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ABSTRACT

The aim of this research is to test the effectiveness of fraud triangle theory to explain fraud phenomenon on
the local government (LG) in Indonesia. The sample of this research was LG in Indonesia which was audited
by Supreme Audit Board (BPK) from the period of 2013 to 2014. In addition, data were obtained from BPK
and Indonesian Corruption Watch (ICW). Data were analyzed using factor analysis and logistic regression.
The results of this research showed empirical evidence of the effectiveness of the fraud triangle theory.
Pressure, opportunity and rationalization had a positive impact on fraud of LG in Indonesia. Information
such as the ratio of budget performance, the ratio of regional independence, the number of Regional Work
Unit (SKPD), population and auditee responses were useful in predicting the presence or absence of fraud in
LG in Indonesia.

Keywords: Fraud; fraud triangle theory; local government.

1. INTRODUCTION

The number of fraud cases occurred such as Enron, Tyco, Adelphia and WorldCom caused great harm
to the users of financial statements (Skousen et. al., 2009). The audit authority which should have a duty
to combat fraud was even failed to detect fraud that affected material financial losses for businessmen
(Chwastiak, 2013). Unqualified Opinion is not a guarantee that fraud does not occur (Kaminski et. al.,
2004). If the fraud in financial statements is a significant problem, then auditor profession should be able
to detect the fraud before it is evolved into a corporate scandal.

The question that arises from the public is whether the information available in the public about the
operation and performance of the company can be used to identify factors associated with fraud in financial
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reporting. Then, fraud investigation experts recommend financial ratios as an effective tool for detecting
fraud (Bai, Yen and Yang, 2008). However, empirical evidence that financial ratios could detect fraud was
still not conclusive. Pearson (1995), Spathis (2002) and Dalnial et. al., (2014) found that financial ratios
were very useful tools in detecting fraud. Instead, Kaminski et. al., (2004) found the financial ratio was not
an effective method for use in detecting fraud.

Research findings by Kaminski et. al., (2004) on what information that can be used to detect fraud
is still need to be explored. The standards of auditing on fraud, like SAS No.99, ISA No. 240, and PSA
No.70 adopt the theory of fraud triangle (Cressey, 1953). According to this theory, there are three risk fraud
factors which always exist during the fraud, i.e. pressure, opportunity, and rationalization. This theory is
considered as a complete theory because it is useful to analyze fraud behavior, not only in individual level
(Ramamoorti, 2008), but also in organization level (Wells, 1990 and Dellaportas, 2013). The argument that
top managers are a reflection the organization, where the organization outcomes (the strategies, policies, and
regulations) reflect the values and cognitive of the top managers (Hambrick and Mason, 1984), strengthen
the support of Cressey theory in explaining fraud behavior in organization level. However, the amount of
empirical research to test the effectiveness of the theory is still a little (Lau and Wang, 2009) because the
risk factors of fraud from the theory cannot be observed directly (Skousen et. al., 2009).

Skousen et. al., (2009) were the first researchers to construct predictive models of fraud at the “go
public companies”. Empirical evidence of the benefits of financial ratios to predict fraud (Persons, 1995;
Kaminskietal., 2004) made Skousen et. al., (2009) used financial ratios generated in the research conducted
by Altman (1968) as a proxy of the risk factors of fraud. Unfortunately, the selection of financial ratios in
the research conducted by Skousen et. al., (2009) that should be based on the theory and empirical evidence
could not be conducted because there was no theoretical foundation and the heterogeneous results of
previous researches on financial ratios efficacy for detecting fraud. Therefore, exploratory studies are still
need to continue (Skousen et. al., 2009).

Researches on fraud, were mostly carried out at the go public company such as Pearson (1995), Spathis
(2002), Kaminski et. al., (2004), Skousen et. al., (2009), Lou and Wang (2009), Manurung and Hadian (2013)
and Dalnial et. al., (2014). In fact, fraud is not only happening in the go public company, but also in public
sector organizations, especially government. The effects are also not less disadvantageous compared to
the business sector, that is fraud in the public sector make the services and the community welfare will

disrupted.

In Indonesia, Indonesia Corruption Watch (ICW) data showed the number of fraud cases involving
local government in Indonesia that was increased significantly in 2013-2014. The number of cases investigated
by Corruption Eradication Commission (KPK), the RI Attorney, and the National Police in 2013 was as
many as 560 cases with the number of suspects reached 1,271 people and the number was still expected
to increase, given the data up to the 1st half of 2014 has recorded 441 reported cases of IDR 43.42 trillion
contained criminal elements in which 308 cases were under investigation (ICW, 2014). This fact is then
urged the need to perform researches to identify the effective methods to detect fraud in local government
in Indonesia.

Related to the fraud phenomenon described above, the research aims to test the Cressey’s fraud
triangle theory (1953) to see its effectiveness in explaining the fraud phenomenon that occurred in the
Indonesian government. This research tries to answer the question of any financial and/or non-financial
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information that can provide a signal of fraud in the government of in Indonesia. However, because there
are differences in performance assessment purposes in business and public sectors (Mahmudi, 2010), then
the proxies of fraud risk factors that were generated in research conducted by Skousen et. al., (2009) and
Lou and Wang (2009) cannot be directly used in this study.

This study, first, explored the research findings of fraud in the go public companies in the context of
local government in Indonesia, and performed the reduction of these factors in order to find a solid proxy
to form the construct of fraud risk factors by applying factor analysis by using exploratory principal of the
main component. The basis of fraud risk factors exploration was same such as the research conducted
by Pearsons (1995), Spathis (2002), Kaminski et. al., (2004), Skousen et. al., (2009), Lau and Wang (2009)
which used financial condition literatures and internal control system (SPI) since these conditions lead to
a fraud at the go public companies. Second, we analyzed the relationship between fraud risk factors and
fraud on the local government in Indonesia by using logistic regression.

Exploration results on the proxies of Cressey’s fraud risk factors in Indonesian local governments
found that financial ratios such as the ratio of the budget performance and the ratio of regional independence
were useful proxies for measuring the fraud risk factor of pressure. In addition, the number of of Regional
Work Unit (SKPD) and population were useful proxies for measuring the fraud risk factor of opportunities.
While fraud risk factor of rationalization, for the local government context, this variable can be observed
directly from the auditee responses to the findings, conclusions and recommendations and this result was
different from the research findings by Skousen et. al., (2009). The test results found the effectiveness of
the Cressey’s fraud triangle theory where pressure, opportunity and rationalization had a positive influence
on fraud in government in Indonesia.

This study has some contributions. First, for the development of science in the field of auditing
and public sector as it provides empirical evidence of the effectiveness of Cressey’s theory to explain the
phenomenon of fraud that occurred in local governments in Indonesia. Second, it has a contribution to an
auditor since the study results provides any information that may provide a signal on the areas that have a
high potential for fraud so that the auditor would be more skeptical in drafting procedures and the audit
process so that fraud can be detected. Third, it contributes the society to supervise the areas that have a
high potential for fraud.

2. BACKGROUND AND HYPOTHESIS

AICPA identifies fraud risk factors in SAS 53 and SAS 82, but only SAS 99 which categorizes risk factors of
fraud by using Cressey’s fraud triangle theory (Wilks and Zimbelman, 2004). According to Cressey (1953),
there are three key elements that are always present in the event of fraud. First, the pressure that urges
people to commit fraud and it is identified as a common motivator of fraud behavior. SAS No. 99 identifies
financial stability, pressure from external, personal financial needs and financial goals of the company as
several kinds of pressure that lead to fraud. Second, the opportunity allows fraud can occur. Perpetrators
of fraud are sure their activities will not be easy to detect. SAS No. 99 identifies the nature of the industry,
ineffective supervision, and organizational structure as conditions that open opportunities for fraud. Third,
rationalization as an important element in the fraud where the perpetrators seek to justify fraud acts they
perform. SAS No. 99 measures rationalization of fraud perpetrators by using auditor replacement cycle
and audit opinion.

_ International Journal of Applied Business and Economic Research I



Evi Maria and Gudono

Cressey (1953) called the events or conditions of pressure and opportunity to perform a fraud and
rationalization to justify acts of fraud as the risk factors for fraud. The presence of fraud risk factors do
not always mean fraud, but usually these factors often exist in a state where the fraud occurred (Lou and
Wang, 2009). A little amount of researches that test the effectiveness of fraud triangle theory (Lau and
Wang, 2009) encouraged the emergence of new research groups such as the research conducted by Skousen
et. al., (2009), Lou and Wang (2009), and Manurung and Hadian (2013). That research found empirical
evidence of the effectiveness of the fraud triangle theory to explain the phenomenon of fraud that occurred
in the go public companies. However, the fact that fraud also occurs in many public sector organizations,
especially at the local government in Indonesia (ICW, 2014) makes it important to test the theory of fraud
triangle on local governments in Indonesia.

The risk of fraud is likely to be even greater if a person is in a situational pressure (Singleton, 2010).
Situational pressure is defined as a condition where the company is experiencing financial difficulties
(Beasley et. al.,, 2010). The condition of financial difficulties tends to encourage fraud to conceal/hide the
temporary difficulties which is occurred in the company (Kinney and McDaniel, 1989; Skousen et. al., 2009;
Lou and Wang, 2009). Similar to the business sector, the local government also comes under pressure in
the form of financial difficulties (Kloha et. al., 2005; Jones and Walker, 2007). Financial pressure on local
governments is that financial difficulty due to the inability of local government to provide services to the
public according to the service quality standards that have been established due to unavailability of funds
(Jones and Walker, 2007). Joining efforts of a local government experiencing financial difficulties with
other neighboring local government will only have a small effect in improving its financial (Jones and
Walker, 2007). Financial difficulty allows governments to make a local loan as stipulated in Government
Regulation no. 54/2005, but the more the flow of incoming funds would further increase the burden to
be borne by local governments to repay their debts. The local government can make the budget revision,
but the budgeting process in local government is a political process in which every step has a possibility of
fraund (Isaken, 2005). Therefore, to examine the relationship of pressure and fraud in local governments in
Indonesia, the first hypothesis of this study is stated as follows:

H1: Pressure has a positive impact on fraud of local governments in Indonesia.

The condition of asymmetry information between principals and agents open an opportunity for agents
to commit fraud in financial reporting. Opportunities will also arise when the internal control system (SPI)
of a company is weak (Gagola, 2011). Management has the opportunity to manipulate the transaction if
the company has a weak SPI. There are many factors that affect SPI in the company, among others, firm
size, firm age, financial health, the complexity of financial reporting, rapid growth, restructuring charges
and corporate governance (Subramanyam et. al., 2006; Doyle et. al., 2006). However, the complexity of the
company’s operations, organizational change, risk measurement applications and resource constraints are
the main factors that determine the effectiveness of the SPI (Subramanyam et. al., 2006). Weak SPI opens
opportunities of fraud (Subramanyam et. al., 2006; Wilopo, 20006). Therefore, to examine the relationship
between opportunity and fraud in local government in Indonesia, the second hypothesis of this study is
stated as follows:

H2: Opportunity has a positive impact on fraud of local governments in Indonesia.

Rationalization is the third component of the fraud triangle as the most difficult component to measure
because it is associated with the attitude and character of a person (Skousen et. al., 2009). In fact, the
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attitude is an important fraud risk factor in comparison with pressure and opportunities as fraud risk factors
that are often overlooked by the researchers (Heiman-Hoffman et. al., 1996). According to the Cressey’s
theory, people will rationalize fraudulent actions undertaken not as a crime and attempt to commit fraud
justification for the action he did. The thinking that fraud action is not his or her responsibility is often
expressed by many perpetrators to rationalize his or her actions. The number of fraudulent practices that
occurred has prompted the management to do the same thing and assume that fraud is a common thing
to do (Dellaportas, 2013). Unlike the business sector, action rationalization of the fraud perpetrators in
the public sector can be observed from the auditee responses to audit findings (SPKN, 2007). Therefore,
to examine the relationship of rationality and fraud in local government in Indonesia, the third hypothesis
of this study is expressed as follows:

H3: Rationalization has a positive effect on fraud of local government in Indonesia

3. METHODS

Samples and Sata

Population of this research were all local governments (LGs) in Indonesia audited by BPK-RI for the financial
year of 2012/2013 and 2013/2014. The research samples were selected using purposive sampling method
based on three (3) criteria: (1) local governments that were audited by Supreme Audit Board (BPK) in 2013
and 2014. (2) The type of BPK audit was financial statements audit. (3) BPK-RI Examination Reports
(LHP) therein contained about LHP regarding compliance with the internal control and compliance with
the Act. These study samples were presented in Table 19.1. This study uses secondary data in the form of
LHP BPK-RI in period of 2013 and 2014 and fraud data which happened in Indonesian local government
for the period of 2012 and 2013, both for the fraud cases which are still in the law process and those which
have been decided by the courts that was tabulated by Indonesian Corruption Watch (ICW) in 2015.

Table 19.1
Study Samples
Description Amonnt
Local government financial reports in 2012-2013 880
Local government financial reports in 2012-2013 that did not present the full data 97)
The number of observations of this study 783

Operational Variables and Measurement

Variables are factors that will be studied in the research in which attention is focused on efforts to understand,
quantify and assess the relationship between these variables. Meanwhile, the operational variables of this
research are as follows.

Fraud in local governments in Indonesia as Dependent Variable

The dependent variable in this study was fraud in local government in Indonesia where fraud was not
translated as an act of fraud but as an act against the law set out in many places and with various terms in the
Code of Penal (KUHP), the other provisions of the Act governing fraud for example the law on combating
corruption, tax laws and money laundering Act (Tuanakotta, 2010). This study used the classification of
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action fraud that occurred in local government in Indonesian in the fiscal year of 2012 and 2013 based on
the records of fraud across local governments in Indonesia tabulated by ICW. ICW tabulated frasd as an act
which against law, as regulated in many chapters in the Law Acts in which the fraud cases that happened
in the period of 2012 and 2013 are the cases which are still in the law process and fraud cases that have
been decided by the courts. These variables were measured using a nominal scale by assuming a score of
0 (zero) for non-fraud and a score of 1 (one) for fraud.

Independent Variables

This research used three (3) independent variables as the risk factors for fraud in the fraud triangle theory,
those were: pressure, opportunity and rationalization. These variables are difficult to measure directly so
that we need to be made proxy for each variable (Skousen et. al., 2009). Because there was no research that
used fraud triangle theory for fraud in the context of local governments such as this research, then we use
the research findings of fraud in business sectors such as research conducted by Pearson (1995), Spathis
(2002), Kaminski et. al., (2004), Gee and McVay (2005), Subarmanyam et. al., (20006), Skousen et. al., (2009),
Lou and Wang (2009), Manurung and Hadian (2013), and Dalnial et. al., (2014). This research tried to find
relevant proxies for the financial ratios to measure factors affecting financial condition and the SPI in local
governments by mapping the previous researches. Table 19.2 presents the mapping results of the indicators
of financial condition and SPI in local governments. The proxy of each indicator is presented in Table 19.3.

Table 19.2
The mapping results of the indicators of financial condition and SPI used in this research
Previons Researches Indicator
Financial Condition 1. Regional financial efficiency (Cohen, 2006; Ritonga et. al., 2012)
(Pearson, 1995; Spathis, 2002; Kaminskietal., 2004; 2. The financial performance (Plammer et. al., 2007; Ritonga
Cohen, 2006; Plammer et. al., 2007; Skousen et. al., et. al., 2012)

2009; Lou dan Wang, 2009; Ritonga et. al., 2012; 3. Solvency (Ritonga et. al., 2012)
Manurung dan Hadian, 2013; Dalnial et. al., 2014) 4. Regional Independence (Ritonga ct. al., 2012)

Internal Control Systems 5. The complexity of the transaction and the organization
(Gee dan McVay, 2005; Subarmanyam et. al., 2000; (Tuanakotta, 2009; Martini dan Zailani, 2011; Ritonga, 2014)
Lou dan Wang, 2009; Jones dan Walker, 2007; 0. The size of the organization (Gee dan McVay, 2005; Jones
Tuanakotta, 2009; Martini dan Zailani, 2011) dan Walker, 2007; Martini dan Zailani, 2011; Ritonga, 2014)
Table 19.3
Proxy indicator of financial condition and SPI
Indicator Proxy Coding Description
Regional financial efficiency Financial Efficiency ETR Total Regional Expenditure

Total Regional Revenue

Financial performance Financial performance of ~ PER(yy Total Revenue - Total Expenditure
the budget
Total Revenue
Financial performance of ~ PERp\p Total Revenue - Total Expenditure
the fund equity
Total Fund Equity
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Indicator Proxy Coding Description
Financial solvency Long-term solvency Einvl. Total Investment Equity
Total Debts
Short-term solvency ALLL Total Current Assets

Total Current Debts
Budget solvency TREXP Total Regional Revenue

Total Regional Expenditure
Regional independence Rasio A PADTR Total Regional Original Revenue

Total Regional Revenue
Rasio B PADEXDP Total Regional Original Revenue

Total Regional Expenditure

The complexity of the Regional Working Unit SKPD The number of Regional Working Unit
transaction and the Capital Expenditure BMEXP Capital Expenditure
organization

Total Regional Expenditure

The size organization The number of Population PDDK  The number of population in the year observed

Rationalization in this study did not use definition and proxy developed in research conducted by
Skousen et. al., (2009), which connected rationalization and management integrity. This is due to test
results by Skousen et. al., (2009) found no differences in the management integrity as measured by audit
opinion proxy and auditor turnover among companies with fraud and not fraud, so the hypothesis testing
for rationalization could not be performed. This research defines rationalization as the of management’s
attitude to justify the acts of fraud. In local governments, SPKN No. 1 of 2007 stipulated that the auditor
should ask for a written response from the auditee about the findings, conclusions and recommendations
and report it in the LHP. This caused rationalization fraud risk factor proxy in this research was no longer
need be explored for this variable could already be directly observed. Rationalization variable in this study
was measured by counting the number of responses from auditee (T'A) in an attempt to justify his or her
actions. TA was reported in writing by the auditor in LHP on the compliance with the SPI and the Law.

The logit regression model used in this research is presented in the following equation:

Pi
L,=In [1 lp'j = B0 + B1 Pressure + B2 Opportunity + B3 Rationalization + €
i

L, is fraud on the local governments in Indonesia, B0 is the intercept, B1, B2, B3 are the regression
coefficients for the independent variables, namely pressure T, Opportunity K, Rationalization R and € is
the confounding variable or the error term.

4. RESULTS

Data collected from 783 local governments, fraud was found in 445 local governments and the remaining

338 local governments fraud did not occur in the fiscal year of 2012 and 2013. The following are the results
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of the statistical calculation factor analysis and logistic regression analysis by using SPSS program software
version 22.0 for Windows.

Results of Exploratory Factor Analysis

This study examined 11 (eleven) variables, ETR, PERy, PERy\p, EinvL, ALLL, TREXP, PADTR,
PADEXP, SKPD, BMEXP and PDDK. To identify variables that were interrelated among the 11 (eleven)
variables studied, the factor analysis was performed. Table 4 shows a summary of MSA values obtained from
the test are shown from the anti-image correlation matrix. MSA is the condition of diagonal matrix and the
amount cannot be less than 0.5. If the variable has a value of MSA < 0.5, then these variables should be
excluded from the factor analysis. The process of removing items was done one by one starting from the
smallest until the MSA values of all variables showed a figure of more than 0.5. In the first process, there
were five (5) variables that had MSA values of less than 0.5 those were PER\p, Einvl, ALLL, TREXP
and BM with TREXP MSA as the smallest value when compared to 5 other variables, so that TREXP was
firstly excluded. The process of data reduction was done until the 7th process to obtain MSA value for all

variables of more than 0.5. Finally the remaining variables of the reduction process carried out 7 times,
leaved five (5) variables: PER;y, PADTR, PADEXP, SKPD, and PDDK.

In addition to the value of MSA, KMO MSA value and Bartlett’s test of sphericity were also need
to be considered in the analysis process. Table 19.5 presents a summary of the KMO MSA value and
Bartlett’s test for each process of data reduction performed in the analysis. If the KMO value is < 0.5,
then the process of data reduction cannot be done. From the test results we found that KMO value of 7
(seven) data reduction processes showed the KMO value of > 0.5 which means that the reduction process
can be carried out. In addition, the results of Bartlett’s test were indicated by the value of Chi-square and
significance of 0.000, which means the reduction process for seven process were all significant in which
the correlation matrix is not an identity matrix so that we can perform the next process.

Table 19.4
Summary of MSA Values
Variable 1 2 3 4 5 6 7

1. ETR 0.535 *f 0.533 * 0539 * 0538 ** 0398 *
2. PERgy 0.555 *F 0.653 ** 0.670 ** 0.670 ** 0.671 ** 0.671 ** 0.671 **
3. PERpynp 0379 * 0020 *
4. EinvL 0497 * 0499 * 0499 * 0499 * 0473 * 0446 *
5. ALLL 0496 * 0498 * 0498 * 0498 *
6. TREXP 0.042  *
7. PADTR 0.996 *F 0995 * 0995 * 0995 * 0995 * 0996 ** 0996 **
8. PADEXP 0.555 * 0.653 ** 0.670 ** 0.670 ** 0.672 ** 0.672 ** 0.672 **
9. SKPD 0.513 * 0.512 * 0.507 * 0.511 * 0515 * 0515 * (515 **
10. BMEXP 0409 * 0382 * 0384 *
11. PDDK 0.790 * 0.790 ** 0791 ** 0794 ** 0794 ** 0793 ** (0.793 **

MSA < 0.5 not accepted dan MSA > 0.5 accepted
" not accepted
- accepted
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Table 19.5
Summary of data reduction
1 2 3 4 5 6 7

KMOMSA 0.564 0.664 0.682 0.682 0.750 0.751 0.751
Barlett’s test

appChi 13382.13 12649.2 12587.5 12590.9 11409.0 11410.8 11415.4

Squnare 1 93 58 66 36 71 57

af 55 45 36 28 21 15 10

Sig 0.000 0.000 0.000 0.000 0.000 0.000 0.000

Once the data were declared eligible, the factor extraction process was then performed by the method
of principal component and found only 2 components of 5 components included in the factor analysis
that had eigenvalue of >1. This means that only 5 components could be grouped into two factor groups
that may explain variety of components amounted to 85.367% and still above eigenvalue of 1. Thus, two
factor groups were valid and acceptable for research in the social field.

Analysis continued to define categories of variables into factors that had been formed. However,
since the correlation value of PDDK variable was 0.370 (factor 1); 0.679 (factor 2) then factor rotation
was carried out to clarify the differences between the factors. Table 19.6 presents the results of a factor
rotation. From the factor rotation results we obtained factor 1 component consisted of PER 5y, PADTR,
PADEXRP variables because these variables had strong correlation values where the correlation value of
each variable were 0.993; 0.989; 0.993 on factors 1. The factor 2 component consisted of a SKPD and
PDDK variables because these variables had strong correlation values where the correlation value of each
variable were 0.838; 0.729 on the two factors.

Table 19.6
Rotation component matrix
Component
1 2

PERGy 0.993 0.084
PADTR 0.989 0.092
PADEXP 0.993 0.084
SKPD -0.073 0.838
PDDK 0.232 0.729

The next analysis was giving the name for the factors that had been successfully established in the
process of factor analysis. Consistent with the initial goal of this research, the naming of the factors that
formed from the testing process will use fraud triangle theory of Cressey. Factor 1 consisted of PERy,
PADTR, PADEXP where PERy, was the variable that measured the financial performance of the budget
in local governments (Plammer et. al., 2007; Ritonga et. al., 2012), while PADTR and PADEXP were
variables that measured the region’s autonomy (Ritonga et. al., 2012). These variables were empirically
proven useful in predicting financial difficulty in the local government (Plammer et. al., 2007; Sutaryo
et. al., 2010), a condition in which the government was unable to provide services to the public based
on the service quality standards that had been set. Because this research aims to test the theory of fraud
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triangle by Cressey then the variables that were formed in the first factor would be named in accordance
with Cressey’s fraud risk factor that was the pressure at which the performance and independence of
the region were identified as a wide pressure conditions. The result of the variables grouping in factor 1
was consistent with the classification of fraud risk factor in SAS no. 99. Pressure conditions to commit
fraud occur when local governments are in financial difficulty. This condition is measured using the
ratio PER 5y, PADTR and PADEXP. If the ratios indicate a low value, the government is in a pressure
condition.

While the variables that made up the factor 2 consisted of SKPD and PDDK variables where SKPD as
avariable that measured the complexity of the Region (Tuanakotta, 2009; Martini and Zailani, 2011; Ritonga,
2014) while PDDK mesured the number of people who to measure the size of certain local government
(Gee and McVay 2005; Jones and Walker, 2007; Martini and Zailani, 2011; Ritonga, 2014). Complexity can
be judged from the number of levels in the organization hierarchy and the extent to which organization
units are geographically dispersed to achieve the objectives. The number of residents in an area reflects
the budget allocations from the central government for each region in order to meet the needs of each
region. Variables that formed the factor 2 were both empirically proven to have a significant influence on
internal control in local governments (Gee and McVay, 2005; Doyle, 2007; Martini and Zailani, 2011). If
connected to the fraud triangle theory, the factor 2 generated in this research would be given the name of
fraud risk factor that was defined as the opportunity of possible fraud actions in local governments. The
result of variables grouping in factor 2 was consistent with the classification of fraud risk factor in SAS
no. 99. Opportunity conditions to commit fraud occur when governments have more number of SKPD
and PDDK.

Hypothesis Testing Results

Cressey’s theory testing in this study was conducted by using a logistic regression model analysis by the
independent variables proxy as presented in Table 19.7.

Table 19.7
The independent variables proxy
Independent 1 ariable Proxy
Pressure PERsy PADTR PADEXP
Opportunity SKPD PDDK
Rationalization TA

Based on the model test results simultaneously by using G test statistic, we obtained G test statistic
value of 844.640 and p-value = 0.000, because the p-value was < ot = 0.05, HO was rejected, which means
that in the fraud of Indonesian local governments minimum there was one independent variable which
influenced the occurrence of fraud in Indonesian local governments. Due to the simultaneous model test
that rejected HO, then the partial testing could be done by using the Wald test to determine the accuracy
of the partial model testing. The test results found that the pressure variable of (0.038), opportunity
variable of (0,000) and rationalization variable of (0,000) and significantly influenced the fraud in
Indonesian local governments, so that all hypotheses that were tested in this research (H1, H2 and H3)
were supported.
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Table 8
Logistic Regression Results
Variable B Wald Sig Odds Rasio
Pressure 0.414 4.303 .040* 1.513
Opportunity 3.266 41.488 .000* 26.199
Rationalization 0.375 145.644 .000* 1.454
Contanta -9.269 143.719 .000* 0.000

Note: * sig a=0.05
The score factor of pressure is multiplied by —1
(To ease the interpretation)

Based on test results presented in table 8, then the chances of logistic regression with logistics
transformation is:

Pi
L=1In (1 lP J =-9.269 + 0.414 Pressure + 3.266 Opportunity + 0.375 Rationalization + €
—Pi

To ease the interpretation, the score factor of pressure is multiplied by -1. This was done because of
pressure occurs when local governments are in financial difficulty where the ratio PERy, PADTR and
PADEXP showed a low value. Coefficient B which showed a positive sign at 0.414 and significant to the
pressure variable means that the higher the ratio the financial performance of the budget and independence
ratio, the smaller the pressure, because the local government was in good condition then the probability of
fraud occurrence in the local government was getting smaller. For the opportunity variable, the coefficient
B was positive at 3.266 and significant. It means the more number of SKPD and populations in a local
government indicates the greater opportunity, and then the probability of fraud occurrence is also greater.
Finally, in rationalization variable, coefficient B was positive at 0.375 and significant. It means that greater
number of responses indicates greater auditee’ attempt to rationalize his or her actions, the probability of
fraud occurrence was also greater.

From the Nagelkerke R Square value of 0.8806, it could be concluded that the three independent
variables consisted of pressure, opportunity and rationalization were able to explain the situation/condition
that caused the fraud occurrence in the local governments in Indonesia amounted to 88.6 percent and the
remaining 11.4 percents was determined by other factors outside this study. However, Nachrowi and Usman
(2008) stated that the accuracy of the function model in logistic regression odds can be seen by the accuracy
of the model in conducting research object classification. Table 9 shows the fraud on the government in
Indonesia that can be appropriately qualified and wrongly qualified. Overall, the model was able to predict
the accuracy of fraud prediction in local governments in Indonesia amounted to 95.3 percent.

5. DISCUSSION

The test results with factor analysis found the factor group consisted of the ratio of the budget performance
and the ratio of regional independence as the factors that formed the construct of fraud risk factors of
pressure. The financial ratio is the empirically proven ratio to assess the condition of the financial difficulties
in local government (Plammer et. al., 2007; Sutaryo et. al., 2010). The local government budget performance
is measured from the difference between revenue and expenses to total revenue, so higher remaining budget
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makes the local government to be categorized as local governments with good performance. Financial
performance is also seen in terms of the independence of the region assessed from the percentage of
Regional original revenue (PAD) to total revenue and a percentage of revenue to the Regional expenses
(Ritonga et. al., 2012). Thus, the greater region’s ability to generate revenue to fund regional needs both for
operational expenditure and capital expenditure of the local government will make the local governments
to be classified local government with good performance.

Financial difficulty condition may occur when the ratio of the budget performance and the ratio
of regional independence indicate a low number (Plammer et. al., 2007; Sutaryo et. al., 2010). Results of
empirical test with logistic regression found that the higher the ratio of the budget performance and the
ratio of local independence, the smaller the probability of fraud in the local government, and vice versa.
This research finding was not different from the research findings in the business sector conducted by
Skousen et. al., (2009), Lou and Wang (2009) and Manurung and Hadian (2013).

In government organizations, financial performance is measured by whether or not the budget is
absorbed for use in the provision of public services (Cohen, 2000; Sutaryo et. al, 2010; Ritonga et. al, 2012).
If the government has a budget surplus, the government has an obligation to repay the funds to the state
treasury and consequently the submission of the next year’s budget should not exceed the budget realization
in the event of a surplus. This budgetary policy makes no guarantee of funds availability to finance the
construction of the next period.

Based on this condition, then SKPD as the budget developer will make changes to the budget plan
that has been set previously for the purpose of absorbing the budget surplus, whereas, revision to the
budget plan is a common thing to do (Forrester and Mullins, 1992). And, if the local revenues cannot cover
the expenditure in the budget revision process, then governments can seck additional sources of funding
beyond the local revenues so that local governments created a huge dependency on equalization funds.

The existing rules and policies then are used by the perpetrators and the driver of mechanism process
in the system when implementing governance to maximize personal and/or certain group’s interests that
dominate the behavior of the local government. This is in line with the findings of Chang and Turnbull
(2002) that the budget uptake in the local government according to public choice theory will always aims to
maximize personal and/or certain dominant group’s interests in the organization. So, budgeting is a political
process where at each stage of the budget process there is room for budget corruption (Isaksen, 2005).

Another factor group that was formed from the factor analysis results was SKPD and population as
factors that formed the construct of fraud risk factor of opportunity. At governmental organizations, more
SKPD and population showed increasingly complex region and larger size of the area. This is then become
the reason why the internal control system (SPI) in the regional governments become weaker (Tuanakotta,
2009; Jones and Walker, 2007; Martini and Zailani, 2011; Ritonga, 2014). Similar to the business sector, in
government, SPI also plays an important role in keeping the assets of the organization. SPI implementation
in government is even regulated by Government Regulation No. 60 of 2008 on the Government’s SPI.
Results of empirical test with logistic regression found that the more number of SKPD and population in
a local government, the greater the probability of fraud occurrence in the local government, and vice versa.
Good SPI cannot ensure that fraud does not occur, given that most perpetrators of fraud are the executives
who where the parties can directly intervene with the power they have to deflect the implementation of
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internal control system (COSO, 1999), especially when the SPI is in weak condition as happened in most
local governments in Indonesia (BPK IHP, 2013; 2014). Thus, the finding of the fraud risk factor of
opportunity in this study was not different from the findings in the business sector as conducted by Skousen
et. al., (2009) and Lou and Wang (2009) where opportunity had a positive influence on fraud.

However, different findings appeared in fraud risk factor of rationalization compared to the previous
researched in the business sector. The fundamental difference was arised because of the differences in
operational definitions and a proxy for measuring rationalization. In Cressey’s theory, rationalization was
a person’s attitude to do efforts to justify his or her fraud acts. However, Skousen et. al., (2009) connected
the rationalization to the management integrity because it was difficult to measure the attitude and character
of a person. Skousen et. al., (2009) did not manage to find the appropriate proxy for measuring fraud risk
factor of rationalization, so that hypothesis testing for rationalization could not be performed. For fraud
in the local government context, this study used the definition of rationalization by Cressey’s theory where
rationalization was measured by using auditee responses presented in the LHP.

The perpetrators of fraud will always try to justify their fraud acts. Many reasons are put forward by
the perpetrators to justify their fraud acts for example there are no rules and systems that regulate activities,
the actions are not their responsibilities, even that such measures are already common things (Dellaportas,
2013). Therefore, the more number of auditees’ responses that deny the auditor’s findings showed the
greater efforts of the auditees to rationalize their actions, thus increasing the probability of fraud. This
result is consistent with the explanation of the rationalization as fraud risk factor stated by Cressey and is
in line with research findings by Lou and Wang (2009) where rationalization had a positive influence on
fraud.

6. CONCLUSIONS

This study has the goal to find empirical evidence of the effectiveness of Cressey theory whether it has an
influence in detecting fraud on the local government in Indonesia. Results of empirical test with logistic
regression found empirical support for the Cressey fraud triangle theory to explain the phenomenon of
fraud on the local government in Indonesia. Pressure condition, opportunity and rationalization had a
positive influence on fraud on government in Indonesia. The financial information in the form of financial
ratios such as the performance ratio of the budget and the ratio of local independence and non-financial
information such as the number of SKPD, population, the auditee responses to the findings, conclusions
and recommendations were useful in predicting the presence or absence of fraud on the local government
in Indonesia. The test results of Fraud Prediction Model compiled in this study found that the model was
able to predict the accuracy of fraud prediction on the local government in Indonesia amounted to 95.3
percent.

This study has limitations that may be taken into consideration for future research that was the
measurement of the dependent variable that had not been split between fraud that had been decided by
court and fraud that was still under investigation since a short period of observation that was only two
years. Most of fraud cases in the Indonesian government in the period of observation were still the cases
in court proceedings so that the cases still had a chance to receive the decision as not a fraud case by the
court. The future researchers should extend the period of observation and use the fraud data that has been
decided by the court.
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