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Why do people commit fraud?  What 

has happened to our society to encourage 

unethical acts?  As auditors, what are 

the three factors we should identify to 

understand why a fraudulent act occurred?

Laying a Solid Foundation

My paternal grandfather was a God-

loving man from whom I never heard 

a complaint.  Even on his worst days, 

when asked how he felt, he would reply, 

“Wonderful!”  I remember my dad telling 

me the story of how his father sold a pig 

in order to buy his son a red wagon for 

Christmas.  Life was tough during the 

Great Depression, but my grandfather 

was tougher.  He was a cabinet maker 

and would never have even dreamed of 

cheating a customer despite the hard times.  

He had a big shop in his backyard where 

we grandchildren would spend happy 

afternoons at his feet - hammering nails, 

playing in the sawdust, and unknowingly 

benefi ting from his high moral character.  

“PaPa Rhodes” taught us to love God, to 

respect fellow man, and to earn a living by 

being honest, hard-working individuals.

My maternal grandfather was a 

commercial painting contractor.  When 

I was ten years old, I went with him to 

visit one of his most important customers.  

Mr. Feinstein was a very well-known and 

wealthy businessman in our town.  But what 

he said about my grandfather impressed me 

more than Mr. Feinstein’s big house and 

well manicured lawns.  He told me how 

pleased he was with my grandfather’s work 

and what a fi ne man my grandfather was.   

“PaPa Addleton” taught me the meaning of 

ownership and pride in a job well done.

Most people I meet grew up in an 

THE END OF INNOCENCE 

environment similar to mine.  Nearly all 

exhibit high moral character in their daily 

lives.  But there are those that have gone 

astray - and these are the ones that are the 

focus of most fraud investigations.  Did 

they have grandparents like mine?  What 

causes otherwise good people to go bad?

Factors that Contribute to Bad Choices

 There are usually three factors that 

lead a person to commit a fraudulent or 

unethical act – Motivation, Opportunity 

and Rationalization.  If these three factors 

can be identifi ed early and eliminated, many 

frauds can be prevented.  People are not by 

nature evil.  A person must be motivated by 

some force to act fraudulently or unethically.  

Usually this motivation takes the form 

of an unmet need in their lives. Often 

this is a desire for more money or power.  

The incentive may be selfi sh desire or a 

misguided sense of well-meaning actions. 

A person must also be presented with the 

opportunity to commit a fraudulent act.  

Most often this opportunity presents itself 

through the lack of internal controls.  And 

fi nally, the person committing a fraud will 

usually rationalize his actions – Everybody 

does it, No one will fi nd out, or I deserve 

this.  Two cases below illustrate the “Three 

Legs of Fraud.”

CASE 1:  My fi rst encounter with fraud was 

in the late 1970’s.  It involved two sisters, Jill 

and Joan, both employed by a small, family-

owned nursing home.  Jill was responsible 

for handling the patients’ personal funds, 

and also controlled the petty cash box.  

Joan was responsible for the organization’s 

billing and accounting functions.  The 

CEO/owner of the facility never reviewed 

the bank statements of the nursing home.  

He completely trusted the two sisters to do 

their job. 

The facility’s bank accounts (patient 

funds held in trust account and operating 

account) were never reconciled. As a matter 

of fact, there was not even a running bank 

balance noted in the checkbooks.  The 

CEO never looked at the checkbook.  

He assigned check writing duties to the 

sisters and simply signed the checks when 

presented to him. 

As a young accountant, I was sent 

to the nursing home to install a new 

accounting system.  While the sisters 

were training on the new system, just to 

pass some time, I innocently asked to see 

the patient fund bank statements and the 

checkbook.  I am sure you can guess the rest 

of the story by now.  When all was said and 

done, the two sisters had embezzled over 

$30,000 from the bank accounts and petty 

cash fund.  The sisters were nice individuals 

and showed great remorse when caught.  

They were raised in Christian homes and 

had never been in trouble before. So what 

happened?  Let’s take a look at the “Three 

Legs of Fraud.”  

Motivation: Joan’s husband was 

disabled and could not work.  Bills were 

mounting and personal income was low.  Jill 

loved her sister and she too was in desperate 
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fi nancial straits.

Opportunity: The sisters knew 

that the CEO/Owner never looked at 

the checkbook or the bank statements.  

Petty cash fund reimbursements were 

always made without any supporting 

documentation. The CEO’s signature was 

easily forged.  Checks made out to “cash” 

were often cashed by the sisters at their 

hometown bank with no questions asked.

Rationalization: The sisters 

rationalized their actions because of their 

personal and fi nancial circumstances.  Joan’s 

husband was ill and disabled; therefore their 

actions could be justifi ed by “love” rather 

than “greed.”  The nursing home patients 

were mostly senile and did not know how 

much money they had anyway.  The CEO was 

wealthy and would not even miss the small 

amounts they were taking.

CASE 2: Mr. Jones, a hospital department 

manager, had been battling cancer for over 

twenty years; however, he rarely missed a 

day of work.  In fact, while in a New York 

hospital undergoing experimental radiation 

treatments, Mr. Jones called into work each 

day to oversee the department’s day-to-day 

activities.  He served as an inspiration to all 

of his fellow employees and epitomized the 

loyal and dedicated employee.  In fact, Mr. 

Jones had never taken a vacation.

Ultimately, Mr. Jones lost his bout 

with cancer and the hospital certainly felt 

the loss of such a faithful manager.  A few 

months after his death, the Internal Audit 

Department received a phone call from 

the new department manager concerning 

an inventory problem.  The new manager 

had continued to order the same amount of 

supplies as Mr. Jones, but was now running 

out of storage space.  The new manager 

stated that there was no way possible to use 

the amount of supplies being ordered.  

After a several month FBI 

investigation, we determined Mr. Jones 

had been conducting a conversion scheme 

in which excess supplies were ordered 

and shipped to other locations, and sold.  

Unknown to the hospital, their Mr. Jones 

was a salesperson for the supplier and 

received commissions on all supplies 

purchased by the hospital.  How did he 

pull this off?  

 Motivation:   Mr. Jones had extremely 

high medical bills and he wanted to 

leave his family fi nancially secure after 

his death.  He also enjoyed nice things 

– expensive cars and living in a up-scale 

neighborhood.

 Opportunity:  Mr. Jones was such 

a trusted employee that the Purchasing 

Department allowed him to directly order 

all supplies for his department.  He would 

phone in the orders and then send the 

paperwork to Purchasing.  Purchasing 

staff would then sign off on the paperwork 

as if they had placed the order.  Mr. Jones 

also performed the receiving for the 

department.  Orders would be shipped 

directly to his offi ce where he would sign 

off on the paperwork.  The paperwork 

was then forwarded to the Receiving 

Department. Receiving staff would 

countersign the paperwork indicating that 

they had actually received the material.  

Although the paperwork would give the 

appearance that internal controls were 

followed, in actuality the controls did not 

exist.

 Rationalization: Mr. Jones was 

dying.  He had given his life to his work at 

the hospital and he deserved every penny 

he earned – legally or illegally.

One Size Fits All

 Healthcare auditors are seldom faced 

with the notorious cases such as Enron, 

Tyco, or even Health South.  The fraud 

we see usually involves ordinary 

individuals and much smaller dollar 

amounts.   However most cases, big 

or small, contain the “Three Legs 

of Fraud” discussed above.  But 

why is fraud so prevalent today?  

What has changed from our 

grandparent’s world?

 Technology: With the advent of 

computers, cell phones and other 

digital devices, the world of accounting 

has become much more complex.  

Although these tools assist in our ability 

to investigate fraud, they also offer 

individuals the opportunity to create more 

elaborate webs of deceit.  I am currently 

involved in an investigation that illustrates 

this point.  This case involves the use of 

wire transfers of funds through a web 

of bank accounts and computer systems 

spanning several states.   Without today’s 

sophisticated computer systems, this fraud 

would be very diffi cult to commit – and 

without today’s technology it would also be 

very diffi cult to investigate.

 Success:  In my grandparents’ time, 

success was measured by obtaining the 

respect of fellow man.  Today success 

is generally measured by how much 

money or toys one has accumulated.  A 

friend and I were discussing the merits 

of the Martha Stewart case.  I was of the 

opinion that her conviction was warranted 

due to the illegal acts that had been 

committed.  However my friend 

stated, “Look at how much money 

she’s made.  She should be admired for 

that!”  Each person is entitled to formulate 

their own opinion of what defi nes success.  

However, the emphasis on accumulated 

wealth can lead otherwise honest 

individuals to commit dishonest acts.

Summary

 When investigating illegal actions 

ask yourself the following questions: 

What would motivate an individual to 

commit this particular act, where is the 

opportunity to commit the act, how could 

the person rationalize the act, and how 

does the individual defi ne success?  By 

fi nding the answers to these questions, you 

will be better able to understand how and 

why the illegal act occurred.  

 Finally, I want to thank my “PaPas” 

for being such good role models.  I really 

do miss them both.  !
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