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Abstract This study aims to empirically examine the
factors that can be used to detect the risk of Fraudulent
financial statements. Fraudulent financial statement is an
interesting topic to study, because it has a huge impact on
business sustainability and the country's economy may
become a crisis. The research population is the financial
sector companies listed on the Indonesia Stock Exchange
in 2018-2021. The sampling technique uses purposive
sampling. The number of companies that meet the sample
criteria is 76 companies, so there are 228 observations.
Data analysis used Moderated Regression Analysis for
hypothesis testing. The results show that companies which
provide shares for managers and streamline the role of the
whistleblowing system and audit committee will prevent
companies from committing fraud, because they act as
internal controls. Auditor switching and management
arrogance are early indicators that can be used for fraud
detection, because the strategy of management is to hide
crimes. Financial ratios are certainly the easiest indicator to
detect fraudulent financial statements risk, profitability,
liquidity, and solvency of a company that is small or minus
will encourage management to commit fraud so that the
company looks good. Also, organizational culture can
reduce the risk of fraudulent financial statements if it is
properly internalized.

Keywords  Fraud, Managerial Ownership, Auditor
Switching, Financial Ratios, Organizational Culture

1. Introduction

Fraudulent financial statement is a misstatement or
intentional omission of amounts or disclosures in financial
statements to deceive financial statement users [1]. Fraud
will threaten the sustainability of the business [2] and
harm the macroeconomy, for example, the case of fraud
committed by Enron, WorldCom, Qwest, Tyco, and
Global Crossing with a loss of $ 460 [2,3]. Fraud has
become a big enemy of corporations and the state;
according to the Association of Certified Fraud
Examiners' survey (A.C.F.E.) in 2019, there were 239
cases of fraud with a loss of IDR 873.4 billion, 20.9%
cases of misappropriation of assets with a loss of IDR
257.5 billion; corruption in 69.9% cases with a loss of
IDR 373.6 billion; financial statement fraud in 9.2% cases
with a loss of 242.3 billion [2].

Fraudulent financial statements resulted in substantial
losses with few cases, with the financial industry being the
most disadvantaged, around 41.4% of the total loss [2].
Fraud often occurs by manipulating financial statements
through account takeovers, loan fraud, account transfers,
and checks. According to studies [4,5,6,7,8] the risk of
fraud can be reduced by good corporate governance. The
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company has an excellent financial condition, reflected in
financial ratios and internalization of organizational
culture to control management behavior. Detection of
fraud risk in financial statements using the Dechow
F-score is considered to have better accuracy than other
measurements [9].

The Dechow F-score is better for detecting fraud in
developing countries than the Benes M-score [9].
According to [9], developed countries have better fraud
control and supervision instruments than developing
countries. Of course, set and developing countries have
different characters, so the Dechow F-score is suitable for
developing countries. This study adds a variable
whistleblowing system that is not used [9,10,11].
Implementing an effective whistleblowing system is the
most effective tool for detecting fraud as a form of the
principle of corporate transparency [9,11]. Also, the
internalization of organizational culture is the main
component of the company to control the increase in
financial statement fraud.

2. Literature Review

Fraudulent financial reporting is a deliberate act to
increase stock prices for personal purposes or deceive
financial statement users [1]. Fraud usually occurs when a
company heighten assets and revenues or when a
company understates liabilities and costs. Financial
reports are generally carried out by agents who have the
opportunity; based on a survey conducted by A.C.F.E. in
2018, most frauds were committed by directors, managers,
and company internal parties [2]. Fraudulent financial
statements usually involve falsification, manipulating
financial records and business documents, intentionally
omitting  significant  transactions, accounts and
information. In addition, the use of accounting principles
and disclosure procedures is not appropriate and
eliminates information that should be disclosed about the
accounting principles and policies used [12,13]. The
variables used are Good Corporate Governance (G.C.G.),
financial ratios, and organizational culture.

G.C.G. is a company's internal control system that has
as its primary goal the management of substantial risks to
the company's business objectives, to secure the
company's assets and increase the value of the shareholder
investment over time [14]. The concept of G.C.G.
guarantees the rights of stakeholders to obtain correct and
timely information and the company's obligation to make
accurate, convenient, and transparent disclosures of all
company information on financial statements. The
benefits of G.C.G. for companies are that it improves
performance and corporate value, and minimizes agency
costs [14,15,16]. G.C.G.'s mechanism, in the form of
managerial ownership, whistleblowing system, C.E.O.
arrogance, and audit committee [12,17], explains the
effectiveness of the G.C.G. structure in reducing the

possibility of financial statement fraud.

Financial reporting fraud can be minimized with
management involvement in share ownership. Managerial
ownership can avoid the possibility of differences in
interests between stakeholders, and management will be
more prudent in presenting financial statements and be
more motivated to increase the company's value so that
management works by the interests of the principal. Weak
corporate governance will provide opportunities for
managers to commit financial statement fraud. A study by
Shi et, al [18] proved that the higher the percentage of
Managerial ownership, the lower the probability of
financial statement fraud. A study [17,18] revealed that
managerial ownership harms financial statement fraud.

The external auditor is a supervisory mechanism by
conducting audits of financial statements to control
management behavior. S.A. No. 316 shows a tense
relationship between management and the
current/predecessor auditors to indicate fraudulent
financial reporting. Several studies suggest that audit
failure increases when there is a change of auditors in the
company [19] because the new independent auditors still
do not know the company's condition. Besides, the limited
audit process period becomes an obstacle in the audit
process [20]. A study [21,22] shows that clients can use
the auditor switching mechanism to reduce the possibility
of observe fraud in the company's financial statements.

Arrogance is an attitude of superiority or greed from
people who believe that internal control does not apply
personally [23]. Study [21] explained that many images of
the Chief Executive Officer (C.E.O.) displayed in the
company's annual report could represent the level of
arrogance or superiority of the C.E.O. The high losses due
to fraudulent financial statements that have occurred in
recent years have encouraged companies further to
improve corporate governance. One of the ways is by
creating a whistleblowing system that is used to prevent
fraud. The more warnings are sent through the
whistleblowing system, the smaller the risk of company
losses due to the obligation to pay fines and loss of assets
due to financial statement fraud. A study [4,16] revealed
that the use of a whistleblowing system could be used for
the early detection of potential fraudulent financial
statements. The existence of an independent audit
committee, as an external party to the company that
independently supervises the Agent, is projected to
weaken senior managers' intrinsic motivation and their
attention on internal earnings, which could lead to
financial malfeasance [18]. The audit committee functions
to reduce the risk of fraudulent financial statements
[24,25,26].

To understand the financial statements and the
information they provide for third parties there are many
techniques, models and analyses that can help
usdistinguish the financial ratios. Financial ratios are a
way of analyzing financial statements to assess the
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company's financial performance to obtain an overview of
the company's financial position [24,27,28]. The financial
ratios used for financial statement analysis are ratios,
liquidity, solvency, and Profitability [15,27]. Liquidity
measures the company's ability to pay the debt. Solvency
is the ratio used to see the extent to which the company
uses funding through debt; solvency is measured by the
debt ratio used to see how much assets are financed by
debt [29]. Profitability is a metric that measures a
company's capacity to make money[30].

Organizational culture is a set of values, norms, habits,
and beliefs used to guide administrative activities. An
honest and ethical corporate culture can prevent financial
statement fraud in companies [31]. Organizational culture
will also build ethical behavior, which will influence
management to implement good corporate governance so
that the primary orientation is to maximize shareholder
profits [8,30]. Organizational culture reflects character of
the organization that becomes a guideline for all members
in carrying out their duties to create integrity [8,32].

Table 1.
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3. Material and Methods

The causal-comparative research design tests the
relationship between variables and test hypotheses [33].
The population of this study is the financial sector
companies listed on the Indonesian stock market for the
period 2018-2020. The number of financial companies
that went public listed on the Indonesia Stock Exchange
from 2018 to 2020 amounted to 90 companies, so there
were 270 research company analysis units. This study
uses the variables of Fraudulent financial statements,
financial ratios, G.C.G. mechanisms, and organizational
culture. The financial statement fraud detection variable in
this study was measured using the Dechow F-score model;
this method was developed by Dechow in 2011 and is
considered better than the Beneish M-score model used by
previous researchers. This method has better accuracy and
is more suitable for developing countries [11,34]. The
following formula calculates the Dechow F-score method:

Dechow F-Score Formula:

“F-score = | Prob(FFR)/0,0037

Fd | b=

Probability = | gpredictzd value

[: 1 +epredicted l'a!ue)

3 | Predicted Value =

-7.893+0,790x(rsst_acc)+2.518x(ch_rec)+1.191x(cv_inv)
+1.979t:(soft assets)+0,17x({ch cs)+(0,932)x(ch roa) +1.029x(issue)

DI

4 | rsst_acc=[(TotalAssets, Cash&equivalents-Investments& Advances Other+
TotalLiabilities, PreferredStock,)-( TotalAssets. ;-Cash&equivalents+Investments& Advances Othery
iHnvestmentsatEquity,-TotalLiabilities, ;—preferredStock,.1)]/[ . 5(TotalAssets.; + TotalAssets,)];

ch rec=(AR+AR.1)/ 5(TotalAssets, 1+ TotalAssetst)

cv_inv=(Inventoryt-Inventoryt-1)/ 5(TotalAssetst-1 + Total Assetst);

soft_assets= (TotalAssetst-netPP&E-Cash&equivalentst)/ TotalAssetst;

ch_cs={[Salest(ARt — ARt-1)]/[Sales,1-(Art-1— ARt-2)]}-1;
ch_roa=[NetIncomet/.5(TotalAssetst-1+TotalAssetst)]-[NetIncomet-1/.5(TotalAssetst- +TotalAssetst-

Issue=1 if the company issues long-term debt or common stock in year t; 0 otherwise.

InvestmentsatEquity-

Source: Dechow, et al (2011)
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The results of the calculation “F-score can be identified
as four, F-score > 2.45 very extreme risk, F-score > 1.85
extreme risk, F-score >= 1 risk above normal level, and
F-score < 1 normal risk or below [35].

The measurement of the independent variables of this
study is as follows:

Table 2. Operationalization variables

Variable Variable Measurement Source
Managerial stock manager/ shares Skousen et al.
Ownership outstanding (2009)
Auditor Code 1, auditor switching Wolfe &
Switching occurs, and 0 does not Hermanson
' (2004)
Arrogance Number of C.E.O. images in Crowe (2012)

the annual report

Whistleblowing
System

Number of reported fraud
reports in the annual report

Audit Committee

Number of audit
committees/Number of

Skousen et al.

o (2009)
commissioners
Liquidity Cu_rrent ass_ets—current
inventories/debts
Solvency Total assets-total Kasmir
assets.,/total assets (2010)
Profitability Net profit/ Average of total
assets

Organizational Number of transactions with Cousins
culture related parties (2019)

Data analysis used Moderated Regression Analysis
(M.R.A)) method for predicting the variation of the
variable by regressing more than one independent variable
to the dependent variable simultaneously. M.R.A. was
chosen because it can reduce estimation bias and
multicollinearity, control individual heterogeneity and

identify time-varying relationships between dependent
and independent variables [26]. The analysis uses S.P.S.S.
24. The research model in this study is:

Y1 o+ BMO + BAS + BAR + BWS + BsAC + e

Liq + BsSol + BgPro + e 1)

Y2: o+ ﬁlMO + ﬁzAS + B3AR + B4WS + B5AC + BG
Liq + BsSol + BgPro + BgY,0C + ¢ &)

Y3 o+ 1Yz + B,BO + B3Y,*0OC + ¢ 3

4. Research Findings

This research was conducted on financial companies
listed on the Indonesian stock exchange with 90
companies listed for three consecutive years, which met
the criteria for a sample of 76 companies and 228
observations.

Table 3 shows the mean fraud of 0.7510; this value
indicates that the financial sector companies have average
fraud risk or have a slight chance because the F-score
value is <1 risk. Managerial ownership has a mean of
0.7441, which is lower than the standard deviation,
indicating that management who owns company shares
has little presentation or high data variation. Auditor
switching has a standard deviation value higher than the
average; this shows that the company did not change
auditors on average in the year of observation, so the risk
of fraud is negligible. Arrogance has a mean of 7.2993,
higher than the standard deviation of 4.8240, which
explains the low superiority because the C.E.O. doesn't
show photos in the annual report.

Table 3. Descriptive Statistics

Minimum Maximum Mean Std. Deviation
Fraudulent -0.0502 1.1400 0.7510 0.3010
Managerial Ownership 0.0197 0.1830 0.7441 1.6202
Auditor Switching 0.0031 0.2150 0.1251 0.9740
Arrogance 0.0018 19.2210 7.2993 4.8240
Whistleblowing System 0.0010 0.1220 0.7210 0.6801
Audit Committee -0,0330 0.0480 0.0198 0.1600
Liquidity -0.0768 0.8073 0.3708 0.1802
Solvency -3.9116 1.8426 0.1085 0.1350
Profitability 0.3130 0.2128 0.0473 0.0512
Organizational culture 0.0110 0.0980 0.0730 0.0140

Source: Secondary data processing, 2021
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The whistleblowing system has a mean of 0.7210, more
significant than a standard deviation of 0.6801. It is
indicated that reporting fraud through the whistleblowing
system was high in the year of observation. The audit
committee has a mean of 0.0198 which is lower than the
standard deviation of 0.1600, indicating that the
percentage of the audit committee has not worked well
because of the small number of personnel. The financial
ratios of liquidity, solvency, and Profitability have a mean
more significant than the standard deviation, so it can be
concluded that the company has good prospects and can
pay its debts. Organizational culture has a mean of 0.0730,
which is greater than the standard deviation of 0.0140,
explaining that the company had built a good corporate
culture to minimize fraud.

Table 5 describes the results of the regression test with
multiple regression analyses of fraud risk. Managerial
ownership has a beta coefficient of -0.0132 and has a
significance of 0.0020, indicating that management
owning company shares will reduce the potential risk of
fraud. Managers who own company shares can solve
agency conflicts using the convergence of interest
between managers and shareholders. Fraud occurs
because of weak supervision to provide an opportunity for
managers to behave defiantly by committing fraud; this
can be anticipated if management owns company shares.
According to [17,36], shares ownership by company
management can equalize the interests of shareholders,
improve management performance, and avoid moral
hazards and adverse selection. A study [18,37] revealed
that managerial ownership could reduce the potential for
financial statement fraud.
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Auditor switching has a beta value of 0.8470 and has a
significance of 0.0153, indicating that audit switching has
a positive effect on the risk of financial statement fraud.
Companies that perform audit changes in a short time
create a high potential for fraud. In 2018-2020, several
financial sector companies changed auditors; this indicates
that the company closed deviant actions by management
so that they were not audited. New auditors need a lot of
time to study the company's characteristics in the audit
process, so they are not able to know in detail the potential
for fraud of the company. The research of [21] revealed
that audit failure increased due to the change of auditors in
the company. Study [18,20,37,38] shows that clients can
use the auditor switching mechanism to reduce the
prospect of detecting fraudulent acts in the company's
financial reporting. Auditor switching is the leading
indicator of companies committing fraud that will harm
stakeholders in the long term.

Arrogance has a beta coefficient of 0.0079 and a
significance value of 0.5420, indicating that arrogance
does not affect financial statement fraud. Arrogance is an
attitude of primacy or greed from people who believe that
internal control does not apply personally [39]. According
to [21,23], the number of images of the Chief Executive
Officer (C.E.O.) displayed in the company's annual
finance report can represent the level of arrogance or
primacy of the C.E.O. In the year of observation, the
average financial sector company did not display a photo
of the C.E.O. in the annual report; the company only
showed a picture of the board of commissioners and
president directors. So, it can be concluded that financial
sector companies do not have superior arrogance or
character that will trigger financial statement fraud.

Table 4. Hypothesis Test

Model 1 Model 2 Model 3
Variable
B Coef Sig B Coef Sig B Coef Sig
Managerial Ownership -0.0132 0.0020* -0.0971 0.0530 -0.6620 0.0020*
Auditor Switching 0.8470 0.0153* 0.5864 0.0121* 0.1441 0.0140*
Arrogance 0.0079 0.5420 0.8510 0.8299 0.4983 0.0219*
Whistleblowing System -0.0615 0.0132* -0.6310 0.1210 -0.3317 0.0401*
Audit Committee -0,0938 0.0280* -0.2922 0.0507 -0.0175 0.0110*
Liquidity -0.8820 0.0330* 0.5070 0.0309* -0.4351 0.0140*
Solvency 0.3918 0.0057* 0.0629 0.0229* 0.1507 0.0310*
Profitability -1.1550 0.0410* 0.2174 0.0480* -3.0473 0.0490*
Organizational culture -0.0223 0.0173*
R-Square 0,3100 0,0341 0,5710

Source: Secondary data processing, 2021
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The whistleblowing system has a beta coefficient of
-0.0615. It has a significance value of 0.0132, stating that
the whistleblowing system harms the risk of fraud in its
financial statements. A whistleblowing system is used to
report fraud committed by management; this shows that
the system built by the company can reduce the risk of
fraud. A whistleblowing system is the early detection of
fraud that has not been detected directly by the company.
Early detection through the whistleblowing system
mechanism will prevent the company from losses
[4,10,16,36].

The audit committee has a beta coefficient of -0.0938
and a significance of 0.0280, implying that the audit
committee is a risk factor in financial statement fraud. The
Audit Committee has a vital and strategic role in
maintaining the confidence of preparing financial
statements and preserving them. The creation of an
adequate corporate supervision system, as well as the
implementation of Good Corporate Governance,
according to [25,26,40] revealed that companies that have
an independent audit committee would report earnings
with a smaller discretionary accrual content compared to
companies. They do not have an audit committee because
the audit committee has a role in overseeing the
operations of a larger company to avoid fraud.

Liquidity has a beta coefficient of -0.8820 and a
significance value of 0.0330, which is accepted when
liquidity hurts financial statement fraud. The liquidity
ratio analyzes a company's capacity to meet its financial
obligations; the more significant ratio indicates that the
company has an excellent ability to pay its debts, thus
avoiding fraud [7,9]. The low level of liquidity encourages
managers to commit financial statement fraud because
they feel pressured, so they will do various ways to make
it look as if the company seems good by manipulating it
[6,22,26]. According to [23,44], companies with liquidity
problems have a significantly greater error rate in their
financial statements than companies that do not face
liquidity problems.

Solvency has a beta coefficient of 0.3918 and a
significance of 0.0057, indicating that solvency positively
affects financial statement fraud. Solvency measures the
company's ability to pay debts with assets owned. The
greater solvency of the company is an indicator that the
company is not experiencing financial distress. This study
finds that the solvency of financial sector companies
increases the risk of financial statement fraud because, in
the year of observation, many companies are having
financial distress. Profitability has a beta coefficient of
-1.1550 and a significance value of 0.0410, indicating that
Profitability hurts the risk of financial statement fraud.
Profitability measures the management's ability and
efficiency in the use of company assets to generate net
income. The larger ratio means that the company's
condition is getting better [14,44]. This ratio has a

negative relationship with the possibility of fraudulent
financial statements of a company. The smaller this ratio,
the more likely the company is predicted to commit
financial statement fraud [20,37,41].

Organizational culture has a beta coefficient of -0.0223
and a significance of 0.0173, indicating that corporate
culture hurts the risk of financial statement fraud.
Organizational culture can weaken the risk of fraud in
financial statements through the relationship between
variables; this indicates that organizational culture has a
vital role in minimizing the risk of fraud by increasing the
responsibility and sense of belonging to the company by
management. Thus, management is concerned about
actions that will harm the company [8,19]. According to
[30,42,43] revealing culture is the best way to prevent
fraud. An organizational culture that is firmly implanted
will support the achievement of work performance. A
culture internalized within management will influence its
behavior so that the main goal is to create stakeholder
satisfaction.

5. Conclusions

Based on the findings of the analysis, it can be
concluded that the risk of financial statement fraud can be
minimized. The company implements good corporate
governance by giving the proportion of shares to
management as a form of a convergence of interest.
Auditor switching that occurs quickly is an early
indication of a company committing fraudulent financial
statements. The whistleblowing system and audit
committee function as internal controls to detect potential
fraud early and control management behavior. Financial
ratios can be used to detect potential financial statement
fraud; low financial ratios encourage management to
commit financial statement fraud so that the company
looks good. Also, the organizational culture that is
internalized to management can control management
behavior in acting. Based on the results of this work,
financial sector companies can improve the effectiveness
of corporate governance by increasing managerial
ownership, changing auditors regularly and according to
regulations, continuing to increase the role of the
Whistleblowing system and audit committee. In addition,
financial ratios can also be used as an alternative for the
early detection of fraud by management.
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