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The phrase “blood is thicker than water” suggests that family ties are the
strongest bonds, but does that concept hold true in the dark world of fraud? Or is
the love of money truly the root of all kinds of evil, even overpowering family
bonds?

The three real-world tales demonstrate clearly that fraud can be committed against family members by an
in-law, sibling, or spouse—no family relationship is immune. What makes fraud worse in a family business
is that the relationships can be changed forever once a relative has perpetrated fraud, and this may often
include the dynamics between family members not involved in the fraud itself. Understandably, emotions
can run very high. The psychological trauma is impossible to quantify: In addition to experiencing a number
of disturbing feelings, the honest family members may not have the ability to trust anyone for some time.
Feelings of denial, followed by anger, are typical.

For the purposes of this discussion, we’re defining a “family business” as any organization in which one or
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more family members established or currently operate the entity (or both), with at least one family
member at the owner level. Often, one generation (grandparents or parents, for instance) started the
business, and it became a “family” business when subsequent generations joined the company. But family
businesses aren’t limited to lineal succession. Siblings establish many family businesses together, and aunts,
uncles, cousins, and in-laws may be part of those businesses or others.

TALES OF FAMILY FRAUD

IN-LAWS LOSE BIG IN
PONZI SCHEME

MONTANA-Pat Davison, convicted in 2007
of perpetrating the largest Ponzi scheme
in the state of Montana, Is now serving
a 10-year sentence in a federal prison.
Investors—including family members—lost
approximately $6.8 million from this
scheme, operated through his sole propri-
etorship investment firm. The victims
include Davison's former sister-in-law,
Tracey Dangerfield, and her husband, who
lost almost $80,000. “What makes it so
difficult is how a man can sit across a hol-
iday dinner table and look someone in the
eye knowing he has stolen from them,”
Dangerfield said.

Click to enlarge

DOCTOR'S WIFE HIDES
NEST EGG

CONNECTICUT-Several years ago, a Con-
necticut physician employed with a large
medical group decided to start his own
practice with the assistance of his wife,
who would serve as the office manager.
She would be responsible for managing all
financial aspects of the practice, including
overseeing the billing and performing the
banking duties. The business grew fairly
quickly, and the couple’s higher income
allowed them to enjoy a more luxurious
lifestyle. But the faster pace also left them
very little free time to spend together. One
day while his wife was out running an
errand, the doctor noticed an envelope
from an unknown bank on her desk. Inside
was a statement showing that the practice
had more than $200,000 on deposit. When
the physician confronted his wife about
this, she tearfully explained that she was
depressed and unhappy spending her
nights and weekends alone while he
worked to continue to grow the business.
She said she intended to use the $200,000
she had "saved" to start her life over again
after filing for divorce.

GUN STORE THEFT
BACKFIRES

WASHINGTON STATE-Federal authorities
forced a family-owned gun store in Wash-
ington State to surrender its firearms
license for willful misconduct. It had been
receiving numerous warnings of gun-law
violations from the Bureau of Alcohal,
Tobacco, Firearms and Explosives (ATF).
But unbeknownst to two of the three
brothers who ran the store, the third
brother had been embezzling from the
business by writing big checks to himself,
including one for $130,000. In 2009, the
two brothers went to the third brother's
home to ask him about the missing money,
where, according to the police report, he
met them at the door with a handgun and
a "thousand-yard stare in his eyes.” Three
days later, he was found dead in his bed-
room from a self-inflicted gunshot wound,
leaving a note admitting to the thefts,
which totaled nearly $850,000.

THE MAGNITUDE OF THE PROBLEM

It’s hard to find reliable statistics about fraud perpetrated by people against their own family. At best, the
numbers are estimates because not all cases are discovered, and those that are often go unreported. Further,
when a trusted family member is the perpetrator, other relatives often pressure the victims to “keep peace
in the family” and resolve the matter quietly.

You can gain some appreciation of the magnitude of the problem of fraud within family businesses from the
Association of Certified Fraud Examiners (ACFE) in its 2014 Report to the Nations on Occupational Fraud
and Abuse (http://bit.ly/1E1qlg]). More than 34,600 Certified Fraud Examiners (CFEs) were asked 84
questions about the single largest fraud case they had investigated between January 2012 and December
2013, with the criteria that the investigation must have been completed and the investigator was reasonably
sure the perpetrator had been identified. Responses representing 1,483 fraud cases meeting these criteria
were compiled.
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While the report doesn’t provide specific results about fraud perpetrated by family members, family
businesses account for a large percentage of small organizations, and the report does contain findings about
them. The ACFE defines a small business as one with fewer than 100 employees, and it’s this group of
businesses that’s consistently reported as being victimized in the greatest percentage of cases.

As you can imagine, many types of family businesses fall into the ACFE’s “small business” definition, such
as restaurants, hardware stores, landscaping and tree services, automotive repair shops, construction

companies, grocery stores, motels, clothing stores, funeral homes, and manufacturing companies, to name
just a few.

TOP10 FRAUD SCHEMES
AMONG SMALL BUSINESSES

Source: Association of Certified Fraud Examiners, Report to the Nations on Occupational Fraud and Abuse, 2014 (htep://bit.ly/1E1qlg))
CORRUPTION BILLING CHECK NON-CASH SKIMMING
TAMPERING

330% | 28.7% | 22.1% 18.1% | 17.0%
#6 | #7 | #8  #9 | #10

EXPENSE PAYROLL CASH FINANCIAL CASHON
REIMBURSE- LARCENY STATEMENT HAND
MENT FRAUD

16.0% | 16.0% ' 14.4% | 12.2% | 12.0%

Further, the ACFE consistently finds that the median fraud losses for small businesses are the highest or
close to the highest among all business sizes. (Median losses are reported rather than average losses since an
average can be significantly skewed by a few very high-dollar frauds; consequently, the ACFE believes
median losses provide a more accurate and conservative picture of the typical impact of fraud.) The 2014
survey found that organizations with 10,000 or more employees had the highest median fraud loss per
incident, at $160,000. Remarkably, though, small businesses had the second-highest loss, at $154,000—a
mere $6,000 less than the group that includes some of the world’s biggest companies. It probably goes
without saying, however, that the impact of the $154,000 median loss for a small business will be felt much
greater than the relative impact of a $160,000 loss at a much larger organization.

Beginning in 2010, the ACFE gathered its data from fraud cases throughout the world rather than solely in
the United States. The 2010 global fraud survey included offenses that occurred in approximately 100
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countries on six continents, with more than 43° of the cases taking place outside the U.S.; the 2012 and
2014 global surveys report a similar composition of data. Also, from 2002 through 2014, the ACFE
consistently found that small businesses always suffer a higher frequency of fraud than businesses of other
sizes.

IT WON'T HAPPEN T0 US-WE'RE FAMILY!

If only this were true. Fraud surveys repeatedly find that no company is immune to deception and outright
theft, regardless of geographical boundaries, industry, size, or form of ownership. In short, any business is
potentially vulnerable to fraud. A company that takes the approach that blind trust is an internal control
—simply because of family status—is even more vulnerable by ignoring potential risks and not taking the
necessary precautions to protect the business. Compounding the problem, employees who aren’t family
may be inadvertently afforded the same level of trust given to family members.

Further, it’s a fallacy to believe that a compensating control for blind trust is an innate instinct to know if a
fraud is occurring (“Oh, I would know if someone were ripping me off!”). Fraud surveys from the ACFE and
other groups consistently find that fraud is most commonly detected through tips, regardless of the source
(vendors, employees, customers, or an anonymous source). Sometimes family members knew, or at least
felt, that something wasn’t right with their relative’s behavior or actions, but, because of the family
relationship, no one acted soon enough to limit the exposure to loss.

Examples of typical frauds perpetrated in family businesses are shown in the sidebar “Common Fraud

Schemes in Family Businesses.” Important internal controls that should be implemented to prevent these
sorts of crimes are shown in the sidebar “Implementing Smart Internal Controls.”
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COMMON FRAUD SCHEMES IN
FAMILY BUSINESSES

Family fraud schemes aren't unique but mirror those perpetrated
by nonfamily employees against any business. Some of the most
common examples include:

M Diverting (stealing) business funds for personal pur-
chases, including making purchases with business credit
cards and concealing those purchases as legitimate business
expenses.

W Skimming cash recelpts (customer payments) for personal
purposes (in other words, taking the cash before it's recorded).

M Processing unauthorized payroll (for instance, for “ghost”
employees, unearned time, excessive vacation/sick leave, or
fraudulent bonuses).

W Using the company'’s fixed assets for personal
pursuits/outside interests.

B Stealing office and cleaning supplies for personal use.
W Processing transactions of other entities through the
business, such as purchasing inventory or paying expenses for

a separate entity with which the perpetrator is involved.

W Diverting customers and sales to a competing entity
(sometimes for a fee).

W Providing business secrets zand bidding information to
competitors (sometimes for a fee).

http://sfmagazine.com/post-entry/may-2015/
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IMPLEMENTING SMART
INTERNAL CONTROLS

Some of the most common examples of internal controls that
should be implemented by all family businesses are:

B An owner’s original signature on all checks (no signature
stamps), with review of original supporting documentation.

B Two signatures on larger checks, with review of original
supporting documentation.

W Segregation of incompatible duties among different
individuals {(authorization, recordkeeping, and custody of the
related assets).

W Regular mandatory vacations for employeas who have
key accounting duties, with someone covering the duties of
the individual while he or she Is away. Some frauds require
constant manipulation of the books. Allowing the work to pile
up on the employee's desk defeats the purpose of this control.

MW Careful independent review of expense reports and
company credit card purchases, requiring sufficient support-
ing original documentation (not copies) and comparison to
budget along with employee’s time record (for example, was
the individual on vacation while charging business
expenses?).

W Regular independent review of payroll: Are there any
unexplained paychecks? Unknown employees? Excessive
avertime?

W Bank statements mailed directly to the home of an
official (owner) charged with reviewing bank statements as
well as completed reconciliations; this parson should have no
cash handling or recordkeeping duties.

W Use of pre-numbered documents (for example, sales
invoices, purchase orders, receiving reports) with periodic
independent accounting for all documents; voided documents
shouldn't be discarded but should be kept for review and
possible follow-up.

W Physical controls over inventory to maintain accounta-
bility; annual physical inventory count reconciled to recorded
inventory; and unexpected varlances investigated.

M A clearly written code of conduct that's widely distrib-
uted and covers items like the acceptable use of company
resources, such as computers and office supplies. Any viola-
tions must be treated consistently in accordance with policy,
including leave without pay, termination, and prosecution.

M Periodic independent review of vendor list: Are there
any unknown vendors? Are new vendors legitimate? Have
they been authorized?

http://sfmagazine.com/post-entry/may-2015/
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A SENSE OF ENTITLEMENT

How is fraud possible in a family business? For any entity, large or small, the most widely accepted theory
researchers have developed to explain why fraud occurs is the “fraud triangle.” Within this triangle, three
elements—pressure, opportunity, and rationalization—are necessary for fraud to occur (see Figure 1).

Figure 1:

THE FRAUD TRIANGLE

{entitlement)

Examples of the pressure or motive to commit fraud may be a financial need to support a lifestyle that the
person’s legitimate salary can’t sustain or to support an addiction problem. The second element—a
perceived opportunity to be able to commit the fraud and remain undetected—typically will manifest itself
in poor or missing internal controls. Again, blind trust is not an internal control. Believing family members
are the most trusted people of all is actually a weakness and results in less oversight, if any at all. As shown
in Figure 2, this creates a perfect environment for fraud to flourish.

Figure 2:

OPPORTUNITY

RELATIONSHIP BETWEEN LEVEL OF TRUST AND FRAUD RISK

CAN LEAD TO AND RESULT IN

QUALITY OF .
INTERNAL Fm:',’,“"
CONTROLS

CAN LEAD TO AND RESULT IN

The third element, rationalization, requires that the perpetrator somehow justify in his or her mind why the
fraud scheme isn’t a criminal act. Given the sense of entitlement prevalent in our society today, it might not
be a surprise that the “Big E” (for “entitlement,” not “ego,” although perhaps that’s related) is a common
rationalization in family businesses: “I've worked harder than any of my brothers and sisters in this
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business, so I'm doing nothing wrong by taking this. In fact, I deserve this.” At the same time, second and
third generations might not be aware of the financial struggles and sacrifices that the first generation made
to establish the business, which reinforces a false sense of entitlement.

AN OUNCE OF PREVENTION

Given the elements of the fraud triangle, the best preventative approach is to increase the perception of
detection, which can be achieved through proper internal controls. But the possible caveat with a family
business is that family members may believe any fraud they commit won’t be reported or prosecuted for
the sake of “keeping peace in the family.” Consequently, it’s important that internal controls be properly
designed, implemented, and updated as necessary, including a written policy of how fraud will be handled
immediately.

Implementing proper internal controls in a family business may be a sensitive issue. Every family business
is as unique as every family, and family dynamics can vary. Thus it’s critically important that the dominant
family member is on board with and supportive of having a fraud risk assessment performed and the
recommended internal controls implemented. (We’ll talk more about this later.)

The topic can be presented properly to family members by explaining that good controls equal good
business. Implementing proper internal controls protects all employees, the family, the company’s
reputation, and, of course, the bottom line. Without adequate controls, the risk of fraud increases and, with
it, damages beyond monetary loss. For instance, the damage to the company’s reputation could affect future
sales. Employees may find fraud to be demoralizing, which can result in decreased productivity and
increased turnover. Legal costs will be incurred if the company chooses to prosecute. And if the fraud is
significant enough to affect the company’s solvency, this certainly affects future heirs as well.

Trustworthy individuals won’t have a problem with controls being in place. Adequate controls can actually
help build trust, which will allow all employees to feel more confident that the records are accurate and the
potential for fraud has been minimized.

Since many family businesses are relatively small, the lack of resources to establish and maintain a solid
system of internal controls will usually be a concern. But this problem can be solved by including
compensating controls. For example, if certain accounting duties can’t be segregated adequately because
the business has an extremely small accounting department (perhaps consisting of one “trusted”
individual), internal control can be greatly enhanced by having the bank statements mailed directly to the
owner’s home. The one-person accounting department can still have the authority to write checks in
addition to incurring the expenses and recording the payments—as long as the owner signs all the checks
and receives and reviews the monthly bank statements. These simple steps can increase the perception of
detection, which will greatly enhance the prevention of fraud.

METING OUT PUNISHMENT

What happens if fraud is discovered in a family business? Many times the family doesn’t want someone
arrested, fearing it will be ripped apart (which just about always happens, regardless). Uninvolved family
members may advocate for peace within the family and pressure the victimized members to let it go, all of
which can complicate family relationships. If a problem exists, say, between two siblings running a
business, often the parents and the children of each sibling get involved, all offering their advice and
opinions on what should be done to resolve the issue. Misinformation from one family member spreads like
wildfire to other, previously disinterested family members, and before long nearly the entire family is
consumed with an issue that has nothing to do with 99°% of them!

But sometimes the family is willing to pursue prosecution, which will come with its own set of problems.
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The general view of law enforcement and the court system pertaining to fraud involving family is that
there’s too much other “real” crime to deal with beyond a family spat. Moreover, fraud cases can be
complicated and hard to understand, especially for those without an accounting background, which causes
further reluctance on the part of the legal system to get involved. In addition, intent must be proven with a
fraud case, which can sometimes be difficult unless there’s been a pattern of attempts to try to conceal the
fraud. Finally, it’s very common for the defendant’s attorneys to implement the tactic of “delay, delay,
delay!” This approach drags out the process, which increases legal fees along with stress in the family and
resolves nothing.

Occasionally, victims can recover embezzled funds through insurance, assuming such coverage existed
prior to the fraud and doesn’t exclude fraudulent acts by business owners or family members. The catch is
that many policies today include a provision that the victim must contact law enforcement if he or she
suspects potential criminal violations. Consequently, if the family decides not to press charges, this may
prevent any recovery through insurance.

If civil, criminal, and insurance recovery options aren’t pursued for any reason, victims have little
remaining recourse. Sometimes the dishonest family member will promise to repay the stolen amount, but
if he or she didn’t need the money so badly in the first place, the embezzlement probably would never have
occurred! So the chances of the victim recovering the lost funds in this manner are practically nil.

DID YOU KNOW?

The 28 million small businesses in the U.S....

Employ half of the private Employ more than 40% of
workforce high-tech workers

Help

Wanted

Create two-thirds of new jobs Generate half of the U.S.

private gross domestic product
(GDP)

Source: U.S. Small Business Administration Office of Advecacy, http://1.usa.gov/1yKJ7hl

A CAUTIONARY TALE

Does all this sound improbable? Consider the following true case (identifying names and places have been
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changed).

John created Custom Cabinets from the ground up. A skilled carpenter specializing in fine woodworking, he
managed to grow the business to the point where Custom Cabinets became the sought-after name in
kitchen and bathroom cabinets. As the demand grew, so did the orders, and John often found himself split
between the sales, production, and administrative duties, which resulted in long days and no weekends off.

To allow for further expansion and decrease his stress, John asked his two brothers, Mark and Kevin, to join
the company. Mark took over the administrative functions, including billing, collections, disbursements,
and payroll, while Kevin assumed the marketing role. Since Mark and Kevin were family and agreed to
grow John’s company, John modified his business’s ownership structure, giving one-third of his company to
each brother while retaining one-third.

As orders increased, John found himself hiring more production staff in order to meet demand. Spending
long days and weekends running the shop, John relied on Mark to ensure the finances of the company
stayed healthy. Mark claimed the administrative functions were beyond one person’s capabilities, so he
brought in his wife, Tammy, to assist him.

Unfortunately, the cash flows didn’t follow the growth, and vendors started shutting off Custom Cabinets
from future orders. John couldn’t understand what was happening since he had had a great track record of
paying his suppliers, and there should have been plenty of cash available to meet the company’s purchase
obligations. Logically, John went to Mark and Tammy to determine what was happening with the finances.
He was told things would be fine and that he should return to the shop and allow them to respond to the
suppliers.

John didn’t pursue the issue, which proved to be his fourth major mistake, preceded by (1) bringing his
brothers into his company, (2) giving them ownership interests, and (3) allowing Mark to hire his wife as an
employee.

After a short period of time and more delays in deliveries of much-needed materials, John demanded
answers from Mark as well as access to the financial records. What John received instead was a termination
of employment! Mark even went so far as to change the locks on the buildings, preventing John’s access. In
the meantime, Kevin sat quietly in the background, not choosing one side over the other. For this perceived
“loyalty” to them, Mark and Tammy gave Kevin bonuses (payoffs, if you will).

John and Mark each retained attorneys, and a long legal battle began. Two years and thousands of dollars
later, John received his first glimpse into partial records of his company. Mark and Tammy had used the
corporate funds as their personal checking account, racking up personal expenses on more than 40
different credit cards paid through the company. Further, Mark and Tammy started a separate business of
their own and used the company’s funds to buy materials for it.

John wanted Mark and Tammy arrested, but law enforcement wasn’t interested in resolving a family
dispute. Instead, he filed suit against his brother and sister-in-law for stealing the funds as well as his
company. Two years of hearings resulted in large legal bills but no resolution. John then sought to recover
the stolen funds through an insurance claim (he was still a one-third owner), but the policy excluded
claims where an owner was the perpetrator.

Sadly, John ended up settling the case against Mark and Tammy for a mere $90,000, paid over time, which
represented a fraction of the company’s worth. Mark, Tammy, and Kevin continued to own and operate the
business that John had started, and John found himself starting over, alone. His wife had left him during the
long, drawn-out, stressful process.

10 of 12 5/5/15,9:31 AM



SHATTERED TRUST: FRAUD IN THE FAMILY - Strategic Finance http://sfmagazine.com/post-entry/may-2015/

FAMILY BUSINESSES
ARE INCREASINGLY MORE
PROFESSIONAL"

83% have at least one procedure in place to deal with conflict

70% expect to grow steadily over the next five years

65% have grown in the last 12 months

60% are concerned about finding talented workers

60% are concerned about regulatory pressures

40% say that professionalizing the business will be a key
challenge for the next five years

16% have succession plans in place

15% plan to grow aggressively over the next five years

*Based on 2.378 famiy businesses in mare than 40 countries with 35 million to
31 bilion in turnover between April 28, 2014, and August 239, 2004,

Source: PricewaterhouseCocpers, "Up Close and Professional: The Family Factor
Global Family Business Survey, 1\ [ ( family ir rve

STOPPING FRAUD BEFORE IT HAPPENS

Creating opportunities for family members to work within a family-owned business can provide benefits
that include stable employment and wise succession planning in addition to some wonderful nonmonetary
perks, such as bringing relatives closer together.

But even in the best-run family-owned businesses, the potential for embezzlement or other fraud is never
far away. Situations change, tempting some people to break the law, or owners grow complacent as the
years pass, placing too much trust in certain family members. For these reasons, families should consider
investing in their business by having a CMA® (Certified Management Accountant), a CPA (Certified Public
Accountant), or a CFE—or, even better, a combination of the three—conduct a fraud risk assessment to
identify missing internal controls. Implementing proper controls, rather than relying on the blind trust of
family members, can increase the perception of detection and minimize the perceived-opportunity
element of the fraud triangle, thus greatly reducing the risk of fraud.

Something else that could pay dividends is having as part of the internal control environment a written
code of conduct that includes anticipating the possibility of having to remove a family member from the
business. The code of conduct needs to be circulated widely, enforced consistently, and include evidence
that each employee/family member has read it, which will be invaluable if a dispute with a family member
ever develops. In the long run, no matter what Auntie Annie, Brother Bobby, or Sister Susie says, that likely
will be the best way to keep peace within the family.

tephen Pedneault, CPA/CFF, CFE, is the principal of Forensic
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Accounting Services, LLC, in Glastonbury, Conn. He specializes in
forensic accounting, fraud investigation, and litigation support. One
of his four recent books is Preventing and Detecting Employee
Theft and Embezzlement: A Practical Guide. You can reach Steve at
(860) 659-6550 or steve@fasman.com.

Bonita K. Peterson Kramer, CMA, CPA, CIA, Ph.D., is a
professor of accounting in the Jake Jabs College of Business &
Entrepreneurship at Montana State University in Bozeman. A native
of Montana, Bonita joined the MSU faculty in 1994 and has received
numerous teaching awards. She is an IMA® Member-at-Large and
has served on the ICMA® Exam Review Committee. You can reach
her at (406) 994-4620 or bonitap@montana.edu.
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