COPYRIGHTINTERNATIONAL ISLAMIC UNIVERSITY MALAYSIA

FACTORS INFLUENCING INTENTION FOR FRAUD IN
FINANCIAL REPORTING AMONG MUSLIM
ACCOUNTING PRACTITIONERS IN THE MALAYSIAN
BANKING INDUSTRY

BY

YUNITA BINTI AWANG

A thesis submitted in fulfilment of the requirement for the
degree of Doctor of Philosophy in Accounting

Kulliyyah of Economics and Management Sciences
International Islamic University Malaysia

FEBRUARY 2016



ABSTRACT

Fraud is a global business problem causing significant ethical dilemmas for businesses
and harmful to capital market participants. Fraud gives rise to severe financial losses.
Fraud in financial reporting is the intentional misstatement of financial information to
mislead the financial statement’s users. It threatens investors’ confidence in published
financial statement. Fraudsters are commonly involved in finance or finance-related
functions for reasons of unattainable high earnings projection, personal gain and
weakening moral values. Fraud is indeed a very difficult misconduct to prove as it is
normally concealed, not easily measurable or detectable. The main objective of this
study is to examine the factors influencing intention for fraud in financial reporting
among Muslim accounting practitioners in a highly regulated Malaysian banking
industry. The intention rather than actual occurrence of fraud in financial reporting is
examined, as the likelihood of performing behaviour depends on the level of
behavioural intention. This study adopts a mixed method approach that employs
aspects of both quantitative and qualitative procedures involving self-administered
questionnaire and semi-structured interviews. A total of 121 respondents were
involved in the survey and partial least square structural equation modelling was used
in analysing the quantitative data. The results indicate that attitude, subjective norm
and ethical judgments are influential factors, whereas perceived behavioural control,
Islamic religiosity and adherence to Islamic professional ethics are not influential
factors in the intention for financial reporting fraud. Meanwhile, twenty interviewees
participated in the semi-structured interviews that provide supports to all significant
survey findings but partially support the results on perceived behavioural control and
contradict the findings on the Islamic religiosity and adherence to Islamic professional
ethics. The input gathered from the semi-structured interviews was analysed and
categorised into meaningful perspectives, which led to three new emerging themes of
high regulation, the tone at the top and secular worldview. This study contributes in
testing the extended Theory of Planned Behaviour that incorporates ethics factor and
religious values based on Rest’s four component model and Hunt and Vitell’s model.
Although the theories are developed in the west, the variables such as attitude,
subjective norms, perceived behavioural control and ethical judgment are applicable
to the Islamic environment. However, the variables of Islamic religiosity and Islamic
professional code of ethics are specifically tailored for the Muslims due to the
differences between the Western and Islamic environment. This study specifically
highlights the influence of Muslim accounting practitioners’ Islamic worldview on
fraud intention. The emerging factors that influence intention provide new
perspectives to auditors, top management and regulators within the industry in
developing strategies to curb the intention for fraud in financial reporting.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF STUDY

Fraud is believed to be the most serious corporate problem in the present business
environment (KPMG, 2009; Palshikar, 2002; M. Smith, Normah, Syed Iskandar
Zulkarnain, & Ithnahaini, 2005) and continues to be a growing problem, particularly
in a tight budget situation (KPMG, 2011). Fraud causes huge losses to organizations,
including investigation costs, staff sickness or suspension costs, internal disciplinary
costs, external sanction costs, permanent staff replacement costs and intangible costs
of a damaged reputation (Button, Lewis, Blackbourn, & Shepherd, 2015). Fraud is
defined as “a deliberate deceit planned and executed with the intent to deprive another
of property or rights directly or indirectly, regardless of whether the perpetrator
benefits for his/her actions” (KPMG, 2013: 2).

By its very nature, fraud is not accurately observable or measureable as it is
commonly hidden. Fraud is not condoned by society as it reflects the decline in
people’s moral values. Fraud reflects an abuse of trust by employees towards their
respective employers, and can occur in large or small corporations, privately-owned
companies, publicly traded companies, not-for-profit organizations or government
organizations (ACFE, 2012, 2014). It is committed not only by top management but
also by middle to lower level employees (Treadway Commission, 1987), at
management and non-management level (KPMG, 2009), either willingly or due to
pressure from top management for the personal benefit of certain individuals or for

reasons such as greed for an excessive lifestyle and personal financial pressure



(KPMG, 2009, 2013). Fraud may involve collusion between employees and
management (KPMG, 2009). The instructions from middle managers explicitly can
exert strong organizational pressures on more junior managers to perform actions that
are questionable, unethical or sometimes illegal (Badaracco & Webb, 1995).The key
underlying factors for fraud are opportunity, incentive pressure, and rationalization;
these are referred to as the fraud triangle (Wells, 2004). In fraud survey reports
produced by the Association of Certified Fraud Examiners (ACFE), a median time lag
of eighteen months is needed before fraud cases can be detected for the reported
survey period between January 2010 to December 2011 (ACFE, 2012), and between
January 2012 to December 2013 (ACFE, 2014), respectively. Association of Certified
Fraud Examiners (ACFE), founded in 1988, is the world’s largest anti-fraud
organization and its published report covers the occupational fraud cases as
investigated by the Certified Fraud Examiners (CFEs) around the globe.

As reported in the New Straits Times, fraud has increasingly become a major
problem in Malaysia, with more than 60 per cent of the Malaysian listed companies
surveyed had experienced some form of fraud and almost a quarter of companies
surveyed have lost more than RM 1 million each to fraud (Management Times, 2001).
Additionally, in the fraud survey conducted by the KPMG Malaysia based on the
responses received to a survey questionnaire that was distributed to a representative
sample of Malaysia’s companies across the public and private sectors covering the
period from January 2006 to December 2008, 61% of the respondents indicated that
fraud against Malaysian business is set to rise in the next two years (KPMG, 2009). In
a more recent fraud survey covering the period from January 2010 to December 2012,
89% of the respondents believed that fraud dramatically increased over the past three

years (KPMG, 2013).



In Malaysia, the country’s business community is significantly affected by the
local fraud cases such as Transmile Group Berhad, Megan Media Holdings Berhad,
and Tat Sang Berhad (Normah & Katerina Maria, 2012). The value of reported fraud
in Malaysia between January 2006 and December 2008 was RM63.95 million
(KPMG, 2009). Twenty out of 204 (ACFE, 2012) and ten out of 129 (ACFE, 2014)
occupational fraud cases in Asia region occurred in Malaysia during the period
between January 2010 and December 2011, and January 2012 and December 2013
respectively.

It is almost impossible to devise laws and regulations that would eliminate
fraud in total because fraud is initiated by people. Those who intend to commit fraud
will find possible alternatives to manipulate the rules to achieve their targets.
However, fraud deterrence is possible through effective internal controls systems,
well-composed audit committees, strong functioning regulatory authorities and
external auditors to detect fraud as well as through high commitment of top
management to embed an ethical culture within their organization (Azham, 1994).

Occupational fraud occurs in the form of corruption, asset misappropriation or
financial statement fraud (ACFE, 2012, 2014). Corruption involves conflicts of
interest, bribery, illegal gratuities, and economic extortion; assets misappropriation
involves cash, inventory and all other assets; and financial statement fraud involves
asset or revenue overstatements and understatements (ACFE, 2012, 2014). 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
(Beasley, Carcello, & Hermanson, 1999 : 11)



In this study, the term “financial reporting fraud” is used interchangeably with
“financial statement fraud”, “fraud in financial reporting” and “fraudulent financial
reporting”. This study specifically examines the intention for fraud in financial
reporting in a banking industry, considering the significant consequences of fraud to
the banking industry is much greater than in other types of industries the nature of its

business, which involves managing depositors’ money.

1.2 MOTIVATIONS FOR THE STUDY

The on-going phenomenon of fraud in financial reporting is not new. Numerous
corporate scandals involving financial fraud have created concern, particularly for
their negative impact on global capital markets and on investors’ confidence. The
collapse of one of the five largest auditing firms in the world, Arthur Anderson, was
also due to fraud in financial reporting. In light of this collapse, the business
community and the accounting profession are “keeping an eye” on fraud in financial
reporting activities (Rezaee, 2005), because investors and other users of financial
reports need to be assured of the ethics of management and other participants in the
final reporting process (Kalbers, 2009). The people who are entrusted with a
company’s sensitive information and controls, especially those dealing with finance
functions or finance-related role, are those who are more frequently implicated in
fraud (KPMG, 2011; Rezaee, 2005). This is an indication of ethical failure among
those who have been given the trust to run financial matters and to safeguard the
internal control systems of organizations. The level of reported earnings can be
influenced by accountants either directly through their impact on the choice of
accounting methods or indirectly through monitoring the actions of managers who

influence reported earnings (Rosenzweig & Fischer, 1994). As managers typically



control financial reports, the incentive exists for them to deceptively manipulate
accounting procedures solely to increase their bonus (The Daily Record, 2003 in T. L.
P. Tang & Chen, 2008).

Although contributing to a low percentage of about 8% of occupational fraud,
financial statement fraud represents the greatest median loss at $1 million (ACFE,
2012, 2014). The KPMG Fraud Survey has also indicated that 31% (KPMG, 2009)
and 12% (KPMG, 2013) of the type of fraud perpetrated is in the form of financial
reporting fraud. Most common activities leading to financial statement fraud include
concealment of liabilities and expenses, improper revenue recognition, and inadequate
disclosures (Beasley et al., 1999; Weld, Bergevin, & Magrath, 2004). Others include
fictitious revenue recognition, revenue recognition of products and services which are
undelivered, incompletely delivered or delivered without customer acceptance
(Deloitte, 2009). KPMG fraud survey lists the type of financial reporting fraud to
include, among other examples, the deferring of expenses to a future financial period,
failure to provide for a bad and doubtful debts, inadequate or inappropriate omissions
or disclosures, creating fictitious revenue, and inconsistent application or
interpretation of accounting policies or standards (KPMG, 2009, 2013).

Similar to the findings in year 2010, the ACFE report indicated that the vast
majority that is, 77% of occupational fraud was committed by the employees in one of
six departments: accounting, operations, sales, executive or upper management,
customer service and purchasing (ACFE, 2012). Similarly, the employees in these
departments, together with the finance department, were collectively responsible for
approximately 77% of occupational frauds (ACFE, 2014). Accounting departments,
representing 22% and 17.4% of all reported cases, had the highest incidence of fraud

with a median loss of $183,000 and $150,000 in fraud survey for years 2012 and 2014



