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Common financial statement 
frauds: Insights from SEC 
enforcement actions

This article aims to:
Discuss the common financial statement 
fraud schemes identified by the Anti-
Fraud Collaboration (AFC) basis analysis 
of the SEC enforcement actions and 
measures to mitigate instances of fraud.
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Introduction
Corporate fraud, in particular 
financial statement fraud over 
the years have posed greatest 
threat to the public trust and 
confidence in the capital markets 
and have impacted stakeholders 
across the financial reporting 
ecosystem. The Anti-Fraud 
Collaboration (AFC)1 issued its 
report in January 2021 called 
‘Mitigating the Risk of Common 
Fraud Schemes: Insights from 
SEC Enforcement Actions’. The 
report identifies common financial 
statement fraud schemes. It 
analyses the enforcement actions2 
taken by the U.S. Securities 
and Exchange Commission 
(SEC) against companies, 
their employees, and outside 
auditors involving accounting or 
auditing issues where the SEC 
has issued an Accounting and 
Auditing Enforcement Release 
(AAER). This report provides 
observations on higher risk areas 
that are susceptible to fraud. It 
also provides insights into what 
companies can do to identify and 
mitigate these types of fraud risks 
more effectively. 

The report also highlights the 
global economic disruption caused 
by the pandemic (COVID-19) which 
can also significantly contribute 
in rise in fraud by companies. 
This could be due to enormous 
pressure on a company’s 
leadership, managers, employees, 
and business partners to meet or 
adjust financial targets, minimise 
the damage caused by revenue 

declines and manage stakeholders’ 
expectations. The report mentions 
that some of the common fraud 
schemes prevalent in COVID-19 
environment could include - 
fabrication of revenue to offset 
losses, manipulation of compliance 
with debt covenants and over- or 
understated accounting estimates 
to meet projections. 

In this article, we aim to 
summarise the findings of AFC 
vis-à-vis common financial 
statement fraud schemes and 
related accounting and reporting 
issues. We will also highlight 
other considerations relevant to 
fraud deterrence and detection by 
companies along with measures  
to mitigate fraud risks as provided 
in the report.

1. AFC was formed in October 2010 by the Center for Audit Quality (CAQ), Financial Executives International (FEI), The Institute 
of Internal Auditors (The IIA), and the National Association of Corporate Directors (NACD). AFC is dedicated to advancing 
the discussion of critical anti-fraud efforts through the development of thought leadership, awareness programs, educational 
opportunities, and other related resources focused on enhancing the effectiveness of financial fraud risk management.

2. AAERs released between 1 January 2014 and 30 June 2019.
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Common financial statement fraud schemes
The most common types of fraud identified by AFC are highlighted in the diagram below:

1.   Improper revenue recognition

The greatest number of fraud schemes identified in the 
review was related to improper revenue recognition. 
These schemes often included:

a. Falsifying customers or their contracts

b. Accelerating revenue in a current period even though 
all recognition criteria were not met

c. Recognising revenue when inventory was shipped  
on consignment 

d. Failing to account for extended terms, concession,  
or discount side-agreements

e. Percentage of completion and 

f. Engaging in channel stuffing - i.e., sending customers 
more goods than they can be expected to sell to 
inflate sales figures - and failing to properly account 
for returns.

2.  Reserves manipulation

The second most common type of fraud scheme 
identified involved reserves related issues. These  
mainly involve:

a. Manipulation of company’s expenses

b. Manipulating items on the income statement  
(e.g., moving costs out of cost of goods sold to 
inflate margins)

c. Improperly calculating accruals and 

d. Improper reduction or manipulation of reserves  
(e.g., accounts receivable, warranties, and rebates).

3.  Inventory misstatement

The misstatements related to inventory typically aligned 
with increasing inventory on the balance sheet to 
manage financial metrics or overall results. This could  
be achieved in a number of ways including:

a. Overcapitalising costs into inventory and inflating  
the value 

b. Recording fake inventory 

c. Timing of recording inventory reserves and

d. Failing to record losses when cost exceeds  
market value.

4.  Loan impairment deferral

This involved instances where creditors failed to 
recognise loan impairments and their associated reserve 
allowances or improperly reclassified loans to specific 
categories that do not require review for impairment 
or other issues. Both impairment reserve amounts and 
timing of recognition appear to be issues facing creditors.

Other areas identified are non-GAAP measures, 
misappropriation of assets and company funds, 
concealment of assets, related party transactions, 
business combinations and divestitures, material 
omission of information and disclosures and deceiving 
and/or misleading auditors.

AFC pointed out that companies should identify and 
address risks in most complex areas of accounting  
such as revenue, impairment and hedging. Risks  
may result from lack of familiarity with the new 
accounting standards/guidance/rules as well as from  
any opportunities for employees to manipulate the  
new rules in ways that organisations have not yet 
identified or adopted.
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Other accounting and reporting issues

In addition to the above mentioned top fraud schemes, 
AFC identified that certain fraud schemes included 
misleading and inaccurate financial statement 
disclosures, material weakness in internal controls  
and unsupported journal entries.

Inaccurate and misleading disclosures 
The disclosure issues related to financial reporting, in 
general, may signal how a fraud might be carried out 
or indicate a result of fraud’s existence. The report 
emphasises that in the wake of uncertainty being 
posed by the pandemic, it becomes more important 
for companies to keep investors informed about 
how they assess, plan for, and take steps to address 
the effects of the pandemic. Therefore, companies 
should consider evaluating whether COVID-19 related 
disclosures are accurate when tied to poor performance, 
impairment, or failing to meet expectations and not an 
effort to mask other problems, including fraud. Most 
importantly, companies should avoid being tempted to 
use the pandemic to cover up past accounting issues or 
performance problems. 

Material weakness in internal controls
The report points out that fraud may involve the 
circumvention of internal controls as companies may 
allow, encourage, or take advantage of internal control 
weaknesses. The weaknesses could include, inadequate 
segregation of duties, financial statements prepared 
by employees with insufficient training or accounting 
knowledge, and failure to reconcile significant account 
balances. Further, outright management override of 
controls also poses a significant risk. 

Unsupported journal entries
Unsupported journal entries could be used to perpetrate 
the frauds. Improper journal entries can be found in a 
wide variety of frauds, including schemes with inventory 
inflation or fabricated purchases.
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Fraud factors
The report identifies that while analysing AAERs, there was rarely a single root cause for each matter, as each 
scheme typically encompassed multiple issues. Accordingly, the AFC has observed following root causes for fraud 
basis the enforcement actions issued by the SEC:

Tone from above

Poor tone at the top could foster an environment or 
culture more conducive to fraud. Problematic tone at  
the top can manifest itself in many ways including:

a. Focussing on revenues and profits at all cost.

b. Tying compensation or bonuses to unrealistic  
goals that may incentivise employees to engage  
in misconduct.

c. Condoning an acceptance or culture of lax 
procedures (e.g., corner cutting) or disregard  
of controls.

Therefore, leaders who set and follow ethical standards 
will have a positive influence on the standards their 
employees follow. The report highlights that companies 
are also recognising the importance of middle managers 
in promoting a culture of compliance and preventing 
fraud. These employees play a critical role in overseeing 
and enhancing a company’s corporate culture and values 
by filtering down the right ethical tone to the rest of the 
employees within a company. Tone in the middle can also 
have a significant impact on a company’s fraud risk.

High pressure environment

An unnecessarily or unhealthy high pressure environment 
can lead to intentional or inadvertent failures of control 
activities and can be a potential contributor to fraud. In a 
high pressure environment where employees perceive 
that delivering bad news is unacceptable, they may 
rationalise that it is expected, or implicitly encouraged, to 
make numbers or take whatever steps they need to meet 
earnings projections and other expectations.

However, certain actions including training and better 
transparency can counter-balance the risk from a high 
pressure environment. Pressure to skirt the rules is 
potentially reduced in an environment where targets and 
achievements are clearly reported, so that observers 
from the top or other parts of the organisation have a 
chance to understand how they are or can be achieved. 
Similarly, companies can offer employees training on the 
organisation’s ethical expectations as well as compliance 
requirements and can also reward those who follow 
the rules as it will demonstrate that meeting them is 
important to a company’s leadership.

Additionally, in the current remote work environment, it 
is important for leaders to not knowingly or unknowingly 
squash bad news, rather they should address bad news 
such as failure to meet analyst expectations, and what 
positive steps the organisation will take to address it.

Lack of personnel with sufficient accounting 
experience or training

Experienced and well-trained accounting staff are often 
better equipped to identify and address fraud than 
those who have less expertise. On the other hand, 
inexperienced staff may not have sufficient knowledge 
of certain components of their functions or tasks. As a 
result, they may not recognise inadequate supporting 
documentation, non-compliance with policies or revisions 
in standards, or irregularities in journal entries. Therefore, 
it is important for companies to keep employees 
informed and up to date on best practices, new guidance, 
and potential emerging risks.
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Mitigating fraud risk – key considerations
The observation of the fraud factors suggests a need for a company’s board and audit committee, management, 
internal and external auditors to be attuned to both quantitative and qualitative metrics. Qualitative assessments of 
management’s integrity would play a critical role in identifying audit and misstatement risks. Therefore, companies 
should consider following qualitative factors to timely identify yellow and red flags and more effectively mitigate  
fraud risks.

Culture and skepticism

Companies should be diligent in effectively implementing 
and enhancing a positive, ethical culture in an effort to 
mitigate fraud risk and deter misconduct. This should be 
communicated both within the organisation as well as 
externally with customers, suppliers and regulators. 

Companies can more effectively mitigate fraud risks 
by encouraging an appropriate level of skepticism 
throughout the financial reporting process. For example, 
maintaining a questioning mindset and being willing to 
challenge and verify information - even if it is received 
from a supervisor, upper management, or an apparently 
reliable source can also help in early detection of 
potential fraud.

Executive and board oversight

An executive and board oversight for assessing 
management’s integrity, would help mitigate a company’s 
fraud risks. Some of the ways in which the board or 
management can enhance their oversight includes:

a. Asking the right questions specifically during 
challenging times, such as COVID-19 crisis.

b. Assessment of the identified risks by evaluating 
whether the control activities are being properly 
carried out. 

c. Monitoring and guiding a company’s culture as a 
proactive approach to corporate culture can deter 
various types of misconduct and promote behaviours 
that can enhance morale and productivity.

d. Paying attention to red flags i.e. identifying 
warning signs for financial statement fraud or 
the environment in which they may occur. For 
example, unusual levels of employee turnover or 
firings in certain areas, increases in whistle-blower 
or employee hotline complaints, rise in employee 
social media complaints and compensation practices 
that reward behaviour that can lead to fraudulent or 
inappropriate activities

Risk assessment and analytics

The use of data analytics can also help with early fraud 
detection and can offer insights into the effectiveness 
of internal controls of a company. Some of the common 
data sources to consider when mining for financial 
statements fraud risks include sales journal entries, 
accounts receivable, customer and vendor master lists 
and sub-ledgers comprising inventory, capital expenses 
and outstanding loans. 
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Though there is no perfect 
formula for preventing or 
detecting every instance of  
fraud, however the analysis 
revealed that the most common 
schemes and higher risk areas 
are not necessarily new. The 
business challenges that 
were frequently present in 
enforcement cases i.e. pressure 
to meet analyst expectations, 
increased supplier costs, 
slowing demand for products, 
are exacerbated during a crisis 
like COVID-19. These challenges 
create enhanced risks for 
companies and auditors alike. 

Therefore, it is important for 
companies and other members 
of the financial reporting 
ecosystem to continue to 
pay attention to risk areas 
such as revenue recognition, 
establishing reserves, expense 

timing and categorisation, 
accruals, inventory, recording 
impairments, and other areas 
which are most susceptible to 
judgement and manipulation.
The key to protecting companies 
against fraud is vigilance, a 
continued resolve to exercise 
skepticism, and attention to 
the potential risks. Accordingly, 
companies should remain 
focussed on the fundamentals  
 - controls, processes, and 
environments that impact 
financial record-keeping and 
decision-making and company-
specific risks by conducting 
regular risk assessments.

Conclusion




