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Introduction

Corporate malfeasance has long been a central and controversial issue in the business literature,

albeit under a number of different titles and definitions. In the 21st century, corporate fraud

has become an even more hotly debated topic as more and more news headlines cry foul on

account of thousands of corporate frauds in all forms that cost companies, shareholders,

taxpayers, or communities billions of dollars and cast substantial doubts on ecstatic views of

contemporary business. The publication of a memorandum updating the policy on the ordering

of corporate fraud makes it seem timely that this working paper be presented as a contribution

to understanding what we can do to better address corporate fraud and corporate malfeasance

(Wells, 2017).

In this paper, we will undertake to perform and discuss each of the types of activities that need

to be addressed if we are to purport to "do something" about the issue of corporate fraud from

both a legal perspective and the vantage point of business ethics. We will look at the

opportunities the law provides for appropriate "environmental design" to withhold or risk the

commission of smaller or larger degrees of corporate fraud. These considerations will be aided

by the ethical judgments of an ethical framework for business ethics and justice, and by

business research into corporate fraud and its conceivably more effective self-righting

mechanism for the investor. The legal section of this essay will further be informed by a brief

journey from the past to the present, or most recent past, to see what has influenced the

lawgiver in terms of malpractices in corporate management.

2. Understanding Corporate Fraud

Fraud in a corporate context is a multifaceted phenomenon that is difficult to pinpoint. Often

operating at the intersection of organization and society, regulatory bodies, academia, and

practitioners use an array of legal definitions and criminological frameworks to understand the

complexities of fraud. In its simplest form, corporate fraud encapsulates dishonest or illegal

activities that are directed towards the individual or entity on whose behalf the actions are

conducted. This definition is modified to fit the corporate context such that corporate fraud
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refers to any illegal act or omission, purposefully designed to deceive an organization's

shareholders and stakeholders rather than the consumers, which may result in an unauthorized

benefit to some and loss to others. Corporate fraud behavior can range from financial

misreporting and corruption to insider trading (Iyer & Samociuk, 2016).

Corporate fraud or corporate crime can be motivated by several overt and disguised causes

that are cited as drivers for fraudulent behaviors in non-legal perspectives and industry

discussions as well as legislation. In many cases, corporate misconduct is a means to an end, as

it reflects the desire of involved agents to satisfy their material self-interests through the abuse

of official position and the deliberate manipulation of corporate behavior. Besides the

customary personal gain, prevalent drivers for corporate fraud are career advancement,

progression, or mere job retention. Additionally, illustrating the increased significance of socio-

political and environmental concerns, professional and activist justifications are increasingly

cited as drivers of corporate fraud. The decision to engage in fraudulent behavior is facilitated

by various enablers such as herding or groupthink, the pressure to meet targets or complete

tasks, and incentive structures within the industry in addition to much-studied individual

characteristics. More recently, explanations that deal with motivations and moral triggers have

become popular, suggesting that the advent of the dark side of humanity may effectively

account for some corporate fraud.

Definition and Types

Corporate fraud is a term generally used to refer to a particular form of financial misconduct

that directly targets and/or implicates a corporation. Unlike other forms of corporate

misconduct or financial misdemeanors, which are normally indirect (in that they affect the

business or certain stakeholders but are not directly targeted at the corporate entity itself), this

term refers to misconduct that is 'directed at specific corporations or individuals as specific

entities' rather than as corporate bodies. However, the term itself is not widely used in either

legal or business discussions, where the discussion is far more likely to revolve around

violations of the law, crimes, and corruption (Gupta & Gupta, 2015). Some in the management
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literature prefer to use terms such as corporate corruption, economic crime, or executive fraud,

and senior officers of the corporation when referring to the same cluster of activities. For the

most part, though, corporate misconduct corresponds to the US term corporate crime as well

as to the UK concept of corporate fraud. It should be noted that corruption, bribery, and insider

trading are typically treated as separate types of offense in their own right and are therefore

not included here.

Corporate fraud. The term fraud is generally used to refer to a 'deception deliberately practiced

in order to secure unfair or unlawful gain.' From this perspective, corporate fraud is conduct

involving an intentional deceit carried out within a business or corporate environment for the

purpose of achieving financial gain. What distinguishes it from theft, fraud against an individual,

or a financial or investment scam is that it is carried out against a company, its shareholders,

creditors, or clients, and it is typically perpetrated within a corporate environment using a

position within that institution as the vehicle for carrying out the deceit. Corporate fraud is

notorious for being 'insider' crime and, for that reason, is frequently preventative or much

more difficult to detect compared to typical fraud.

Impact on Organizations and Society

Organizations rely on their reputation for integrity and honesty. Upon discovery of fraud, the

integrity of an organization is immediately at risk, and the organization can suddenly find itself

in financial distress. The financial cost of the discovery of fraud can also be high. Fraudulent

financial reporting and misappropriation of assets can result in companies involved in the fraud

losing significant amounts.

Not only do frauds impose a financial cost on those involved, but they also cause a loss of trust.

Loss of trust can have numerous effects on interactions and can even cause relationship

breakdowns. In the context of organizations, fraud has occurred when building and loan

companies have closed due to a run on the banks involving a loss of millions. Even to

stakeholders who have not lost money, fraud can have detrimental effects. The employees and

other stakeholders of a company that has misstated its accounts can also be affected. Investor
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confidence can be eroded – the stock price of the company can fall rapidly, or if the company is

important enough, the stock market can drop. Cases have been found where house prices fell

and stock prices dropped as a result of fraud. Scholars discuss the need for organizations to

have integrity to counter consumers' skepticism. In this case, losing a portion of the unaffected

population as customers will reduce profitability. In the context of non-profit organizations,

fraud causes organizations that depend on public trust to suffer. Citizens and governments are

increasingly asking for greater accountability and transparency in not-for-profit organizations.

Society also suffers when fraud occurs. There is an increased cost to business and harm to

economies when society begins to distrust the system. Many companies affected by fraud

suffer as they try to regain the trust of their customers. Communities began to suffer when

significant corporate bankruptcies unfolded. Locally, there were concerns about the prospects

for community services and beneficiaries. The pressure on health care is also expected as

health insurance company bills are now significantly delayed. In response to large accounting

scandals, regulatory standards for organizations, audit assurance processes and quality,

governance of organizations, and investor and managerial accountability were substantially re-

aligned. Changes that followed the large accounting scandals were aimed at changing the

organizational environment to make prevention more effective through specific incentives, for

example, to counteract the short-term managerial mindset. The laws stemming from the large

accounting scandals received a higher level of consensus regarding law effectiveness.

Regulatory changes address the symptoms of the problem. Society needs to start tackling the

causes of organizational fraud, which cannot be fixed by a broad-gauge governance system.

Organizational culture can influence ethical decision-making in an individual by establishing

what decisions are acceptable. This process of decision framing can lead to people acting in

ways they would not have anticipated (Van Driel, 2019).
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Legal Frameworks to Combat Corporate Fraud

Key Securities Laws and Regulatory Bodies

The U.S. has a number of laws and regulations designed to reduce the likelihood of corporate

fraud. Several of these laws address the need for transparency and accountability in the

reporting and trading of securities. The Securities Act of 1933, the Securities Exchange Act of

1934, and the Sarbanes-Oxley Act passed in 2002 have all been necessary in order to combat

fraud in the marketplace. When the Securities Exchange Act of 1934 was passed, it created the

Securities and Exchange Commission, which monitors corporations and organizations that are

regulated by the stock markets. The job of the SEC is to protect the interests of stockholders

and potential stockholders who invest in regulated companies. Insider trading should not only

be illegal, but it is also a moral concern and a form of unconscious fraud.

Congress has enacted fraud statutes that serve to protect the financial integrity of the

government and private shareholders. The False Claims Act helps the government protect its

financial interests by making it easier to recover money lost as a result of fraud. Whistleblower

legislation protects individuals who step forward and report instances of fraud, waste, or abuse.

Fraud statutes also address the financial interests of private corporations. Section 1514A,

Whistleblower Protection, was added to the Sarbanes-Oxley Act of 2002 and clarifies that anti-

retaliatory whistleblower rights under the Act were intended to extend to private corporations

covered under the Exchange Act. Companies use retainer systems with internal or outside

counsel, voluntary reporting hotlines, remediation, a variety of ownership and incentive

structures including trading windows, and employee termination procedures for those who are

found to have violated the policy. Law authorizes anti-retaliation enforcement authority under

a broader range of statutes. There are hurdles in jurisdiction matching, and extradition

requirements can also make enforcement action more difficult (Hernandez & Groot, 2007).

Securities Laws and Regulations

In 1929, the U.S. capital markets encountered significant misconduct that hurt many individuals.

In response, the government enacted several laws designed to curtail actions that threatened
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the integrity and might of the U.S. capital markets. The aim of these legislative acts was to

maintain the public’s confidence in the nation’s securities markets. The heart of these federal

securities laws is the Securities Act of 1933 and the Securities Exchange Act of 1934. Collectively,

these laws provide companies, lawyers, accountants, and financial professionals with a strict

statutory disclosure regime. The strict disclosure regime generally requires companies to

prepare and file detailed information and financial statements with the United States Securities

and Exchange Commission. This information empowers investors to make informed investment

decisions concerning publicly traded securities. One of the purposes of these laws is to protect

public investors by ensuring that they have all the relevant financial information they need to

make sound investment decisions in truthful and just markets integral to a free economy.

Another important purpose of these laws is to raise the ethical standards of companies and

corporate insiders. Indeed, much of the recent fraudulent activity by business people and large

corporations constitutes disrespect for federal securities laws and regulations.

Investor confidence in the securities markets is directly proportional to the degree of securities

laws’ compliance by companies of all sizes. This regulatory scheme was tightened substantially

by the passage of the Sarbanes-Oxley Act of 2002, which mandates disclosure by corporate

executives and public accounting firms about disclosure controls and procedures, and which

also mandates professional sanctions for officers and directors who are caught manipulating

corporate financial statements and audit reports. These laws require companies to make full,

truthful, and accurate disclosures about their financial condition and results of operations in

their filings with the SEC. Our securities laws and regulations are enforced by the SEC and other

regulators. Compliance is supervised and sanctioned both criminally and civilly by the United

States Department of Justice, the SEC, the Commodity Futures Trading Commission, and

independent national securities associations. The securities laws largely define how our

companies conduct their internal audits and financial reporting, and how the people who

control public companies and investment advisory firms must behave. These laws are intended

to raise the quality of a company’s internal controls, to strengthen the reporting related to the
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integrity of those controls, and to place compliance and ethics at the core of corporate

governance. Securities laws are constantly evolving as fraudulent schemes are discovered. They

also address conduct like stock short selling, pyramid schemes, and market abuse. Securities

laws, in many ways, are designed not only to address corporate misconduct after the fact but

also to prevent the harm that can be caused by corporate fraud.

Anti-Fraud Statutes

While many laws and rules addressed to corporate governance are designed to prevent fraud, a

number are aimed at fighting fraud head-on. Such provisions are known as anti-fraud or anti-

fiduciary statutes and are the focus of the following subsection. As products of government

actions in response to a particular perceived problem, anti-fraud statutes reflect specific

legislative motivations and interests, and thus, the qualities legislators wish to maximize and

the qualities they aim to minimize. In the case of federal anti-fraud laws, these problems are

generally found at the senior management level of large, usually publicly traded corporations.

The laws are written with dispositions against such managers that are occasionally quite hostile.

Their goals include the deterrence of would-be fraudsters, the public prosecution of fraudsters,

the private prosecution of fraudsters, and the impounding, through confiscation orders, of

fraud's proceeds.

Federal anti-fraud statutes are an elaborate mix of substantive and procedural law. Most law is

federal in nature, though the states add to enforcement by means of various laws and

regulations. Among the many federal laws, the most famous include the Racketeer Influenced

and Corrupt Organizations Act, the False Claims Act, and federal securities law. Given the

anchor or hook of most anti-corporate fraud laws, they aim at cases of large-scale, complex,

and well-conceived fraud that are politically salient. A criminal conviction under Sarbanes-Oxley

or for obstruction of justice adds a serious blemish. It allows for an exclusion from directorship

not enjoyed by executives in automobile firms that have engaged in greater consumer fraud

than others. Many who have not coincidentally pled guilty to or been convicted of criminal

behavior in connection with their decisions in company disclosures show up again in Sarbanes-

https://lawresearchreview.com/index.php/Journal/index


How to Cite Us:
ISSN(Online) 3006-3035 ISSN(Print) 3006-3027 Law research journal(LRJ)

http: https://lawresearchreview.com/index.php/Journal/index Pages: 12-24

20

Oxley, suggesting that a willful breach of fiduciary duty often aligns with fraudulent behavior. In

numerous sentencing and policy statements, corporate fraud policy remains.

Prevention Strategies

Corporations can also adopt various measures to prevent corporate fraud from occurring. The

first and most fundamental measure to be adopted by corporations is to develop and

implement a good internal control system that identifies and minimizes risks of fraud. This is

done through a process of regular auditing under which management can assess the fraud risk

faced by the organization, identify the places where fraud can occur, and implement measures

to reduce these risks. Corporations should also develop policies. These policies are not only

limited to anti-fraud policies but also include policies regarding ethics, corporate governance,

and risk management, which foster a culture of transparency and accountability within the

corporation. Consequently, corporations should also adopt codes of conduct. In addition,

internal auditors need to conduct regular audits to ensure the effectiveness of the internal

control system in place. In conducting this activity, internal auditors can determine whether the

policies already made can foster a sense of loyalty among employees so that they do not

engage in fraud. This is important because effective communication will increase when

subordinates have a sense of ownership and belonging. Ethical leadership has such a positive

impact on fostering communication between the two. Corporations can conduct training,

including training on fraud risks, as well as on the policies made. Compliance training is also

important so that employees understand that corporate policy is mandatory. These approaches

mean that the use of internal controls should be all-inclusive, including the deployment of

strategies to prevent fraud within the organization. It means that employees have been built up

to be the targets of prevention, and not just the law enforcement.

Internal Controls and Auditing

Internal controls are traditional mechanisms organizations have sought to put in place to

enhance integrity and deter fraudulent activities. In addition to deterring fraud, they are also

intended to provide reasonable assurances on how the organization’s objectives will be
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achieved. Internal controls are measures built into the systems and processes of the

organization. They are meant to prevent employees from conducting unauthorized activities

and ensure that systems and processes are working as intended. Controls are generally

classified into preventive, detective, and corrective measures. Preventive controls are meant to

deter fraud before it occurs. Checks on people at the point of entry and access can be an

example. Detective controls are those intended to recognize errors and undesirable trends in a

timely manner. Regular reporting of transactions is a common form of detective control. Finally,

corrective controls are those put in place to remedy or mitigate undesired events. Data

correction checks are an example.

The above three types of control have to be integrated to provide the required and reasonable

level of comfort that organizational objectives are achieved. The concept of control will have to

be continuously monitored, not only for deterring fraud but also to ensure that controls are up

to date and relevant. Consequently, organizations must carry out regular audits of systems and

processes. Effective internal control systems are crucial in minimizing the risk of corporate

fraud. The size of the organization and its complexity are irrelevant to the importance of

designing such a system. Compliance with laws and codes of practice is one advantage of an

internal control framework. The internal supply of results and reports offers another benefit.

The system improves the precision, clarity, and reliability of information. Data retrieval systems

are simplified. Audit committees and departmental heads receive warnings about limitations

and other shortcomings. Automated processes support audit systems. Executives receive vital

feedback on the effectiveness of their systems. Clever leaders introduce systems that work to

their fullest potential. The assessment of the truthfulness of financial statements is fair and

based on checks conducted in the process.

Ethical Leadership and Corporate Culture

Leadership in any organization, whether corporate or non-affiliated, is critical to the

organization's success. Leadership in the corporate world is equally important in establishing an

organizational environment where ethical values are cultivated. In effect, leadership sets the
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tone for everyone in the corporation when establishing the values that are associated with how

business will be conducted. Although implementing a corporate culture that is based on values

emphasizing integrity and ethical business practices will not ensure that individuals within the

corporation will act ethically, research suggests that individuals within an organization that has

a strong value system incorporating integrity will be less likely to commit fraud than those

continuing in different environments.

"Those who have seen that ethical climates in a company make it less conducive to fraud

perpetration," says a director of a Frauds Research Fellow. "Top levels of all policy and training

indicate that leaders inside organizations should model ethics and honesty, as these behaviors

build trust and strengthen values to encourage good ethical behavior among employees.

Executives are responsible for the results that their shareholders, employees, and customers

expect. It represents where to draw a theme that they were taught in the organization leaders,"

it was defined. In larger organizations, imaginative approaches are being used to present the

company's guiding principles. For example, using posters with Ethical Guidelines is a powerful

tool. Having Ethical Guidelines well-displayed reinforces their importance. Ethical

considerations formulated in developed countries, when combined with the resources and data

exemplified, can strategically place the organization in the market.

Silence can help explain deviant behavior, including white-collar crime. Additionally, a study

indicates that the main reason for the misconduct whistleblowers experience in the workplace

is retaliation. Open communication in an ethical organization seeks to do everything

appropriate; these approaches can include non-compliant promotion if the employee hopes to

return under adverse circumstances faced by criminal investigators. For a company, offering its

employees may find more effective methods involving other ways of communicating, such as a

health hotline, mail, company policies, service information in an anonymous drop-box, or

through the ethics agency on the company portal. "Legislation that began on the topic of

discussion in a case study presented at a lobby seminar differs from the above ethical scenario.

The idea is whether ethics come from the top down or if leaders set standards of ethical
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behavior within our management or mission, separate from the economics of the triple bottom

line barometer of social responsibility. The case study shared in print encourages viewers to

decide whether to close the ethical side or approve the ethical side of the company. Ethical

leadership is the issue. Ethics will only matter if they can work alongside the economic decisions

made, choosing to stall in front of the desk recoveries of other management. Reputation and

practice of ethical leadership are essential for executives.

Conclusion and Future Directions

In conclusion, this essay has sought to demonstrate that any effective program of corporate

fraud prevention requires the support of a robust legal framework. Nevertheless, recent policy

initiatives in this area seem to increasingly acknowledge the limits of the law and seek to

encourage organizations to take the lead in combating corporate fraud. There is recognition

that the law, on its own, cannot provide a definitive solution to the problem of corporate fraud.

To change the ethical climate across businesses, it is necessary to pursue parallel policy

initiatives that not only criminalize corporate fraud, but also tackle the root causes that permit

and encourage it. Collaborative working between the state, regulatory agencies, business

stakeholders, and communities is vital. Companies need to adopt fraud prevention strategies

that run right across their business. The onus will no longer be simply on the state to 'police'

business from above, as an over-rigorous regulatory regime can lead to organizational inertia

and cynicism. To complement the wearing of the 'iron glove' of the corporate sector, businesses

will certainly need to spend more on their security measures, provided they are convinced that

it will work. More ripe for policy intervention is the nurturing of an ethical business

environment in which poor work culture and lack of effective management in organizations are

made socially unacceptable. 'Sustainable investment' initiatives designed to encourage

investors to put their capital into socially responsible companies is a positive step. Any future

strategies for combating corporate fraud will need to take this into account by engaging

businesses in the fraud prevention process. Moreover, with rapid advances in technology,

particularly in the area of artificial intelligence, the potential for large companies to engage in
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effective corporate fraud prevention will expand significantly. Fraud signals are perhaps one

domain in which such AI advancements could be made. Almost equally important is the need to

'educate' consumers, suppliers, and shareholders on what corporate fraud might look like,

thereby giving them both an 'early warning' of potential exposure and encouragement to

participate in the quest for an ethical business environment. Furthermore, one area that has

been little developed in policy-making so far is the need to think about how to prevent

corporate fraud taking place across international borders. Public authorities need to consider

whether the current trend in globalizing corporate governance is eroding the potential for them

to act effectively in deterring corporate fraud or whether, by learning lessons of best practice

from other countries, the battle is being more effectively won. Given that corporate fraud is a

global problem, considerable vigilance is required to ensure that such bodies are given the

resources and networking opportunities required to do their job. In conclusion, the combat of

corporate fraud must be a long-term commitment and needs to continue to adapt to the

changing business environment, showing a commitment to innovative strategies to reduce the

exploitation of organizational fraud.
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