, t value test, coeffision determination test and Sobel test) using SPSS (Statistical
Package for The Social Sciences) 24.0. The operational definition of variable and its indicator used in this
research were as follow:

Tabel 1. Operational Definition of Variable

No Variable Indikator References
Financial Stability Lokanan & Sharma (2018);| PYAusen ¢f al. (2009)
External Pressure Lokanan & Sharma (2018); Skousen er al. (2009)
! Pressure Personal Financial Needs n & Sharma (2018); Skousen ef al. (2009)
Financial Target Lokanan & Sharma (2018); Skousen ef al. (2009)
Ineffective Monitoring Ha.maurﬁ (2013); Lokanan & Sharma (2018)
Nature of Industry Skousen e al. (2009); Wang et al. (2017)
2 Opportunity
BOD Turnover Abdullahi er al (2015); Jia er al. (2009)
Multiple Directorship pgnan et al. (2013)
Auditor Switch Lokanan & Sharma (2018); Skousen . (2009)
Audit Opinion Lokanan & Sharma (2018); Skousen ef al. (2009)
3 Rationalization
ted Party Transaction Abdullahi eral. (2015); Hasnan et al. (2013)
Founder's on Board Hasnan er al. (2013)
CEO Tenure Abdullahi et al. (2015); Wang eral. (2017)
4 Capability CEO Age Abdullahi eral (2015)
CEO Educations Abdullahi et al (2015); Lokanan & Sharma (2018)
Beneish M-Score Beneish (1999); Warshavsky (2012); Zaki (2017)
[ Corporate Fraud F-Score Dechow er af. (2011); Hung, Ha, & Binh (2017)
Tax Avoidence Chen, Huang, Lin, & Wang (2019)
Altman Z-Score Altman (1968); Maccarthy (2017); Sulub (2014)
Altman Z-Score Altman { 1968); Maccarthy (2017); Sulub (2014)
7 Financial Distress | Altman Z"-Socore Altman (1968); Maccarthy (2017); Sulub (2014)
Springate Aminian ef al. (2016); Springate (1978)
Zmijewski Aminian er al. (2016); Zmijewski ( 1984)

. RESULTS AND DISCUSSIONS

The total population ¢ mpanies listed on the Indonesia Stock Exchange (IDX) as March 1, 2019 is
626 companies. There are 208 companies listed on the IDX after January 1, 2012 so tmhey do not meet the
research criteria and are not further examined in this research. Of the remaining 418 companies listed on the
e}( before January 1, 2012, there were 108 companies which were not examined further because they were
engaged in the finance, property, real estate a construction industries (64 moving companies in the financial
industry and the remaining 44 companies are engaged in the property, real estate and construction industries).
Thus the data of remaining 310 companies was collected from 2012 to 2017 resulting 1,550 data that will be
further examined in this research.

All the of classic assumption test condected showed that the data passed all the classic assumption test
with Durbin Watson value (autocorrelation test) of 0.79 for financial distress and 1.30 for corporate fraud, VIF
value (multicollinearity test) of 1.013 for pressure, 1.04 for opportunity, 1.62 for rationalization, and 1.00 for
capability. The result of scatterplot test (heteroscedasticity test) and normal P-P Plot test (normality test) also
showed that the data do not have heteroscedasticity and normality problem.
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Tabel 2. Result of Hypothesis Test (t value test)

No l‘vi“"'”,h]“‘ . ‘:"ri’b}e | Std. Error c;:;]':g: f:”éfm t Sig. Decision
H1 Financial Distress Pressure 0 32800 -0.15500 -589.300 0.,00000 Accepted
H2 Financial Distress Opportunity 0.14600 -0.00500 -0,19900 0.84200 Rejected

H3 Financial Distress Rationalization 004800 0,15300 464,600 0,00000 Accepted
H4 Financial Distress Capability 000400 011700 447 600 0.,00000 Accepted
H5 Comporate Fraud Pressure 0.,15200 0,11800 434,300 0.,00000 Accepted
H6 Corporate Frawd Opportunity 006800 008800 320,800 0,00100 Accepted
H7 Corporate Fraud Rationalization 002200 0.07400 218,000 0.02900 Accepted
H8 Corporate Fraud Capability 000200 005600 206,200 0,03900 Accepted
H9 | Comorate Fraud | Pl 001200 0,12800 472700 | 000000 | Accepied

Based on the results of hypothesis testing in Tabel 2 above, it can be c:()nc:@ed that hypothesis one
(H1), hypothesis three (H3), hypothesis four (H4) have successfully accepted, so it Canai concluded that
pressure, rationalization, and capability have a significant influence on financial dislre The results of this
study are consistent with the results of previous studies conducted by Abdullahi ef al. (2015), Aminian et al.
(2016), Hilsnir al. (2013), Jia et al. (2009), Lokanan and Sharma (2018), Maccarthy (2017), Puspitha and
Yasa (2018), Skousen et al. (2009), Sulub (2014), Wang et al. (2017), Wu et al. (2014) and Zaki (2017).
However, the results of the amllysallso show that the hypothesis two (H2) is rejected, so that it can be
concluded that opportunity does not have a significant effect on financial distress. The results of the hypothesis
two (H2) are not consistent with the rems of previous studies. Rejection of the hypothesis two (H2) states that
the opportunity is proven empirically does not have a significant effect on financial distress. This result may
ur because of the tight control, both those carried out by the internal of the company as well as by the
external parties of the company which causes the management of the company unable to carry out negligence
which will later cause ta;()mpimy to experience financial distress. Strict control by authorized government
institutions, such as the Indonesia Stock Exchange (IDX) and the Financial Services Authority (Otoritas Jasa
Keuangan/OJK) has contributed to the control of corporate governance in public companies.

The results of hypothesis testing in Table 2 above showed that hypotheses ae (H5), hypotheses six
(H6), hypotheses seven (H7), hypothesis eight (H8) are successfully accepted, so it can be conc]udﬂ that
pressure, opportunity, rationalization and capability have a significant influence on C()l‘[}()l’illﬁmud. The results
of this study are consistent with the results of previous studies conducted by Abdullahi et al. (2015), Aminian et
al. (2016), Dechow et al. (2011), Hasnan et 013), Jia ef al. (2009), Lokanan and Sharma (2018), Maccarthy
(2017), Puspitha and Yasa (2018), Skousen [. (2009), Wang ef al. (2017), Warshavsky (2012), Wu et
(2014) and Zaki (2017). The result also showed that hypothesis nine (H9) is successfully accefpZ#l which is
consistent with the previous studies conducted by Altman (1968), Aminian et al. (2016), Beer et al. (2019),
Beneish (1999), Chen er al. (2019), Dechow er al. (2011), Hung er al. (2017), Khurana er al. (2018), Lopez-
Gonzilez, Martinez-Ferrero, and Garcia-Meca (2019), Maccarthy (2017), Shen et al. (2019), Springate (1978),
Warshavsky (2012), Zaki (2017) and Zmijewski (1984).

Additional test was conducted to test the mediating effect of financial distress to fraud theory and
corporate fraud. The resuts were as follow:

Tabel 3. Result of Sobel Test
Independent Variable 1 statistic P-Value
Pressure 368731790 000022663
Opportunity 0.19882389 084240051
Rationalization 3.31348472 000092141
Capability 3.25012295 000115355
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The results of the Sobel Test test in Table 3 above show the test results for the independent variable on
corporate fraud mediated by financial distress resulting in a t-statistic test result of 3.69 for pressure, 020 for
opportunity, 331 for rationalization and 3.25 for capability. Test rﬂlt for pressure, rationalization and
capability are gl’Cilhill‘] the t table value amounting to 1.96. From the results of the t-statistical test, it can be
concluded that the financial distress variable has a mediating effect in the effect of the pressure, rationalization
and capability to corporate fraud.

V. CONCLUSIONS AND IMPLICATIONS

Especially in Indonesia, the practice of corporate fraud is still very difficult to detect by the public due
to the lack of government regulations governing whistleblower systems that can expose corporate fraud
practices. The lack of information that can be accessed by the public regarding the practice of corporate fraud in
the business environment causes a high risk that must be borne by the public against losses caused by cases of
corporate fraud.

This study tries to empirically examine the factors that enable corporate fraud to occur using only
secondary data available and freely accessible to the general public, so that the general public can analyze the
possibility of corp@e fraud in a company based on secondary data. Fraud diamond theory is the main theory
used in this study to explain the factors that can cause corporate fraud. This study also uses financial distress
variables as an intervening variable in explaining the relationship of influence between fraud diamond theory
and corporate fralucn

a"mm the results of this study, it can be concluded that fraud diamond analysis and financial distress
can be effectively used to detect the possibility ()iﬂ()rp()rale fraud, where the measurement of all variables
examined in this study uses secondary data that can be accessed freely by the public. This facilitates the efforts
of economic practitioners, academics, governments and even the public to detect the possibility of corporate
fraud occurring in day to day economic activities.

The conclusion of this research on corporate fraud cases in Indonesia can also be used as input and
consideration for stakeholders in other countries in the Southeast Asia region, especially for investors and
government agencies. With the increasing number of economic cooperation between Southeast Asian countries
that facilitate the implementation of cross-country investment, the case of corporate fraud in one country will
not only affect the country, but will also affect other countries. By looking at the importance of research on
corporate fraud, the conclusions in this study are expected to be useful in subscqlm studies in countries in
Southeast Asia other than Indonesia and can effectively minimize or even prevent the risk of corporate fraud
occurring in the company.

Some recommendations and suggestions that can be developed in future research/studies are expand
the scope of the analysis of corporate fraud by including an analysis of other types of corporate fraud such as
misuse of company assets and fraudulent g()vermrat, development of formulas/measurements so that they can
be applied to detect corporate fraud in companies engaged in the finance, property, real estate and construction
industries. Future researcher also can changing the method of collecting data from secondary data into primary
data or combined data using questionnaire instruments or by direct interviews with the respondents involved in
research so that research can be done with the availability of more complete and accurate data.
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