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Introduction

A. Introduction

1.  Motivation and Theoretical Background

In the 1990s, Beneish developed what later became known as the M-Score, one of the early
models proposed to identify earnings manipulations, which was ultimately published in 1999
in the Financial Analysts Journal (Beneish, 1999a). A group of students in the United States
applied the M-Score as part of a university project and indicated that manipulation might be
present in the case of Enron — this was in 1998 (Ghosh et al., 1998). The major collapse of
Enron followed in 2001. Although the group of students issued a sell recommendation primarily
based on valuation concerns (Morris, 2009), this case serves as a striking and illustrative
example that statistical models have, at least in some cases, been capable of identifying real
cases of manipulations in financial statements, even if such predictions did not necessarily lead

to earlier detection by statutory auditors and enforcement authorities.

In the time leading up to Enron, the former Chairman of the Securities and Exchange
Commission (SEC), Arthur Levitt, highlighted in a speech — later titled "The "Numbers Game""'
— the pressure exerted by capital markets to meet expectations, and not merely fall just short of
them as, failing to do so could lead to exaggerated reactions from the capital markets (Levitt,
1998). Conversely, meeting analyst earnings forecasts is rewarded with abnormally positive
returns (Bird et al., 2019). In this context Griffiths vividly described in his book ‘Creative
Accounting’ that “every set of published accounts is based on books which have been gently
cooked or completely roasted” (Griffiths, 1986, p.1). Similarly metaphorically, Giroux
describes that even after the Sarbanes-Oxley Act of 2002 (SOX), which was enacted in response

to scandals like Enron, that the "earnings magic continues" (Giroux, 2006, p. 5). Thus, after

1
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having peaked around the turn of the millennium for the last time, including the case of Enron,
financial statement fraud has once again become paramount with incidents of international
interest within the recent years such as Wirecard (McCrum, 2020). Against this background the
recent case of the German Adler Group showed, that market failure, as theoretically described
by Akerlof in his paper on market for lemons (4kerlof, 1970), can — at least in part — be
transferred to the audit market, as Adler Group was seeking to find an auditor for its financial
statements (Bender et al., 2022). While regulation and internal auditing can play a preventive
role to some extent in mitigating the occurrence of fraud (Bonrath & Eulerich, 2024), the
continued occurrence of such cases shows: Financial statement fraud, especially if active and
meticulously planned, can never be prevented entirely, despite the existence of audits and
enforcement structures. Conversely, international auditing firms assess the current environment
and its conditions as being more susceptible to institutional crime than ever before (PwC, 2022,
2024). Still, according to the Association of Certified Fraud Examiners (ACFE), financial
statement fraud remains the rarest form of white-collar crime. However, it results in the largest
median loss and has increasingly severe consequences the longer these cases remain undetected

(ACFE, 2024).

To address this issue and facilitated by an increasing amount of readily available data
science applications, current research at the interface of accounting and information systems
has been exploring the potential of using machine learning to detect signs of financial statement
fraud in firms’ financial reports as early as possible. The importance of technology for future
approaches to detecting financial statement fraud is by no means solely a subject of research;

the auditing profession is also actively working to develop the necessary frameworks. This is
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also reflected in broader discussions between professional practice and academia, where
digitalization initiatives in accounting and auditing are highlighted as a key challenge for audit
firms (Weiflenberger et al., 2019). At the same time, universities aim to educate future
professionals with the necessary expertise at the intersection of accounting and IT, or
respectively data science, to meet these evolving demands (Bravidor et al., 2020). In the
specific context of technology-driven fraud detection within the audit profession for example,
the discussion paper and exposure draft of the International Auditing and Assurance Standards
Board (IAASB) regarding the International Standard on Auditing (ISA) 240 (revised),
particular emphasizes the use of technology and how conditions can be established to promote

its meaningful and comprehensive use (I44SB, 2020, 2024).

In this vein, during the last decade research has focused on developing machine learning
models that identify financial statement fraud as exactly as possible. When referring to machine
learning models in this setting, it typically involves models categorized under supervised
learning. This means a model is trained, applying a selected algorithm, to learn the relationship
between various variables based on examples, which is why it is also referred to as ‘learning by
example’ (Hastie et al., 2017). Within this context, this means that the model equations
typically use the occurrence of financial statement fraud as a dichotomous dependent variable,
also called target, while various independent variables, also called features, aim to explain the
occurrence of fraud, for example, in the form of financial metrics derived from financial
statements. Starting with simpler, inherently interpretable models such as the M-Score by
Beneish (1999a), which relied on logistic regressions using only a few financial ratios. This

early model was proposed to detect earnings manipulation using financial ratios calculated
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based on accounting data. Thereby, the regression model included the dichotomous variable M
as the dependent variable, where 1 indicated cases of manipulation and 0 represented non-
manipulated cases. As independent variables the model utilized eight financial ratios calculated
from disclosed accounting data, including among other the days' sales in receivables index and
the sales growth index. Since then, increasingly more complex models have been developed,
trained on growing volumes and types of data. This includes approaches using, e.g., support
vector machines and neural networks (Cecchini et al., 2010a) and expands both the amount and
variety of data incorporated, for instance by including additional narrative textual data from
financial statements (Glancy & Yadav, 2011; Purda & Skillicorn, 2015). In contrast to previous
research Bao et al. (2020) found, as a decisive step for further research, by using more current
algorithms as RUSBoost that using raw financial data items instead of precalculated financial

ratios can further improve classification performance.

This development, as described in detail within the review of literature in section B, has
resulted in a most relevant drawback: The focus lied almost exclusively on the mere detection
of financial statement fraud cases. Despite this, still numerous fraud cases remain undetected.
But in addition to these errors of undetected fraud cases, a high number of false positive
predictions, i.e., the erroneous classification of legally compliant cases as fraudulent, was a
negative side effect that was given little consideration (Beneish & Vorst, 2022). As machine
learning algorithms typically create black box models that do not allow the potential user to
identify the reason exactly why a financial report is classified as (non-)fraudulent, each false
positive classification results in high costs. These costs can differ among primary potential user

groups of such models as auditors, enforcement authorities and investors, and thus, result from,
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e.g., manual audit efforts and/or losses in reputation or foregone investment opportunities
(Beneish & Vorst, 2022). Therefore, as stated by Beneish and Vorst (2022) cost-efficient
implementations for potential user groups remain pending. In particular with regard to auditors,
a lagging adoption of advanced predictive analytics in auditing is discussed in literature,
especially highlighting the use of such approaches remains uncommon for fraud detection

(Vitali & Giuliani, 2024).

2.  Research Gaps and Objectives

With regard to the lack of actual implementation of machine learning approaches for financial
statement fraud detection by potential user groups, it is essential to examine the hindering
factors and explore the general possibilities for addressing these obstacles in a solution-oriented
manner. Beneish and Vorst (2022) consider two superordinate options for future research to
address the lack of implementation. First, they suggest pursuing approaches that can reduce the
number of false positives. Whether further significant improvements in reducing the number of
false positive predictions is achievable while maintaining a sufficiently high level in sensitivity,
i.e., the ability of a model to detect fraudulent cases, remains questionable as especially as the
amount of training data is restricted due to the limited occurrence of financial statement fraud
events. Second, to lever the potential of machine learning algorithms in this field, another
approach is considered to be promising. It consists in trying to make the fraud detection models
trained by machine learning algorithms more transparent by implementing additional analyses

to identify the main causes for a classification as being fraudulent.

These options should be considered in the context of literature increasingly calling for

addressing the issue of potential biases in machine learning models within accounting and
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auditing (Cho et al., 2020). Against this background, 4boud and Robinson find that, specifically
in the context of data analytics applications for detecting fraudulent financial reporting, the
aspect of unproven or insufficiently demonstrated capability of the models represents one of
the key barriers to implementation (Aboud & Robinson, 2022). Only if these explanation
approaches can, for example, target specific manipulations can they create value for different
user groups. Explanations could enable individuals with domain expertise to validate the
classifications by assessing the driving factors behind them. This would allow explanations to
either provide starting points for in-depth audits or offer more transparent risk assessments,
enabling investors, for instance, to make informed decisions about excluding certain companies
from their portfolios. If these expectations could be met, local explanations might provide a
way to promote the implementation of models for financial statement fraud detection, despite

the now stagnating classification performance.

To explicitly achieve this, initial exemplary approaches in the field of financial statement
fraud detection have been developed to generate local explanations for individual predictions
(Craja et al., 2020; Zhang, C. et al., 2022). While Craja et al. (2020) propose an textual
approach to highlight those narratives within financial statements which lead to a classification
as being potentially fraudulent, Zhang, C. et al. (2022) apply various interpretable machine
learning analyses to exemplary show the potential of additional explanations by using only
financial data. These approaches have in common aiming to enhance transparency by
identifying which variables, or respectively which parts of financial statements, have driven a

particular classification. Unlike general weightings, as those in regression models, which
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provide insights into the overall contribution of variables at the model level, these explanation

techniques focus on variables’ contribution for individual observations (Molnar, 2022).

Building on the persistent lack of implementation of financial statement fraud detection
models and first insights into the potential of an increase in interpretability, the overarching
question, therefore, is whether more interpretable machine learning approaches can contribute
to making predictions more manageable and thereby generate greater utility. Here, more
interpretable refers especially to approaches deriving local explanations for individual
observations, i.e., identifying the key drivers in the form of specific balance sheet or income
statement positions that lead to a particular classification decision for individual observations.
This, in turn, could provide valuable insights and serve as a basis for further and more targeted
investigations. To this end, the overarching question needs to be broken down. While the
previous research has highlighted the general potential of more interpretable models as part of
the solution to encourage actual implementation, first, there remains a lack of detailed insights
into the needs of potential user groups regarding interpretable machine learning approaches,
particularly the promising local explanations. Thus, it is necessary to analyze what kind of
explanations could be principally useful. Second, little is known about whether local
explanations are truly capable of providing useful insights into the mechanisms of the models,
1.e., whether the required explanations are actually able to point out manipulated areas in the
financial statement (Zhang, C. et al., 2022). These two aspects are therefore discussed briefly
below, together with the specific research questions arising from the analyses of the literature,

which are also summarized again in section B.4 at the end of the literature review.
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Therefore, first with regard to the need for more interpretable detection models, I argue
that following this avenue of research more closely makes it necessary to address the diverging
perspectives of different user groups of financial statements as well as their legal and operating
environments. In a highly regulated sector with outstanding professional requirements for
expertise, concerns regarding trust, accountability, and efficient implementation of human-
machine-interaction-based applications must be considered as these factors might give rise to
different requirements with regard to the types of additional explanations. Therefore, in
section C I conceptually address the following two research questions taking into consideration
the demand and usability of interpretable machine learning approaches with regard to important

potential user groups in their professional environment:

RQ1: What legal and organizational conditions drive the need for financial statement fraud
predictions’ interpretability?
RQ2: What behavioral interactions must be considered for effective and efficient

implementation in a highly regulated setting with high professional requirements?

In a nutshell, the analysis suggests that even though different settings apply for diverging user
groups of financial statements, the application of machine learning models for detecting
financial statement fraud without additional transparency is reasonable only under very narrow
assumptions. Enforcement authorities can assess abstract risk for a risk-oriented selection of
firms to be audited in the context of sampling examinations and non-professional investors
might reduce financial losses through avoiding investments in potentially fraudulent firms. In
contrast, user groups in other potential use cases are regularly prevented from applying opaque

models by legal and organizational restrictions and further impairing behavioral factors.
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The questions addressed in section C therefore contribute to the literature on machine
learning-based financial statement fraud detection first by offering a conceptual framework on
major users’ demands for more detailed explanations on a local level. Requirements are derived

from and discussed against the backdrop of legal and organizational environments.

The analyses indicate a high demand for reliable systems capable of providing local
explanations for individual classification decisions. While this demand appears to be lowest for
investors, it could be particularly valuable for enforcement authorities and auditors. For these
groups, such approaches and tools could facilitate more efficient resource allocation and
thereby enable the earlier and more effective detection of fraud cases. In the context of black-
box models, legal certainty and the necessary transparency for auditors represent a significant

barrier. This challenge could potentially be addressed through reliable local explanations.

Second with regard to the explanations’ actual ability, this research includes the analyses
of model-agnostic approaches to explain classification results individually on a local level
according to the following research questions 3 to 5 (section D). To this end, I train financial
statement fraud detection models using the RUSBoost algorithm. As proposed by Bao et al.
(2020), I use raw financial data items instead of financial ratios as training data. This approach
enables the following analysis: The Accounting and Auditing Enforcements Releases (AAER)
dataset by Dechow et al. (2011), employed as proxies for financial statement fraud and covering
all AAER published by the SEC up to 2019, provides a categorization of misstatement types,
such as misstated revenues or misstated inventories. These misstatement types can be
thematically matched with the financial data items used in model training. If, during the

application of local explanations, financial data items stand out that are specifically related to
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the actual type of manipulation, these could be considered good explanations, as they would
provide concrete indicators of manipulated areas and serve as starting points for targeted, in-
depth investigations. I analyze the potential of local explanations using Local Interpretable
Model-agnostic Explanations (LIME) and Shapley Values; two model-agnostic approaches
which provide local explanations based on a trained classification model, i.e. individually for
each analyzed observation rather than on an aggregated level of the whole model. LIME derives
local surrogate models, which are inherent interpretable, for an individual observations to be
explained by slightly perturbing the observation’s feature values and observing the effects on
the classification results (Ribeiro et al., 2016a). In contrast, Shapley Values are originally based
on a game theoretic approach proposed by Shapley (1953) considering features as players in a
game and calculating the contribution to each feature for a certain prediction result (Molnar,
2022). The features, based on their local explanations provided by LIME and Shapley Values
(i.e., their effects on specific classification decisions), are then transformed into a ranking,
which enables comparability between LIME and Shapley Values. On this basis, the following

key questions, aligned with the respective classification results, are addressed.

Research Question 3 addresses prediction results, in which actual misstatements are
correctly classified as misstatements. The focus lies on whether, beyond the actual classification
result, explanations can be derived that allow conclusions to be drawn about the manipulated
area of the financial statements. To enable such insights, the explanations would need to show
that features associated with the manipulated area significantly contribute to the classification
outcome. Thus, for local explanations to be considered useful, they should, e.g., in the case of

a misstatement of receivables, assign a high explanatory contribution to a feature that represents

10
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receivables-related balance sheet items. Accordingly, for these cases, the research question is

stated as follows:

RQ3: With regard to true positive predictions, i.e., detected misstatements: Do features which
are related to a certain type of misstatement contribute to the classification as being

misstated?

Research Question 4 addresses prediction results in which actual misstatements were
incorrectly classified as non-misstatements. The underlying question is conceptually analogous
to Research Question 3 and seeks to determine whether, despite the incorrect prediction, the
features associated with the manipulated area were nonetheless key drivers of the classification
toward a misstatement. This could serve as an additional indication that the inherent
mechanisms of the models would be indeed driven by features affected by manipulations. To
return to the previous example, a high explanatory contribution from a receivables-related
feature — despite an incorrect classification result — could indicate that the models are indeed
driven by the manipulated areas of the financial statements. Accordingly, Research Question 4

1s formulated as follows:

RQ4: With regard to false negative predictions, i.e., undetected misstatements: Despite their
incorrect classification, do features which are related to a certain type of misstatement

contribute to the classification as being misstated?

As highlighted by Beneish & Vorst (2022) the large amount of false positive predictions
represents a major obstacle of the implementation of machine learning models in this context.
Therefore, independent of the actual cases of misstatements, it is of particular interest to

investigate whether patterns or systematic tendencies can be observed in cases where no

11
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misstatements are present. Such insights could reveal important information about potential
biases inherent in the models or explanation approaches. Accordingly, Research Question 5 is

formulated as follows:

RQS5: With regard to false positive predictions, i.e., false alarms in the absence of an actual
misstatement: Does the distribution of the explanations provide indications that potential
biases influence the predictions in a way that does not align with the original training

objective?

In summary, based on the analyses it can be concluded that the analyzed explanation
approaches, LIME and Shapley Values, are not consistently able to generate sufficiently reliable
explanations for a large number of classification decisions. While there are isolated examples
of seemingly good explanations that appear to align well with specific misstatement types,
negative examples are also evident. When viewed as a whole, initial promising patterns within
the distributions for certain misstatement types can be observed. However, these are
significantly limited in their explanatory power and reliability due to potential biases and the
generally high variability of the explanations. Therefore, the findings of this research contribute
particularly by demonstrating that, while the literature presents initial exemplary approaches to
local explanations that appear promising, these must be treated with great caution. If individual
local explanations are highlighted without verifying them within the overall context of a model,
there is a material risk of drawing misleading conclusions, potentially fostering a false sense of

security.
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3.  Design Science Approach

The previously outlined research questions are methodologically examined using a Design
Science Approach. Due to the increasing availability of data, powerful software and hardware,
data science approaches have become an integral part of any research discipline. Hey et al.
(2009) even stated data-intensive computing as the “fourth science paradigm” following on
empirical, theoretical and computational scientific approaches (Hey et al., 2009). In times of an
increase in data types and volumes, it is obvious that this data will also be incorporated into
models as potential variables. In this context, Anderson put forward the provocative thesis “the
data deluge makes the scientific method obsolete™ in his article ‘The end of theory’, stating that
the amount of data would lead to circumstances in which “correlation is enough” (Anderson,
2008). In contrast, Box, as early as 1976, has coined his well-known statement “all models are
wrong” because people regularly “make tentative assumptions about the real world which we
know are false but which we believe may be useful” (Box, 1976, p. 792) that remains highly
relevant in this context even today. Subsequently, this statement was also often adapted as “All
models are wrong, but some are useful.” (Anderson, 2008). Though, not only in the age of
machine learning but much earlier, great importance was attached to the simplicity of
relationships in order to be useful or more useful than more complex models. Following
Occam's razor, Box describes overparameterization as a sign of mediocrity back in 1976 (Box,
1976). Its unaltered relevance is highlighted by prominent examples even in the era of Big Data.
The case of Google Flu Trends aimed to enable the early detection and prediction of flu
outbreaks based on search queries. However, Flu Trends suffered from overfitting, where the

model overly learned historical patterns that were, in part, susceptible to external influences.
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This made forward-looking predictions based on new search queries significantly more
challenging (Lazer et al., 2014). Detached from the mere availability of more and more data
and potential variables and the technical ability to process them, the relevance of a well-
considered feature selection is highlighted, e.g., by the findings from Silberzahn and Uhlmann
(2015, p. 190), as they initiated 29 teams to conduct a research project based on the same dataset
to answer the question if “football (soccer) referees are more likely to give red cards to players
with dark skin” resulting in different and partially contradictory findings (Silberzahn &
Uhlmann, 2015). Thus, taking these challenges into consideration, the availability of a large
number of potential features itself does not justify neglecting theory and simply incorporating
all data available as overfitting might result in the final models. This applies to two key aspects:
First, the fundamental methodological approach within machine learning-based research

projects, and second, the training of the models themselves.

While the theoretical foundations of financial statement fraud detection as well as its
corresponding drivers and characteristics are discussed in sections A.1.3 and A.1.4 as a basis
for the reasoning of the feature selection in section D.3.1 the methodological approach is
formative for the entire thesis and its structure. Against the backdrop of increasing data-driven
approaches, the methodological framework must be contextualized accordingly. In particular,
the present application case of financial statement fraud detection represents a practically
relevant problem that is to be addressed using a contemporary interpretable machine learning
approach. This approach operates within a tension field between classification performance, the
practical utility of the model in the form of explanations, and the risk of potentially misleading

results. This is accompanied by the demand for more practice-relevant research. The aim should
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increasingly be to maintain the necessary scientific rigor while at the same time conducting
pragmatic and problem-oriented research (Drnevich et al., 2020). As a result, solutions for
accounting research are also seen in the use of more interdisciplinary approaches involving
machine learning (Ke, 2024). Particularly in the context of interpretable machine learning, the
design science approach is also seen as having great potential within the accounting literature

(Sellhorn, 2020), “offering solutions proactively” (Fiilbier & Sellhorn, 2023, p. 1104).

Thus, this thesis and in particular section D follow the design science approach. Design science
originates from information systems research and focuses on challenges mainly faced by
practitioners (March & Smith, 1995) and developing specific solutions for these real-world
challenges and problems (vom Brocke et al., 2020). Simon laid the foundation for this. In his
fundamental work “The Sciences of the Artificial”, which was first published in 1969, he
discusses in particular the different principles to scientific research and research which focuses
on artificial objects. These artificial objects originally came mainly from the engineering
sciences. In this respect, Simon makes it clear that design theory focused on is driven by an
expanding use of computers and artificial intelligence tools. And this no longer applied only to
engineering, but also to computer science and affected business schools, among others. The
necessity to articulate and define design theory with clarity and precision while incorporating
computers and their capabilities into research projects was pivotal in establishing its academic
legitimacy. In light of this, Simon posits that elements of design practice already align with
rigorous standards to a desirable extent. However, approaches of these sciences of design are
not limited to approaches that exclusively optimize. Rather, the computer-aided generation of

alternatives in preparation for decision-making can very well be the subject matter in order to
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address the computer-aided solving of real-world problems of various fields of research (Simon,
1996). Hevner et al. (2004, p. 75) state, design science research “seeks to extend the boundaries
of human and organizational capabilities by creating new and innovative artifacts”, i.e., it
focuses primarily on practical usage and relevance. Besides relevance, another major
characteristic is novelty. Novelty refers to innovative ways to address unsolved problems or
increase the efficiency of existing approaches (Geerts, 2011). What qualifies as an artifact,
however, is less clearly defined and not strictly delineated. Thus, an artifact can take various
technical forms, including models that explicitly contribute to solving an identified problem

(Peffers et al., 2007).

Design science’s application has already been established at an early stage in the field
of application-oriented Al-based research (Baldwin & Yadav, 1995). The growing number of
studies based on machine learning has increased its popularity both in accounting (Kelton &
Murthy, 2023; Zhang, G. et al., 2022) and specifically in audit research (Huang, S.-M. et al.,
2022; Kogan et al., 2019). Marten et al. see research projects that follow the design science
approach as an explicit opportunity for research to actively shape the implementation of Al-
based tools in audit (Marten et al., 2022). However, multiple publications seem to follow design
sciences approaches without explicitly mentioning or describing respective methodologies, so
that the actual number of publications based on the method can easily be underestimated.
Therefore, transparency is also called upon to present steps in a comprehensible manner and to

categorize them methodically (Hevner et al., 2024).

Even if rigour is less concretely defined in the context of design science research

(Winter, 2008), steps have been established that are widely accepted. The thesis is based on the
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following key elements of design science research (Peffers et al., 2007) which are the basis for
its structure (Gregor & Hevner, 2013). As outlined in the following section these elements
comprise the problem identification and motivation, definition of a solution’s objectives, a
description of design and development followed by a demonstration and evaluation before it is

finally communicated (Peffers et al., 2007).

4. Outline of the Thesis

As a strictly solution-oriented approach, the necessary steps are designed to address a
significant practical problem and develop a proposed solution, the artifact (Peffers et al., 2007).
Here, the proposed artifact is a trained financial statement fraud detection model and its derived
local explanations, offering insights into which financial statement positions drive the
classification as potentially fraudulent or non-fraudulent. In accordance with the steps proposed
for design science research projects by Peffers et al. (2007), the thesis is structured and outlined

as follows.

First, in section B, an overview on financial statement fraud, its detection using machine
learning-based approaches, and current advances in interpreting algorithmic predictions by
interpretable machine learning is given. This includes the fundamentals of financial statement
fraud, its consequences, and theories on favoring circumstances, along with the conceptual
foundations of interpretable machine learning. These strands are brought together in the third
part of section B, which provides a comprehensive overview of machine learning-based
financial statement fraud detection models in the literature, beginning with early approaches,
followed by major developments, and culminates in the latest advancements with initial efforts

to provide individual explanations for specific predictions. This review of literature identifies
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and highlights the scientific and practical problems to be addressed by this thesis. Namely, the
detection of financial statement fraud is at least partly the task of or expectation towards
multiple potential user groups of such models, especially auditors and enforcement authorities.
Numerous machine learning approaches are intended to provide decision support. In addition
to unidentified manipulations, a key challenge is dealing with false positives. Even advanced
approaches are characterized by too high costs for actual implementation because the effort
resulting from addressing numerous false positives is too costly. An approach that allows
especially false positives to be manageable could encourage actual implementation of the
systems. Furthermore, existing models are often characterized as black box models, thus, more
transparent models could further increase trust and support actual usage. Thus, the requirement
of classification approaches with both, a high performance and an increase in transparency to

generate better manageable predictions, motivates this research.

Second, section C analyzes conceptually the requirements from the perspectives of
potential major user groups of algorithm-based financial statement fraud detection tools,
namely auditors, enforcement authorities, and investors, against the background of their specific
organizational and regulatory circumstances. This analysis aims to conceptually elaborate on
the type of interpretability that models must provide to meet the conditions and requirements
of different user groups. This defines the objectives of a solution in such a way that global
interpretations, such as weights in a simple regression model, would generally not be sufficient.
Instead, local explanations at the level of individual observations could offer the potential to
enhance practical usability and facilitate more targeted further investigations. This conceptual

analysis in section C, parts of the literature review in section B and selected phrases within the
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introduction have been separately published together with Barbara E. Weillenberger in 2023
under the title “Using Interpretable Machine Learning for Accounting Fraud Detection — A
Multi-User Perspective”, in Die Unternechmung — Swiss Journal of Business Research and
Practice Volume 77, Number 4, pp. 113—133. Minor changes to the wording have been made

for consistency.

Section D covers the design and development of the financial statement fraud detection
model and in particular its explanations, a demonstration of local explanations and their
evaluation. In more detail, the financial statement fraud detection model is trained, and its
performance is evaluated. Subsequently, illustrative examples for post-hoc local explanations
are given applying LIME and Shapley Values. A comprehensive analysis of local explanations
of the model provided by LIME and Shapley Values enables the evaluation of the model’s
inherent mechanisms to identify manipulated areas of financial statements as well as of the local
explanations’ ability to serve as indicators for these misstated areas of a financial statement.
Therefore, the analysis focuses particularly on the ability of local explanations to point to
actually misstated areas of financial statements and further examines false positive predictions

for potential biases in the model or the explanation approaches.

Finally, a conclusion is drawn, limitations are explained and an outlook on potential
future research avenues are built. The communication of the research results, as formally
proposed by Peffers et al. (2007) as the final element of design science research project, is

achieved by the publication of this thesis.
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B. Literature Review
1.  Financial Statement Fraud (Detection)

1.1. Classification of Financial Statement Fraud

The ACFE classifies occupational fraud in the three main categories corruption, asset
misappropriation and financial statement fraud (ACFE, 2024). First, corruption comprises cases
in which employees abuse their influence over business transactions, breaching their duty to
the employer in order to gain an advantage. Second, asset misappropriation typically covers
stealing and misusing the employing organization’s resources, which is most congruent with
Hollinger and Clark’s fundamental discussions on occupational crime in ‘Theft by Employees’
(Hollinger & Clark, 1983). And third, the ACFE defines financial statement fraud as “a scheme
in which an employee intentionally causes a misstatement or omission of material information
in the organization’s financial reports (e.g., recording fictitious revenues, understating reported
expenses, or artificially inflating reported assets)” (ACFE, 2024, p. 104). However, the
categories are by no means mutually exclusive. Financial statement fraud in particular is

typically closely intertwined with asset misappropriations.

The further differentiation of the ACFE is subsequently only partially relevant in the
context of this analysis. Financial statement fraud can occur in the form of both overstatements
and understatements, especially of a company’s net worth or net income. Typically,
understatements rather occur in the context of tax fraud, i.e. understated income leads to
avoided tax expenses, while overstatements, on the other hand, are aimed at conveying an image
of better performance in order to obtain sufficient external capital, but also to make the company

more attractive to investors so that they invest in shares of the company.
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In addition to this categorization of the ACFE, according to the perspective of the
auditing profession, errors are distinguished from fraudulent acts on the basis of intent in
accordance with ISA 240.2 or Auditing Standard (AS) 2401.5. However, the auditing
profession also states that “fraud is a broad legal concept” and in the context of the ISA the
profession primarily focuses on cases of fraud leading to material misstatements in financial
statements (ISA 240.3). In contrast, unintentional misstatements are categorized as “errors”. If
the requirement of intent is met, a misstatement is classified as “fraud”. ISA 240.3 makes a
further distinction between intentional misstatements relevant to the auditor; these can arise
both from misappropriation of assets and from the manipulation of financial reporting. Further,
ISA 240.12 clarifies regarding people involved, that fraud is “an intentional act by one or more
individuals among management, those charged with governance, employees, or third parties,

involving the use of deception to obtain an unjust or illegal advantage.”

Hence, for the purpose of the following analyses, I will primarily focus on financial
statement fraud as intentional overstatements of net worth or net income as reflected in
manipulated financial statements. On the one hand, the restriction to intentional misstatements
aims to focus on cases with the most severe consequences and criminal relevance. On the other
hand, the limitation to overstatements of earnings or revenues targets classic cases of financial
statement fraud, typically characterized by an overly positive presentation of a company’s
financial condition. By restricting the cases of misstatements to overstatements of earnings or
revenues, the training of models can remain consistently focused on identifying overly positive
presentation by companies. Typical cases of understatements of earnings or revenues are often

driven by deviating motives, e.g., such as reducing tax liability in cases of tax fraud, rather than
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maximizing company value through an overly positive presentation. These deviating motives
and characteristics of manipulations could negatively impact the performance of detection
models when applied to classic cases of financial statement fraud. Therefore, as a proxy for
financial statement fraud incorporated observations are limited to cases of intentional

overstatements (see section D.2).

1.2. Damages and Consequences of Financial Statement Fraud

According to the ACFE financial statement fraud is the least common category of occupational
fraud but leads to the greatest median loss and becomes more serious the longer the fraud
remains undetected. Of the cases of occupational fraud considered in the ACFE’s Report to the
Nations, only 5 % pertain to financial statement fraud. However, these cases are associated with
significantly higher financial losses per incident, reflected in a median loss of USD 766,000
— substantially exceeding, for instance, the median loss of USD 200,000 in cases of corruption
(ACFE, 2024). This is supported by experimental evidence, if fraud remains undetected there
is the potential for slippery slopes in management’s behavior resulting in exponential growth
of fraud damages (Cheynel et al., 2024). Thus, highlighting the importance of preventive
functions such as internal auditing (Bonrath & Eulerich, 2024) in order to limit potential

damages.

With regard to the damage caused by financial statement fraud, it can never be precisely
quantified. Rather, quantification is limited to estimates (Rezaee & Riley, 2009). The difficulty
in quantifying the financial statement fraud costs results from various reasons. On the one hand,
different groups of stakeholders can be affected and there is often a lack of detection or

insufficiently detailed processing and documentation. And finally, numerous problems and
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damages result from financial statements frauds (Rezaee & Riley, 2009) complicating the
estimations: These include macroeconomic consequences such as loss of confidence in the
capital market with a resulting reduction in capital market efficiency which may subsequently
be accompanied by stricter regulation. Direct financial losses arise in particular in the form of
negative market returns (Feroz et al., 1991; Gerety & Lehn, 1997) and costs from insolvencies,
i.e. various liabilities to both operating business partners, banks and investors cannot be
serviced, as well as costs for subsequent legal disputes. But there is also real economic damage
to operations, e.g., production facilities having to be closed, as well as direct damage to the
careers of individuals, starting with managers and employees and possibly extending to

employees on the investor side (Rezaee & Riley, 2009).

Although, for existing employees the damages will outweigh potential previous benefits,
because previously higher salaries etc. is subsequently lost due to the more serious
consequences, such as losing their job (Choi & Gipper, 2024), one of the very few positive side
effects could relate to the personnel development of experts. Carnes et al. find that when
students are confronted with local fraud cases during their formative years, it is more likely that
they major in accounting and subsequently becoming a CPA (Carnes et al., 2023). Accordingly,
such fraud cases seem to have at least the positive side effect that young prospective experts
are sensitized to fraud and pursue more in-depth accounting education, despite the associated
economic damage. And thus, may be able to make a small contribution to detecting or

preventing future cases of financial statement fraud at an earlier stage.
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1.3. Theory of Occupational Fraud

In the context of machine learning based financial statement fraud detection, the selection of
features' to be incorporated into a detection model is of decisive importance. In most cases, the
selection of features is based on previous research and theoretical frameworks, as, e.g., the fraud
triangle (Gepp et al., 2021). For better classification, the main theoretical concepts and their

development are therefore briefly described below.

The scientific field of research on occupational fraud was initially shaped by Edwin H.
Sutherland and Donald R. Cressey and continues to be so today. Sutherland, a US criminologist,
was the one who coined the widespread term white-collar crime (Wells, 1997). According to
Sutherland, “a white-collar crime is defined as a violation of the criminal law by a person of
the upper socioeconomic class in the course of his occupational activities” (Sutherland, 1941,
p. 112). Subsequently, it was a student of Sutherland who laid the conceptual foundations for
what later became known as the fraud triangle illustrated in Figure B-1 (Wells, 1997). In ‘Other
people’s money’, Cressey identified three factors pressure, opportunity and rationalization
which favor or can facilitate fraudulent behavior (Cressey, 1953). Cressey did originally not
call it a triangle, but the term fraud triangle was later coined by Wells, the founder of the ACFE
(Morales et al., 2014; Wells, 1997). As not all three conditions of the fraud triangle must be
present, but depending on each weights, e.g., high situational pressures and available

opportunities might overcompensate an usually high level of personal integrity, the fraud

!'In this doctoral thesis, the terms “variable” and “feature” are used synonymously. Although the term variable is
more inherent to empirical accounting research, the term feature is predominantly used, which is common in the
machine learning literature. Both mean the independent variable in the statistical sense. The same applies to the
dependent variable, which is also referred to as a “target” in data science.
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triangle has also been presented as the so called fraud scale (4lbrecht et al., 1984). Albrecht, in

turn, was the first president of the ACFE (Morales et al., 2014).

Figure B-1: The Fraud Triangle and the Fraud Diamond

Rationalization Rationalization
Incentive Capability
Pressure Opportunity Opportunity
Illustration of the Fraud Triangle Tllustration of the Fraud Diamond
based on Wells (1997) based on Wolfe/Hermanson (2004)

Due to previous limitations, several models and theories have been proposed and subsequently
refined (Dorminey et al., 2010). One exemplary extension is the fraud diamond (see Figure
B-1). In comparison to the fraud triangle, incentive extends to other motivators than pressure,
and capability has been added as a fourth factor and takes into account that personal traits and
abilities must be present for fraud to actually occur, even if the other three factors might already
have a favorable effect (Wolfe & Hermanson, 2004). This extension has recognized an
increasing importance and attention to practice and science (Hermanson & Wolfe, 2024). In
addition, further attempts aim to explain occupational fraud as comprehensively as possible, so
that, e.g., a meta-model is proposed, particularly in the context of accounting (Dorminey et al.,
2012). Despite these developments the fraud triangle suffers from a limitation in form of the

dark triad: The dark triad covers Narcissism, Machiavellianism, and psychopathy (Paulhus &
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Williams, 2002). In cases of people with a dark triad personality, which are overrepresented in

corporate management, opportunity alone might trigger fraud (Epstein & Ramamoorti, 2016).

However, as described by the preceding limitation of the fraud triangle it is often
difficult to observe motivations or justifications that mainly concern the specific situation of
individuals. In order to place the theoretical framework of fraud less on motivations that are
difficult to observe, Albrecht et al. have established the fraud element triangle, which focuses
on investigative methods with regard to the theft act itself, and further associated traces with
regard to indicators of efforts to conceal the fraud or indicators for the subsequent spending or
utilization of stolen assets (Albrecht et al., 2016). Gepp et al. address this shortcoming of the
fraud triangle in a different way. They supplement it with the aspect “suspicious information”
to the fraud detection triangle (see Figure B-2). Both, the three factors of pressure, opportunity
and rationalization, which are often not observable, as well as suspicious information can

indicate an increased likelihood of fraudulent financial statements (Gepp et al., 2024).

Figure B-2: The Fraud Element Triangle and the Fraud Detection Triangle

Theft Act

Exploitable

Opportunity

Suspicious

Information
Pressure/ Integrity/
Incentive Attitude/

Rationalization
Conversion Concealment
Illustration of the Fraud Element Triangle [llustration of the Fraud Detection Triangle

based on Albrecht et al. (2016) based on Gepp et al. (2024)
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1.4. Drivers and Characteristics of Financial Statement Fraud

The preceding remarks on theoretical approaches aiming to explain occupational fraud can be
used to derive indicators that can be used to detect financial statement fraud. Depending on the
approach, all conceivable variables could be considered, which in turn could be grouped
differently. However, for the purpose of this thesis I will subsequently focus on drivers, which

relate to financial figures.

Early approaches as, e.g., by Green and Choi tended to incorporate already used
variables for analytical audit procedures (Blocher & Cooper, 1988; Daroca & Holder, 1985;
Green & Choi, 1997). This was due to the fact that there were no formally recognized
theoretical guidelines for selecting variables to identify financial statement fraud in either the
practitioner or academic literature (Green & Choi, 1997). Regarding the selection of variables
to be considered in model training, Beneish states a crucial point as follows. In introducing his
M-Score, he addresses the question if accounting data can be used to detect earnings
manipulation. To technically do so, he employs a logistic regression with a dichotomous
dependent variable indicating whether a misstatement occurred and eight selected financial
ratios as independent variables. For a meaningful selection of variables, Beneish identifies two
factors to be taken into account: “The model's variables are designed to capture either the
financial statement distortions that can result from manipulation or preconditions that might

prompt companies to engage in such activity” (Beneish, 1999a, p. 24).

This means that the theoretical approaches were used in two ways. Firstly, to identify
variables that leave possible manifestations or traces of balance sheet manipulations. Secondly,

to select variables that may indicate conditions that favor the occurrence or perpetration of
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balance sheet manipulations. Cecchini et al. clarifies this as the attempt to determine attributes,
which are correlated with fraud (Cecchini et al., 2010a). Beneish, e.g., selected variables out of
three categories. He included variables relating to signals of poor future prospects, cash flow
and accruals related variables and variables regarding contract-based incentives (Beneish,
1999a). Even if Beneish did not yet relate the categories to the fraud triangle at that time, they
can be categorized remarkably well against the background of the fraud triangle and thus also
theoretically justified: Poor future prospects can exert pressure on decision-makers, cash flow
and accruals related variables can be regarded as indicators for the extent to which opportunities
were exploited, and contract-based incentives can be classified as incentives or pressure and as

well as a starting point for internal legitimization.

The aforementioned analytical procedures can comprise (1) comparisons to prior
periods, (2) comparisons with anticipated results, and (3) relationships of financial statements’
elements (Daroca & Holder, 1985). A comparison to prior periods could, e.g., be a variable for
growth, as a rapid growth is a key indicator for irregularities (Loebbecke et al., 1989). Growth
variables are already incorporated in early studies, referring, e.g., to the growth of total assets
(Beasley, 1996) or the growth in sales (Beneish, 1999a). Relationships of financial statements’
elements comprise a wide range of figures: From simple ratios as return on sales which has
early been regarded as a meaningful figure in analytical audit procedures (Blocher & Cooper,
1988), up to more complex figures such as Altman Z Score for a company’s financial condition
(Summers & Sweeney, 1998). Thereby, the Altman Z Score is a model based on multiple
discriminant analysis used to predict the probability of corporate bankruptcy (Altman, 1968).

This last mentioned score might also be replaced by current credit ratings, as e.g., rating actions
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by Standard & Poor’s might offer some predictive power in terms of statistical fraud detection
models (Huang et al., 2023). However, those cases are often not replicable based on the actual
financial figures of financial statements, as the underlying calculations are typically not
transparent. The second mentioned type of analytical procedures, comparisons with anticipated
results, would rather be comparable to the results of a detection model rather than as serving as

an input factor of a model.

Compared to the previously mentioned, partially commercial credit ratings, most
research models focus on using publicly available and transparent input factors. This applies
both to early, less complex models, such as the logistic regression-based M Score proposed by
Beneish (1999a), as well as to increasingly complex models developed over time, employing
algorithms like support vector machines or neural networks (Cecchini et al., 2010a). Although
contemporary powerful machine-learning models can deal effectively with large amounts of
data and a wide variety of features, Bao et al. show, for example, that their theory-based
selection of variables leads to a better performing model compared to adding all available
features. This underlines the value of theory-based variable selection, which is ultimately based
on human expertise and (still) appears to be superior to pure machine learning approaches (Bao
et al., 2020). Such a theory-driven approach is not only object to current scientific approaches
but also deeply rooted in the audit standards. ISA 240.A1 characterizes the circumstances in
which fraud occurs on the basis of the three criteria pressure or incentive, opportunity and
rationalization in order to explicitly sensitize auditors to these circumstances. It is therefore
appropriate, and in some cases necessary, for contemporary models to nevertheless take into

account conformity with theoretical knowledge and the associated regulations.
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1.5. Responsibilities to Detect Financial Statement Fraud

To prevent financial statement fraud before its occurrence, firms implement, among others,
internal control systems by corporate governance exercised via a firm’s one- or two-tier board
system. Still, these mechanisms might fail due to negligence or top management fraud. It is the
role of a firm’s statutory auditors to externally monitor the compliance of the accounting
systems as well as the resulting financial statements with all existing norms and regulations
including professional standards so that they provide a true and fair view of the firm. Thus,
undetected fraudulent financial statements are assigned to the auditor's area of responsibility
regardless of actual responsibility for the failure, which is commonly known as the audit
expectation gap (Koh & Woo, 1998; Ruhnke & Schmidt, 2014), even if the standards clearly
state the limits of a financial statement audit in form of a reasonable assurance (ISA 200.5).
Therefore, audit research and practice strive for continuous improvement towards more
effective audit procedures and technologies, and the shift from traditional to digital audits
including machine-learning based fraud detection which is explicitly seen as an opportunity to

reduce this gap (Fotoh & Lorentzon, 2023).

The work of auditors is also closely connected to their oversight and the institutions
responsible for it. In Germany, the German Chamber of Auditors (Wirtschaftspriiferkammer,
WPK) generally conducts professional supervision under § 61a of the Public Accountant Act
(Wirtschaftspriiferordnung, WPO) and decides on further professional measures in cases where
there are concrete indications of potential breaches of professional duties. Additionally, § 57a
WPO stipulates that quality control or peer review procedures are required, at least every six

years, for statutory auditors and their auditing firms. The supervision of statutory audits for
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public interest entities (PIEs), however, falls under the responsibility of the Auditor Oversight
Body (Abschlusspriiferaufsichtsstelle, APAS), as outlined in § 66a WPO. The APAS was
established in 2016 through the Abschlusspriiferaufsichtsreformgesetz (APAReG), which
implemented the EU Directive 2014/56/EU and incorporated the provisions of Regulation
537/2014/EU. Under § 66a WPO, APAS is authorized to conduct both event-driven
inspections, triggered by concrete indications of professional misconduct, and routine
inspections without specific cause. Comparable to this, in the United States, responsibility for
peer reviews as a form of self-regulation lies with the American Institute of Certified Public
Accountants (AICPA). The US counterpart to APAS, the Public Company Accounting
Oversight Board (PCAOB) was established through the Sarbanes-Oxley Act of 2002 (SOX) as
an institution for public oversight of the profession with regard to the supervision of auditors
of public companies. Concerning the effects of these forms of professional oversight on the
quality of audits in general, Lohlein (2016) finds that both forms of oversight — peer reviews
and PCAOB inspections — are generally associated with improved audit quality in the US
context. Complementing this, and with a particular focus on PCAOB oversight, Gipper et al.
(2020) find that public audit oversight can further enhance reporting credibility. However,
Elshandidy et al. (2021) note in their literature review that these effects are not consistently
observed across all studies. Nonetheless, from a professional practice perspective, as e.g.,
mentioned in a contribution to the CPA Journal, it is widely asserted that most major accounting
firms would likely agree that today’s audit quality is generally regarded as better than it was at

the beginning of the millennium (Goelzer, 2020). Thus, this highlights the significant

31



Literature Review

advancements and stricter measures in professional oversight that have been introduced since

the turn of the millennium.

However, as financial statements play a paramount economic role, and manipulations
can never be fully prevented — nor through the described advancements in professional
oversight — national enforcement authorities re-examine the audited financial statements on a
sample or ad hoc basis. Within the European Union (EU), competencies are codified in Article
4 of Directive 2004/109/EC (‘Transparency Directive’) and delegated to national authorities,
such as the German Federal Financial Supervisory Authority (BaFin). Well-known counterparts
outside of the EU are, e.g., the Swiss Financial Market Supervisory Authority (FINMA) or
SEC. At the European Union level, the European Securities and Markets Authority (ESMA)
holds powers under Article 8(2) of Regulation 1095/2010/EU, which serve a coordination and

oversight function concerning the respective national competent authorities.

Besides such regulatory requirements, price mechanisms on capital markets also serve
as an indirect external governance mechanism, as investors may act as a kind of market
corrective. While the average investor seeks to avoid downside risk by refraining from investing
in potentially fraudulent companies, identified risky companies can also be leveraged to profit,
if investors sell the shares short and thus speculate on the discovery of possible manipulation.
Massa et al. (2015, p. 1701), e.g., state “that short selling functions as an external governance
mechanism” by a disciplining effect reducing earnings management, with a practical example
being Wirecard and the short selling activities of Fraser Perring who published the so called
‘Zatarra Report’ in 2016 in which he accuses Wirecard of accounting fraud and corruption

(Langenbucher et al., 2020).
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2.  (Interpretable) Machine Learning

2.1. Origin of Machine Learning

Even if the latest trend around machine learning and artificial intelligence seems to be a current
development, its origins date back to the middle of the 20™ century. McCarthy et al. applied the
term Artificial Intelligence (AI) when they described “making a machine behave in ways that
would be called intelligent if a human were so behaving” (McCarthy et al., 1955). Even the
outdated but well known so called “Turing Test”, originally named “imitation game”, raised
the question early on distinguishing between human capabilities and those of machines (7Turing,
1950). In 1959 Samuel coined the term Machine Learning more precisely in the context of the
game of checkers. There he refers to the term while stating that in the game of checkers a
computer can be programmed in such a way that it can independently learn to play better than

the person who initially wrote the program (Samuel, 1959).

Overall, Al is used as a broader overarching term, while machine learning represents a
subfield of Al, since not every Al approach uses machine learning to achieve competence
(Russell & Norvig, 2021). Al comprises additional approaches besides machine learning such
as expert systems, robotics or natural language processing (NLP) as well. Machine learning as
a subfield of Al is characterized by the ability to learn by experience. I.e., machine learning are
methods which are able to automatically detect patterns in data and, building on this, perform
different kinds of decision making, e.g., predicting future data (Murphy, 2012). To further
specify and differentiate this from each other, Deep Learning is again a subfield of machine
learning. Deep learning approaches also learn from experience; but “understand the world in

terms of a hierarchy of concepts” (Goodfellow et al., 2016, p. 1), thus, these approaches can
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stepwise learn complicated concepts based on simpler ones. Technically, deep learning usually

refers to deep artificial neural networks (Janiesch et al., 2021).

With regard to machine learning-based financial statement fraud detection models,
especially supervised learning approaches are applied. In contrast to unsupervised learning,
which only uses unlabeled input data to discover specific patterns in data, supervised learning
trains a model by both, inputs and labeled outputs (Murphy, 2012). Le., input variables, also
called features or attributes, are mapped to output variables, also called targets or response.
Based on this mapped data, various algorithms can be applied to train a model, which learns

the patterns between the input and output variables.

2.2. Recent Developments Towards more Interpretable Approaches

The field of interpretable machine learning has received considerable attention, at the latest
since 2017/2018 (Figure B-3). The central object of research is to develop and apply approaches
and procedures to open the so-called black box of Al (Castelvecchi, 2016). Although the idea
of addressing black box models’ transparency is not new, demand has grown because of the
actual widespread and increasingly simple application of machine learning-based systems
(Samek & Miiller, 2019). In this context, terms comprising explainable Al, also abbreviated as
XAl or interpretable machine learning refer to a common core (Adadi & Berrada, 2018). In
spite of the popular and widespread usage of the phrase ‘explainable’ Al, the term
‘interpretable’ (machine learning) is no less common in science. In the following, both terms

are used synonymously.
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Figure B-3: Google trends search related to interpretable machine learning (all
categories)
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A common understanding of interpretability is crucial to concepts like interpretable machine
learning. I follow Miller (2019, p. 8), who adopts interpretability in the context of artificial
intelligence as “the degree to which an observer can understand the cause of a decision” and
further equates the terms interpretability and explainability. A widely used approach to
substantiate the phenomenon of interpretable machine learning comprises two essential
components, namely “produce more explainable models while maintaining a high level of
learning performance” and “enable human users to understand, appropriately trust, and
effectively manage the emerging generation of artificially intelligent partners” (Gunning,

2017).

The first aspect targets the performance interpretability trade-off. In simplified terms,
this trade-off means that a higher degree of flexibility of algorithmic approaches, which might
enable models to be trained on more complex relationships, is usually achieved at the expense
of interpretability (Arrieta et al., 2020; James et al., 2021). Though, this must not always be

the case: Rudin (2019) states that interpretability does not necessarily have to come at the
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expense of more accurate predictions. Particularly in contexts such as medical or criminal
justice decisions she cautions against favoring black-box models over inherently interpretable.
However, the scientific field of machine learning-based financial statement fraud detection
increasingly incorporates black box models to improve prediction performance in particular
(see section B.3.2). As these contemporary machine learning applications are increasingly
based on complex relationships between input and output data, e.g., by using algorithms based
on support vector machines or neural networks, current approaches to interpretable machine
learning provide post hoc explanations based on approximations as, e.g., surrogate models in
order to draw explanations from the models in retrospect (Addadi & Berrada, 2018). This is
accomplished by conducting additional analyses to provide insights in how a given
classification is achieved, or, in other words, to allow for a peek into to the algorithm’s black
box. The advantages of such post hoc analyses are twofold. First, they are often model-agnostic,
i.e., independent of the underlying algorithm. Second, the trained model itself and its
performance remain unaffected because the analyses are applied within the already trained

model (Molnar, 2022).

From a technical point of view, interpretable machine learning comprises an ever-
growing number of approaches to explain models. Feature relevance explanations, e.g., refer to
quantitative scores which variables contribute most to a model’s prediction. In contrast, visual
explanation aims at illustrating mechanisms, e.g., in form of heatmaps which highlight parts of
images contributing to a certain prediction, while text explanations go beyond by attempting to
provide text-based explanations of models’ functionalities in a verbally descriptive way that is

more easily understandable for humans (Arrieta et al., 2020). A further aspect of the techniques
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is scope. A large part of recent empirical research attempts to analyze higher-level relationships
between selected variables in experiments, surveys or archival data-based studies. In this
context, weights from linear regressions can be described as globally interpretable as they
reflect the context at the level of the entire model. The same applies to the previously listed
feature relevance explanations such as feature importance. In contrast to global interpretability,
some post hoc approaches generate explanations only at the local level, that is within a very
much restricted scope. In that case, interpretations are derived from the level of individual
predictions. lL.e., the approaches are based on slightly manipulating input data around an
observation while observing their effects on the prediction, resulting in simplified locally valid

models (Molnar, 2022).

With post hoc explanations, the second previously cited aspect by Gunning (2017) in
form of an human user enablement to understand and build trust into contemporary approaches
can be supported. These post hoc analyses can enable improved information transfer. As
contemporary algorithms often result in black box models, their trained inherent mechanisms
remain opaque for human users. Without a general avoidance of inherently not interpretable
algorithms, post hoc explanations are the central approach to still being able to gain
explanations about a model’s internal mechanisms. To achieve the described necessary
traceability and establish a foundation for — when supported by results — justified trust in
models, the explanations must meet certain requirements when applied by human experts.
According to Adadi and Berrada (2018) these requirements are most likely met if they can be
classified as human-like or human-friendly. As the terms indicate, human-like refers to the

extent to which the approaches’ outputs resemble explanations of humans. Human-friendly
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describes how well explanations can be understood by humans. This is significantly influenced
by how contrastive, selective and social the explanations are, which are considered decisive

factors for explanations’ quality (Miller, 2019).

Against the background of these developments in the field of machine learning and its
interpretability, the developments in the specific field of application of financial statement fraud

detection of the last decades is subsequently analyzed.

3.  Machine Learning-Based Financial Statement Fraud Detection Models
3.1. Early Approaches

The fundamental idea of using statistical approaches to identify anomalies that could indicate
human manipulation is not a new one that would only have emerged in the age of big data and
machine learning. The so-called Benford's Law is probably the best-known example of this.
Since leading digits of numbers do not occur evenly in a wide variety of applications, but lower
digits are disproportionately represented, deviations from this distribution can indicate human
adaptations (Benford, 1938). The early approaches were more likely to be described as
statistical approaches and not yet as machine learning as we understand the term today. The
Altman Z Score is one of the first statistical prediction models to be developed on the basis of
balance sheet financial data, although not in the area of detecting balance sheet manipulation,
but related to this for predicting bankruptcy. Altman applies a multiple discriminant analysis,
using five independent variables, including the working capital ratio and retained earnings
relative to total assets, to derive a discriminant function. Based on the resulting Z-score, the
dependent variable of the function, A/fman derives thresholds that can be used to classify

companies as either bankrupt or non-bankrupt (A/tman, 1968). In terms of application, the
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models for identifying earnings management are closer to the use case of financial statement
fraud detection. Although earnings management is not equivalent to an actual balance sheet
manipulation, it is a deliberate shaping or exploitation of accounting rules in favor of the
company. In this context, the Jones Model (Jones, 1991) or the subsequent Modified Jones
Model (Dechow et al., 1995), for example, are still highly relevant in the literature. Jones
proposed a regression-based model that decomposes a company’s total accruals into non-
discretionary and discretionary accruals. The dependent variable, i.e. total accruals, is explained
by the variables changes in revenue and the property, plant, and equipment. The error term,
representing the portion of total accruals not explained by the independent variables, is
interpreted as the discretionary accruals. These discretionary accruals are then interpreted as an
indicator of potential earnings management (Jones, 1991). In addition, Dechow et al. develop
the model further by adjusting the changes in revenues by the changes in accounts receivable,
taking into account an eventual early recognition of revenues (Dechow et al., 1995).
Comparable to cases in which earnings management finally resulted in actual manipulations,
approaches aimed at detecting earnings management or already violations of the Generally
Accepted Accounting Principles (GAAP) as a first filter for subsequent further investigations

(Beneish, 1997).

In contrast to these regression-based approaches from related fields of research, machine
learning models based on more advanced algorithms could exceed human’s capabilities not
only because the ability to process vast amounts of data in a short time, but especially because
they might be able to discover also unknown red flags, i.e., complex relationships between input

and output data pointing, in this context, towards financial statement fraud but that are still
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unknown to the experts’ mind. This flexibility of algorithms beyond regressions, as proposed
by Fanning and Cogger applying an artificial neural network, was considered to be a key
advantage especially since there were but few confirmed theories for identifying financial
statement manipulation (Fanning & Cogger, 1998). As a result, early machine learning
approaches assumed that more flexible algorithms are better able to capture and process more
complex changes and relationships between multiple accounts, which humans cannot do due to
their limited capacity to absorb and process information in the sense of information overload
(Green & Choi, 1997). However, research as early as by Beneish (1999a) within his so called
M-Score, as briefly described in section A.1, emphasizes the importance of theoretically based
variable selection to cover manifestations of manipulations or structures that favor them, which
is a first indication that the successful application of machine learning is significantly

influenced by human expertise.

Thus, early models are therefore characterized by certain common features. Typically,
these early approaches aimed at the identification of fraudulent aspects, rather than just only on
predictive classifications. Persons, e.g., trained stepwise logistic classification models to detect
fraudulent financial reporting and identified a.o. financial leverage and capital turnover as
indicative aspects for fraud (Persons, 1995). Besides the predictions themselves, variables
identified based on these stepwise logistic regressions were also considered to be significant
information for auditors and useful indicators for their audit (Spathis, 2002). As later also found
by Beneish (1999b), Summers and Sweeney (1998), using a cascaded logit model to identify
financial statement fraud, can show that, for example, the reduction of insiders' shareholdings

can be an useful indicator to differentiate between fraudulent and non-fraudulent financial
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reporting. These approaches led early on to rule-based expert systems that were explicitly
proposed for the planning stage of audits (Ragothaman et al., 1995). This shows the balance of
the first financial statement fraud detection models, which on the one hand developed and
proposed models to identify actual manipulations, but on the other hand were also initially
inherently interpretable due to the still manageable flexibility of the algorithms used and

therefore provided initial clues about driving variables.

From a technical perspective, the models were characterized by relatively small volumes
of data used, which resulted in particular from a 1:1 matching of selected fraud and non-fraud
cases within the training data (Fanning & Cogger, 1998; Green & Choi, 1997; Persons, 1995;
Summers & Sweeney, 1998). However, this approach was criticized early on and a ratio with a
larger number of non-manipulated financial statements was suggested in order to depict a more
realistic setting (Lee et al., 1999). In order to address challenges of small data volumes, where
a strict distinction must be made between training data and test data for reasons of the
predictions’ robustness, approaches such as the so called Jackknife validation approach have
already been used here (Spathis et al., 2002). This means that one pair of observations, one
fraudulent and one matched non-fraudulent observation, was excluded from the training data
and a model was trained on this basis. The omitted observation then formed the test data that
was used for classification. This procedure was then repeated for each pair of observations in
order to fully incorporate all data into the model training so that the model could learn from
each observation and its particularities. In addition to the approaches described above, which
were mainly based on logistic regression, more flexible algorithms for model training were also

proposed from 2000 onwards. Using these more flexible algorithms, it was shown, for example
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in the form of artificial neural networks, that they are capable of outperforming logistic
regression models in the identification of SEC investigations (Feroz et al., 2000) or applying

fuzzy neural networks (Lin et al., 2003).

3.2. Major Developments
3.2.1 Amount of Data and Target Data Types

For more than two decades digitalization changed topics and methods within the field of
accounting research. This has been reflected in an increasing number of corresponding
publications and even new journals in the intersection of accounting and auditing research on
the one hand and information systems research on the other hand (Du & Nehmer, 2024;
Knudsen, 2020; Kumar et al., 2020). Especially the availability of machine learning approaches
led to a versatile growth of the research stream in machine learning based empirical accounting
research during the last decade (Sellhorn, 2020). The detection of financial statement fraud, as
a field of application alongside, for example, the development of bankruptcy prediction models
and the creation of financial analysis models, has been the subject of considerable attention

within the fields of accounting and information systems research (Kureljusic & Karger, 2024).

The developments and progress achieved cover several aspects of the research
approaches. First, the amount and types of data have steadily grown. In line with Gepp et al.,
the phenomenon of big data with all its dimensions and resulting challenges is also reflected in
auditing, particularly in the dimensions of volume, variety and velocity in addition to veracity
(Gepp et al., 2018). The phenomenon of big data and its dimensions is reflected in the following
aspects of machine learning-based financial statement fraud detection models, among others.

While previously only financial data was used on an annual basis, approaches have now been
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added that integrate quarterly data into their models and thus refer to the velocity of the data
that must be incorporated by models that would actually be used and progressively trained
(Abbasi et al., 2012; Hoogs et al., 2007). Based on approaches that in some cases only included
around 30 to 50 fraud cases and 1:1 matched non-manipulated control cases (Spathis et al.,
2002; Summers & Sweeney, 1998), the trend is moving in the direction of using all available
fraud cases from a jurisdiction over a period of time and also all available financial statements
as a control sample in order to simulate a setting that is as realistic as possible adding up to
thousands of financial statements (Purda & Skillicorn, 2015). The mere volume of data used
refers not only to the number of financial statements themselves, but also to the different
jurisdictions in which similar research approaches were implemented. While the cases
mentioned before 2000 related exclusively to the US (Beneish, 1997, 1999a; Green & Choi,
1997; Persons, 1995; Summers & Sweeney, 1998), this has changed in subsequent years and
has led, among others, to the finding that the performance varied depending on the data used
from the different jurisdictions (Papik & Papikova, 2022). In particular, the following
jurisdictions were included, in which there was sufficient information about actual
manipulations of financial statements to train models: As Asian jurisdictions especially Taiwan
(Chen et al., 2017; Chen et al., 2019; Lin et al., 2015; Liou, 2008; Pai et al., 2011) and China
(Bai et al., 2008; Ravisankar et al., 2011) were subject to the training of such models; in Europe
the research was primarily based on data from Greece (Gaganis, 2009; Kirkos, Spathis, &
Manolopoulos, 2007) as well as the UK and Ireland (Gaganis et al., 2007; Kirkos, Spathis,
Nanopoulos, & Manolopoulos, 2007); additionally, some research models were trained using

Turkish data on financial statement fraud (Dikmen & Kiiciikkocaoglu, 2010; Ogut et al., 2009).
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Closely related to the jurisdiction is the type of target, which is used, as not every jurisdiction
publishes systematically and detailed information about occurred cases of financial statement
fraud. Thus, the variety of used target variables covers, e.g., cases identified from qualified
audit opinions in Greece (Gaganis et al., 2007; Kirkos, Spathis, Nanopoulos, & Manolopoulos,
2007) and confirmed fraud cases by the Taiwanese Department of Justice in Taiwan (Huang et
al., 2014). However, the majority of research uses US data which is operationalized by financial
statement frauds published in AAER (Cecchini et al., 2010a; Dechow et al., 2011; Perols, 2011)
which are sometimes supplemented by cases identified out of the press (Jones et al., 2008;
McKee, 2009). In particular, Dechow et al. established a widely used common database of
processed AAERs when they proposed their so-called F-Score (Dechow et al., 2011).
Additionally, restatements due to earnings manipulations (Dikmen & Kiiciikkocaoglu,2010) are
incorporated and depending on the respective research design covering both, restatement due
to fraud and error as well (Dutta et al., 2017). In contrast to the approaches mentioned above,
there are also approaches that explicitly attempt to identify unintentional errors (Papik &
Papikova, 2020). From this, it can already be seen from the target variable that both the volume

and the variety of data used have increased significantly.

3.2.2 Amount and Variety of Features

A wider range of data types and an additional increase in volume, on the other hand, can be
recognized even more clearly on the basis of the input data used. On the one hand, attempts
were made to improve the performance of the models by using more different variables: The
previously mentioned early US approaches comprise around 10 financial ratio features,
sometimes already up to 20 features. This increased later on to around 50 financial ratios (Hoogs
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et al.,2007; Liou, 2008) and, e.g., 109 financial items and ratios (Perols et al., 2017). However,
Bao et al. question the rationale behind the inclusion of additional features in the model. Their
analysis of models with 28 variables revealed no significant improvement in performance when
266 additional raw financial items were incorporated, adding up to 294 raw financial data items
(Bao et al., 2020). On the other hand, the variety of input features increased fundamentally:
Within the field of fraud detection more diverse input variables were included over the time
that went beyond financial and governance variables (Fanning & Cogger, 1998) or additional
CEO characteristics (Schneider & Briihl, 2023), but , e.g., also used textual data from disclosed
narratives like management discussions and analysis (MD&A) (Glancy & Yadav, 2011; Purda
& Skillicorn, 2015; Zhang, Y. et al., 2022). Incorporating both, quantitative financial and
textual variables in detection models can result in superior performance compared to only using
one type of input data (Cecchini et al., 2010b). These approaches aim to train models to
recognize indicators of potential manipulation hidden in the voice, tone or readability of text
from MD&As (Goel et al., 2010) such as complexity or uncertainty (Humpherys et al., 2011).
However, incorporated textual data is not limited to published data from MD&A sections of
financial reports. Hobson et al., e.g., used also linguistic speech data, a.o. in the form of vocal
dissonance markers from CEOs speeches during earnings conference calls associated with
irregularity restatements (Hobson et al., 2012), while Larcker and Zakolyukina finds predictive
power with regard to deceptive reporting explicitly for both, the scripted formal management
discussions and spontaneous statements from question and answers session of conference calls
(Larcker & Zakolyukina, 2012). In this context, Throckmorton et al. show superior detection

performance when combining accounting risk factors with both, acoustic and linguistic
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variables (Throckmorton et al., 2015). Furthermore, sentiment can be indicative for financial
statement fraud as, e.g., more subjective expressions are used, higher degree of intensity with
regard to sentiment expressions and more pronounced use of both, positive and negative
sentiment (Goel & Uzuner, 2016). In addition, there are even topic modelling approaches that
first identify semantically meaningful topics from 10-K narratives and then use them to improve
financial misreporting detection (Brown et al., 2020), as well as proposed detection models
trained on mandatory initial public offering (IPO) roadshow videos in China (Duan et al.,

2024).

As an interim conclusion with regard to the volume of data, it can be stated that it appears
to be advantageous to use a large amount of available data. On the other hand, it does not
necessarily lead to superior models if the variety of data is increased across the board. Firstly,
as Bao et al. (2020) have shown, the theory-guided selection of features already leads to a
performance that is not necessarily improved by the mere addition of further variables.
Secondly, this inevitably leads to greater use of resources, which does not seem possible or
reasonable for every potential user, as the necessary computing capacities and times can
increase enormously. And third, this may limit the applicability of such models, especially if

data of selected features are not available for certain observations.

3.2.3 Variety of Algorithms

On the other hand, research addressed the issue of selecting optimal algorithms. As described
in section B.2.2, the selection of the algorithm with which the model is trained must be
considered against the background of the trade-off between interpretability and performance.

Even if it is not universally valid for every application, a more flexible algorithm can, in
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principle and especially in more complex contexts, adapt and train a model more precisely to
the circumstances. However, in addition to the risk of possible overfitting, it must be taken into

account that this is regularly at the expense of the interpretability of the model.

It is not only machine learning models for the widespread and initially mentioned
research area of earnings management that show the use of more contemporary algorithms,
such as neural networks (Hoglund, 2012), fuzzy linear regressions (Hoglund, 2013), or the
combination of neural networks and decision trees (7sai & Chiou, 2009). The range and type
of algorithms used to train financial statement fraud detection models is also diverse and has
continued to evolve over the last two decades. Some approaches continue to attach great
importance to variable selection or the identification of driving variables while adapting to
algorithms such as decision trees, backpropagation neural networks and Bayesian belief
networks (Kirkos, Spathis, & Manolopoulos, 2007). Cecchini et al., e.g., included support
vector machines in addition to regressions and neural networks (Cecchini et al., 2010a).
Furthermore, approaches incorporate specific subtypes of algorithms, as e.g., support vector
machines with different kernels (Gaganis, 2009) and even more advanced algorithms as fuzzy
rule-based classifier based on so called evolutionary or genetic algorithms (4lden et al., 2012).
These types of comparisons of the performance of models trained with different algorithms is
characteristic of the period and covers, e.g., comparisons of decision trees, neural networks and
Bayesian belief networks (Kirkos, Spathis, & Manolopoulos, 2007) as well as comparisons of
probabilistic or artificial neural networks and logistic regressions (Gaganis et al., 2007).
However, this did not lead to a uniform picture and generally valid statements about the

superiority of individual algorithms in this area of application. While Liou trains a model based
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on a logistic regression which outperforms more flexible algorithms such as decision trees and
neural networks in detecting fraudulent firms in Taiwan (Liou, 2008), Ragothaman and Lavin
finds differing performances depending on the type of restatement, as neural networks show
superior performance in predicting revenue restatements and models trained with logit
regressions achieve a higher performance in predicting non-revenue restatements (Ragothaman

& Lavin, 2008).

Almost all of the models considered are based on supervised learning. This means that
the models are trained using labelled observations. The model then learns to recognize patterns
that are typical for one of the classes based on the specified and known classification. Thus, this
type of learning is also known as learning by example (Hastie et al., 2017). In contrast,
unsupervised learning algorithms aim to identify patterns within data and classify them into
heterogeneous groups, such as clustering (James et al., 2021). There are very few approaches
that nevertheless attempt to use unsupervised learning for classifications to detect fraudulent
financial reporting (Huang et al., 2014) or respectively in a first preprocessing step to optimize
the selection of peer-firms for training purposes by initial clustering of firms (Ding et al., 2019).
However, Tatusch et al. can also highlight the predictive power of the clustering algorithm
DBSCAN in the context of predicting restatements. By assuming that firms perform differently
compared to their peers, and that clustering algorithms may therefore be a well-suited approach
beside the numerous supervised learning approaches, their model can already achieve a
substantial portion of its classification performance efficiently with only two or three variables

(Tatusch et al., 2020).
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3.2.4 Technical Improvements in Learning and Validation

In the further course of time, however, the isolated use of individual algorithms is extended to
combinations of models. Song et al., e.g., find their ensemble model outperforming approaches
based on individual algorithms and models (Song et al., 2014). These ensemble models further
comprise stacking, i.e. a combination of models based on different algorithms which
outperform individual models (4bbasi et al., 2012; McKee, 2009). More recent examples are
combinations of neural networks or support vector machines with further decision trees or
regression-based algorithms (Jan, 2018). Bagging or bootstrap aggregating, which is also used
in financial statement fraud detection models, refers to a large number of the same type of
model, typically tree-based models as, e.g., random forests, and their predictions are combined
by majority vote (Bertomeu et al., 2021; Purda & Skillicorn, 2015). Further, boosting
algorithms have been applied, which subsequently train multiple but models, each of which
depends on previous ones correcting for prediction errors made. These include the use of
AdaBoost.M1 (Hajek & Henriques, 2017) and its subtype RUSBoost (Bao et al., 2020;

Bertomeu et al., 2021).

Further, possible optimizations in the training process have evolved. In section B.3.1 the
Jackknife approach is already mentioned and briefly explained. Multiple publications used the
Jackknife approach for validation purposes (Bai et al., 2008; Cecchini et al., 2010b; Kaminski
et al., 2004; Spathis et al., 2002). With an increasing number of observations a change towards
4-5 fold cross validation (Ogut et al., 2009; Pai et al., 2011), and later on a 10-fold cross
validation a well-established standard procedure (4lden et al., 2012; Chen et al., 2017; Goel et

al., 2010; Goel & Uzuner, 2016; Larcker & Zakolyukina, 2012; Song et al., 2014) can be
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observed. These approaches, such as cross-validation or additionally an undersampling were
analyzed to increase the models’ performance (Perols et al., 2017). In contrast, Bao et al.
criticize the fact that the use case of financial statement fraud detection is based on intertemporal
data. They therefore consider cross-validation to be inappropriate and instead use explicit
periods for training and later annual slices as test data (Bao et al., 2020). This is intended to
take account of the realistic assessment of performance so that older fraud cases are not
identified using more recent data, i.e. on the basis of data that may not have been available at

the time of the fraud case itself.

3.2.5 Actual Usability and Obstacles

Besides all technical improvements one major challenge remains the usability for potential user
groups. Usability is closely related to the costs associated with the various classification errors
which also vary for different user groups. Early approaches considered relative
misclassification costs more frequently (Beneish, 1997, 1999a; Feroz et al., 2000; Lin et al.,
2003; Persons, 1995), however, it seems that subsequent publications focused more on slight
improvements in prediction performance instead of attaching as much importance to relative
costs as in the early approaches. As Dechow et al. (2011) state, all these approaches are critical
as they offer on the one hand the potential to improve the efficiency of the capital markets, but

on the other hands are costly in the case of classification errors.

In terms of misclassifications financial statement fraud detection is inherently faced with
highly imbalanced data. If this is not adequately accounted for, models may tend to predict all
observations as nonfraudulent and still achieve accuracy measures which might seem to be

outstanding (Perols et al., 2017). However, this would neglect varying costs for different
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prediction outcomes and would severely limit the meaningfulness of traditional performance
measures as recall or precision (Powers, 2011). In this context, Zahn et al. (2022) highlight the
potential for overall costs to be reduced if the smaller group of imbalanced data, in this case
fraudulent firms, are associated with higher costs in false predictions. Beneish (1999b, 1999a)
assumes, €.g., a cost ratio for investors of false negatives to false positives of about 20:1 to 30:1.
Later, Throckmorton et al. explicitly mentioned the number of false alarms, respectively false
positives, as a prohibitive factor of using financial statement fraud detection models and
suggests to lower thresholds to reduce number of false positives at the expense of an
(acceptable) increase in false negatives (Throckmorton et al., 2015). Therefore, an approach
consisting only of non-fraudulent predictions cannot be an option from an theoretical point of
view due to high costs arising from missed fraud cases and from a practical point of view, this
would simply deprive the models of their raison d'étre. Thus, there was a renewed focus on
asymmetric misclassification costs including cost-sensitive learning (Kim, Y. J. et al., 2016)
and additional cost-related performance measures as, e.g., Normalized Discounted Cumulative
Gain at the position k (NDCG@k), which aim at only selecting those observations with the
highest probability of fraud, since otherwise the number of false positives would remain too

high (Bao et al., 2020).

Furthermore, the costs of error differ not only according to the type of error, e.g., whether
a case of manipulation was overlooked (false negative) or a company was wrongly classified
as fraudulent (false-positive), but different group of users, i.e. auditors, enforcement
institutions, and investors, are also faced with varying misclassification costs. Beneish and

Vorst (2022) simulate the costs of applying different classification models from the perspective
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of these user groups. Their results indicate that even though many machine learning-models are
highly sensitive with respect to detecting accounting manipulations, this regularly comes at the
expense of numerous false-positive predictions. Beneish and Vorst conclude that most models
cannot be used cost-effectively for most user groups, particularly due to the enormous number
of false positives. To address this problem, they see two options: either to reduce the number
of false positives or to make the handling of false positives and the resulting investigations more
efficient (Beneish & Vorst, 2022). Nevertheless, these challenges have not yet been fully

resolved.

3.3. Current Approaches

These previously described numerous developments, analogous to the general development of
digitalization in auditing, which evolves not radically but rather incrementally (Fotoh &
Lorentzon, 2021), illustrate the overall progress that is taking place in the field of machine-
learning-based financial statement fraud detection. With regard to the further delay in the actual
implementation of the models, the following discrepancy illustrates the area of tension well:
Among different technologies with potential use cases in audit, the second largest gap between
the assumed importance of a technology and the corresponding level of current knowledge
refers to machine learning and its models (Feliciano & Quick, 2022). Thus, indicating a high
complexity which requires improved education or a reduction of burdens, e.g., in form of
additional explanations that simplify the use. However, as Hajek highlights, previous
approaches primarily focused on accuracy, but neglected interpretability (Hajek, 2019). This
applies in particular to potential areas of application in auditing: The lack of interpretability of
Al systems, besides data availability and technical as well as human resources, is a major
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difficulty in terms of implementation (Seidenstein et al., 2024). Taking into account potential
additional explanatory information, in terms of dealing with information overload of accounting
data Hartmann and Weifsenberger also stress the importance of decision-making based on big
data and the way in which algorithm-based outputs are presented. They argue that the role of
the human decision-maker will shift towards dealing with algorithms’ outputs, which in turn
are subject to the risks of information overload (2024). They further highlight the importance
of the trade-off between additional relevant information and an information overload. In this
context, explanations should be considered as relevant information, which might be able to
improve decision making. In contrast, most models are limited to a simple risk classification
and tend to have too little relevant information for further use and are therefore far removed

from information overload.

With regard to interpretability through inherent explainability or additional
explanations, initial approaches and recent improvement are discussed below. Within the
context of a model based on Benford's Law, Chakrabarty et al. emphasize that accuracy, scope
and simplicity must be considered and weighed up together. In particular, they argue that their
approach is superior to others, especially for investors, because it requires few variables that
are available for most cases while offering comparable performance, and because the approach
is intuitive and easy to understand and thus simplifies application (Chakrabarty et al., 2024).
This reasoning also corresponds to the principles of Occam's Razor, in that a minimum of

complexity is sought for comparable results (Blumer et al., 1987).

To address this issue of an increasing demand for interpretability, one approach is to use

traditional algorithms, e.g., regression analysis, which is inherently interpretable but lacks the
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advantages of the machine learning-based approaches. As a compromise, Gepp et al. (2021)
develop a contemporary ensemble model by training an independent step-wise regression
model, thus deriving model coefficients for variables that might drive financial statement fraud.
Other approaches take a step towards interpretability in advanced decision-tree-based models,
e.g., by using post hoc feature importance to identify variables contributing to the likelihood of
fraud (Bao et al., 2020). Lokanan and Sharma also use a feature relevance measure to identify
variables that make the greatest explanatory contribution and find this particularly for revenues
(Lokanan & Sharma, 2024). Also comparable, Viadu et al. find increasing probabilities of
manipulations in case of unusual increase in receivables, increasing leverage or decrease in
sales (Vladu et al., 2017). Similarly, Purda and Skillicorn use text data to identify the words
with the greatest predictive power to detect fraud (Purda & Skillicorn, 2015). In addition, rules
can be derived on the basis of which fraudulent patterns can be classified — depending on the
values or ratios of individual financial items (Cai & Xie, 2024). However, all these approaches
remain on a level which has previously been described in section B.2.2 as global explanations.
These explanations are given independently of the individual case, and it is therefore assumed

that these correlations are equally valid for all cases.

Fukas et al. go one step further in the direction of individual explanations. They
implement SHapley Additive exPlanations (SHAP) illustrating individual observations and
effects depending on their values but aggregating to overall effects of features (Fukas et al.,
2022). This makes it possible to show for which variables, e.g., higher or lower values per se
contribute to a higher or lower predicted probability or whether it is rather a matter of diffuse

effects, which could not be readily deduced from other global explanations.

54



Literature Review

In contrast, there are local explanations (see section B.2.2). Craja et al. (2020) identify
clear textual indicators for financial statement fraud in companies’ MD&As by using LIME,
eliciting certain phrases related to financial statement fraud to provide additional guidance, but
it still remains open to what extent concrete starting points for plausibility checks or further
investigations arise. Bhattacharya and Mickovic also use LIME and additionally BertViz in the
context of text data to illustrate the identification of words within MD& As which drive financial
statement fraud predictions (Bhattacharya & Mickovic, 2024). Concerning financial variables,
Zhang, C. et al. (2022) exemplified the use of different approaches for explainable Al in the
audit context, which also offered initial interpretations of individual predictions and thus
enabling the identification of the main drivers for flagging and offering starting points for
plausibility checks. Lin and Gao apply post-hoc explanations using SHAP, first, by separating
training data between industries and subsequently aggregating features into groups, as e.g.,
profitability or liquidity. Their grouped SHAPs show, that the feature groups contribute
differently to the respective prediction depending on the industries the models have been trained
on (Lin & Gao, 2022). These recent approaches emphasize the importance of and interest in
interpretable approaches in financial statement fraud detection from an academic perspective.
However, these approaches are still regularly limited to exemplary explanations for a few
selected observations , i.e. there is no analysis of whether the models do what they are supposed
to do — namely, whether the explanations are actually able to accurately represent the

manipulated areas of a financial statement as driving features of a risk assessment.
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4. Summary of Research Questions

Based on the reviewed literature, the research gap within the current state of research and
corresponding research questions derived are outlined as follows. Financial statement fraud
remains a rare form of occupational fraud, yet it is associated with the most severe economic
and reputational consequences. Various stakeholders have a strong interest in its early detection,
particularly auditors, enforcement authorities, and investors, who are expected, even if not
obligated — either due to regulatory requirements or economic incentives —to uncover such
fraud. Failure to do so may result in substantial financial losses and reputational damage. Since
the late 1990s, statistical models, and later applied models classified under machine learning,
have been considered highly promising tools for detecting financial statement fraud. Despite
the development of numerous models, a major challenge persists: the practical implementation
of these models remains largely cost-inefficient (Beneish & Vorst, 2022). At this point, two
fundamental options exist: First, further improving model performance, for instance, by
enhancing the data foundation or optimizing training methodologies to a sufficient degree. Or
second, enhancing the interpretability of predictions to make individual model outputs more
comprehensible and actionable for potential users (Zhang, C. et al., 2022). In recent literature,
interpretable machine learning approaches have been proposed to address this challenge in

financial statement fraud detection.

Building on these considerations, the first conceptual research questions focus on
whether there is a demand for more interpretable predictions in financial statement fraud
detection models. As discussed in more detail in section C, the field of application of financial

statement fraud detection models is surrounded by a complex and highly regulated
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environment. This is particularly the case for auditors and enforcement authorities. From the
perspective of professional practice, the potential use of artificial intelligence or machine
learning systems in auditing is closely tied to the requirement for transparency and
explainability, as these are considered essential prerequisites for a legally compliant
implementation (Thomas et al., 2021). Legally required is, e.g., that an auditor gathers sufficient
appropriate audit evidence (ISA 200.17), whereby requirements regarding relevance and
reliability must be fulfilled (ISA 200.A32). In the context of data analysis, a specific German
auditing guideline (IDW PH 9.330.3.78) explicitly states that the traceability of audit results
must be ensured independently of the analytical tool used. This exemplifies the kind of
regulatory requirements that potential user groups are confronted with. To this end, Research
Question 1 investigates the regulatory and organizational conditions that could drive the need

for interpretable model predictions among the primary user groups:

RQ1: What legal and organizational conditions drive the need for financial statement fraud
predictions’ interpretability?
Furthermore, beyond the formal legal and organizational frameworks, criteria such as
traceability also encompass a human component — namely, the extent to which a system is
perceived as understandable or its results as reliable. In this regard, a certain degree of algorithm
aversion can be found especially in the context of systems of artificial intelligence in an audit
setting (Commerford et al., 2022). For example, Bedué and Fritzsche (2022) emphasize that
factors such as transparency and explainability, particularly in systems based on artificial
intelligence, can significantly enhance trust in these systems and in their reliability. In this

context, and in conjunction with regulatory requirements — especially the assessment of
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reliability — the human perception component becomes crucial. Only if users perceive a system
as understandable and trustworthy an actual adoption or implementation is likely to follow,
even in cases where legal permissibility is already given. Therefore, Research Question 2
considers behavioral interactions, which, in a highly regulated environment with stringent
professional requirements, may play a crucial role in the practical implementation of such

models.

RQ2: What behavioral interactions must be considered for effective and efficient

implementation in a highly regulated setting with high professional requirements?

With regard to the proposed approaches and their technical developments, section B.3
demonstrated that increasingly large datasets and more diverse algorithms are being used to
train financial statement fraud detection models. While the focus for a time was placed
predominantly on improving classification performance, more recent research has seen a
renewed emphasis on approaches aimed at generating more interpretable results. This shift
appears necessary, as it becomes evident that truly satisfactory performance levels may remain
out of reach —due, among other factors, to the inherent rarity of fraud cases, which
fundamentally limits the potential of model training. If further improvements in model
performance prove to be limited, enhancing interpretability becomes a crucial alternative
approach. Consequently, in this thesis local explanations are examined to provide insight into
individual model decisions. As initially described in section A.2, the subsequent research
questions are structured around classification outcomes, moving beyond explanations for
isolated selected observations (as e.g. illustrated by Craja et al., 2020 and Zhang, C. et al.,

2022) to systematically investigate whether local explanations can provide a coherent and
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meaningful representation of the model’s decision-making mechanisms. This allows for an
assessment of whether the models are indeed directed at identifying fraudulent patterns. Thus,
Research Question 3 focuses on correctly identified fraud cases, examining whether local
explanations can effectively highlight variables from the manipulated areas of the balance sheet
or income statement as key drivers of the model's predictions, thereby providing indications for

starting points of furthermore targeted investigations.

RQ3: With regard to true positive predictions, i.e., detected misstatements: Do features which
are related to a certain type of misstatement contribute to the classification as being

misstated?

Similarly, Research Question 4 evaluates cases where financial statement fraud was not
detected to determine whether, despite incorrect classification, local explanations could still
point to the manipulated areas. Even if not classified correctly, this could serve as indicative
evidence for a model’s inherent mechanisms and ability to point out manipulated areas of

financial statements.

RQ4: With regard to false negative predictions, i.e., undetected misstatements: Despite their
incorrect classification, do features which are related to a certain type of misstatement

contribute to the classification as being misstated?

Finally, Research Question 5 investigates false positive classifications, i.e., non-fraudulent
firms that were incorrectly classified as fraudulent. As highlighted by Beneish and Vorst (2022)
in particular numerous false positive predictions result in high misclassification costs as, e.g.,

additional audit procedures would be required to address the erroneously identified risk. The
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key issue here is whether patterns emerge that could indicate systematic biases in the

explanations.

RQS5: With regard to false positive predictions, i.e., false alarms in the absence of an actual
misstatement: Do the distributions of the explanations provide indications that potential
biases influence the predictions in a way that does not align with the original training

objective?

To address these research questions, Research Questions 1 and 2 are first conceptually
examined in section C. Subsequently, a machine learning model is trained, and local

explanations are computed, providing an analysis of Research Questions 3 to 5 in section D.
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C. Requirements from Multiple Users’ Perspectives

1.  Research Objective on Users’ Demand for Interpretable Explanations

I argue that following this avenue of research on machine learning-based financial statement
fraud detection models more closely makes it necessary to address the diverging perspectives
of different user groups of financial statements as well as their legal and operating environments
resulting, e.g., in requiring different types of additional explanations. For example, in a highly
regulated sector with outstanding professional requirements for expertise, concerns regarding
trust, accountability, and efficient implementation of human-machine-interaction-based

applications must be considered.

To provide a detailed analysis on this subject, in accordance with previous research I
select audit firms, enforcement authorities, and investors as primary user groups of financial
statement fraud detection models. For each group, I consider scientific and professional
literature as well as legislation on implications arising from legal requirements or organizational
and operating circumstances to answer the previously in section B.4 described research
questions on legal and organizational conditions which might drive the need for financial
statement fraud predictions’ interpretability and the role of behavioral interactions in a highly
regulated setting with high professional requirements. Thus, in section C.2, I analyze the legal
and operating circumstances of auditors, enforcement institutions, and investors incorporating
selected qualitative support and derive individual requirements for interpretable fraud
predictions. Subsequently, the need for explanations is discussed against the background of

human-machine interaction in a highly regulated field within section C.3.
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2. Multi-User Demand for Predicting Financial Statement Fraud

Dechow et al. (2011) highlight that multiple user groups could benefit from effective and
efficient machine learning-based fraud detection approaches. I focus on the main groups of
users that primarily employ financial statement analysis in practice, which are similarly
classified by Beneish and Vorst (2022), focusing on the legal as well as organizational
environment in which the users operate. On this basis, the individual demand for interpretable
models will be derived before discussing their potential in terms of human-machine interaction

covering issues of trust, expertise, and accountability.

2.1. Audit

The ISA require auditors to provide reasonable assurance about whether financial statements
are free from fraud or error by collecting sufficient evidence to reduce the risk of an erroneous
audit opinion to an acceptably low level (ISA 200.5). Risk-oriented planning of audit
procedures within a specific audit engagement is essential, where risks have to be identified
and determine the audit strategy and program (ISA 300.9 & AS8). ISA 315 (Rev.) therefore
requires the identification and assessment of risks at both the financial statement and the
assertion level while the risk assessment alone does not constitute audit evidence (ISA 315.4—
5 (Rev.)). This also implies that an isolated prediction would not suffice. Instead, it must be
possible to conclude the prediction’s driving factors to obtain sufficient appropriate audit
evidence (ISA 240.10b). This particularly applies to potential fraud, where specific indicators
must be identified on which further audit procedures can be planned (ISA 240.11). As required
by ISA 520.4, analytical procedures involve analyzing plausible relationships. Here, too,
driving factors must be identifiable to check relationships and patterns for plausibility.
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In each individual audit engagement, the objective is to obtain sufficient audit evidence
that “enable[s] the auditor to draw reasonable conclusions” (ISA 200.17). Therefore, according
to ISA 200.A32, relevant and reliable evidence is needed. As ‘reasonable’ implies, both
comprehensibility of content and its formal documentation must be ensured. In this context,
documentation on matters of risk and related significant professional judgment made is
explicitly made essential (ISA 230.A8-A9) which guarantees that the auditor’s procedures and
decisions can be explained and traced by the documentation at any time. As the Institute of
Public Auditors in Germany (IDW) specifies within an examination note, these requirements
apply irrespective of the technology, i.e. any documentation of data analyses within working
papers must guarantee a traceability of drawn conclusions and audit results independent of the

underlying technique of an analysis tool or the data used (IDW PH 9.330.3.78).

Moreover, quality assurance standards are relevant at the audit firm level, which address
risks regarding to the client structure as well as the associated decisions on acceptance,
continuation, or resignation of mandates. An assessment of the integrity of management for the
acceptance or continuation of a mandate is required, and there must be no information that
would cast doubt on this (ISQC 1.26). In Germany, it is specified that liability risks or risks of
loss of reputation must be explicitly considered (IDW QS 1.72), including aspects such as
aggressive accounting practices, for which explicit individual drivers must be identifiable (IDW

QS 1.74).

While audit firms tend to emphasize the performance of their technology in their external
communications, professional associations and regulators take a more critical role. The

American Institute of Certified Public Accountants and Chartered Professional Accountants of
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Canada, e.g., directly question the ability of unexplained approaches being considered as
appropriate audit evidence by asking “If the auditor cannot explain or evaluate the results from
an Al audit tool, can they conclude that they have obtained sufficient, appropriate audit
evidence from the Al audit tool to form an opinion?” (4/CPA & CPA Canada, 2020, p. 7). In
a similar vein, the Canadian Public Accountability Board refers explicitly to an "explainability
risk”, which must be considered when implementing advanced technologies, in particular with
regard to two requirements: First, a technology’s performance must be evaluated against the
background of the actual fields of application with its intended purposes. And second,
especially in the audit context, comprehensible documentation is required and therefore

presupposes a certain degree of interpretability beyond black box approaches (CPAB, 2021).

Professional literature also shows similar challenges across jurisdictions which sound
more restrained than the audit firms’ communications. E.g., articles from the CPA Journal
highlight both, the potential of machine learning-based approaches but as well limiting factors
as increased documentation requirements. The latter point, still appears to be uncertain as it has
not yet been conclusively clarified what audit documentation must include, in particular how
the human or expert understanding can be guaranteed and professional judgment be based on
contemporary analyses (Dickey et al., 2019). Examples from the German practitioner audit
journal WPg underline these challenges and requirements, e.g., Marten and Harder share the
opinion, that traceability still is a major obstacle for appropriate documentation (Marten &
Harder, 2019). Therefore, outputs must be plausibly comprehensible and be put into
professional context for a meaningful interpretation of results, and thus, before an actual

implementation into decision making processes can be achieved (Thomas et al., 2021).
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Otherwise, auditors could run the risk of following non-transparent and misleading outputs

(Rapp & Pampel, 2021).

In addition to the legal perspective, the organizational circumstances of audit firms must
be taken into account. As the quality standards stipulate, decisions on the acceptance,
continuation or resignation of mandates must be carefully considered and incorporated into
client portfolio risk management. According to Johnstone and Bedard (2004), the risk of
financial statement fraud is more important than insolvency risks regarding potential liability
risks in terms of client portfolio management. Inconsistent results suggest, first, that audit firms
generally tend to reject risky engagements rather than actively respond to risk with higher fees
(Johnstone, 2000), and second, that in case of continuation of a mandate and a higher risk, e.g.,
for earnings management, higher fees are first enforced as long as the risk is acceptable.
Otherwise the mandate is resigned (Krishnan et al., 2013). This risk avoidance can be
moderated through expertise. Provided that specialists are available to respond appropriately to
the risks, audit firms are more willing to perform audits even under increased risk (Johnstone
& Bedard, 2003). However, in the extreme case, this development is threatened by market
failure due to adverse selection if risk exceeds an acceptable level (4kerlof, 1970). That this 1s
not just a theoretical threat is illustrated by the recent case of the Adler Group in Germany,
which is no longer able to find an auditor after BaFin announced detected errors (Bender et al.,

2022).

Overall, the legal requirements in the context of an individual audit engagement appear
to be uniform. The central area of application of the models presented is risk identification and

assessment. The various standards require a high degree of traceability here. It must be clearly
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documented whether and explicitly which risks have been identified, and how these have been
addressed by subsequent audit procedures. The same requirements for interpretability arise
from quality standards at the more abstract level of the audit firm, primarily to support
fundamental decisions on the acceptance or continuation of mandates. From a client portfolio
management’s perspective, a general fraud risk prediction can offer a first insight into the
overall risk structure. Interpretable predictions on a global level, i.e. identification of driving
factors over all firms considered by the model, do not provide sufficient insights for none of the
use cases since they only describe which variables contribute to the model’s predictions in
general but neglect the clients’ individual risk profile. In order to address risk properly by
deploying specialists in a targeted manner, explicit starting points, and thus locally interpretable

predictions, are required.

2.2. [Enforcement

Despite all regulatory adjustments and advanced techniques, audited statements may still
contain errors or even deliberate manipulations. Therefore, unqualified audit opinions should
not provide false assurance, as there may be a residual risk of manipulation (ESMA, 2020). To
analyze the conditions for enforcement, fundamental European regulations are used and
examined based on exemplary implementation in Germany. To this end, Art. 24 of the Directive
2004/109/EC delegates the competence to carry out financial reporting enforcement to national

authorities, e.g., the German BaFin.

ESMA provides guidelines for enforcement design, so that a minimum of
generalizability is given. The guideline’s core combines risk-oriented and random selection of

firms to be audited (ESMA, 2020). The random selection ensures that each company is audited
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at least once within a certain period of time. In German, the risk-oriented selection distinguishes
between concrete and abstract risk. Concrete risk presupposes specific indications of possible
misstatements and results in ad hoc examinations. The abstract risk-based selection is more
general and is intended to ensure that risky companies, albeit without explicit indications, are
audited with a higher probability (FREP, 2018). Additionally, BaFin only discloses the use of
IT-supported market monitoring and largely automated media analysis for risk assessment. Due
to confidentiality obligations, the technical design’s performance or interpretability remains

unclear (Hanenberg & Kostjutschenkow, 2021).

Although BaFin does not communicate detailed information about its own systems, it is
possible to observe the requirements that BaFin places on risk monitoring systems used by the
companies it supervises. It is clear from this, as published in the BaFin Journal, BaFin is aware
of these challenges and addresses the lack of explainability of models and considering the
explainability of machine learning methods to be a key criterion for a successful use and
implementation (Fahrenwaldt & Nohl, 2022). One approach which is explicitly recognized for
systems of companies supervised by BaFin is the use of interpretable machine learning for
validation purposes before implementation and during operation of machine learning models

(BaFin, 2022).

Enforcement authorities fundamentally differ from audit firms as they are not profit-
oriented, do not bear any potential financial losses, and employees can only be personally
prosecuted in the case of at least grossly negligent behavior. But they are virtual trustees for the
reputation, i.e., trust and efficiency of the capital market within a jurisdiction. According to

Ewert and Wagenhofer (2019), more vigorous enforcement can lead to improved quality of
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financial reporting, e.g., due to reduced earnings management. But stricter enforcement can also
have a preventive effect in other areas. The areas have in common that stricter enforcement
brings a higher probability of detection and is anticipated by the companies to reduce their

misconduct (Shimshack & Ward, 2005).

From the regulatory perspective, for identifying abstract risk candidates a simple
prediction without any explanation might suffice. But a high false-positive rate could also make
the use impracticable if too many companies are classified as risky. In contrast, a simple risk
prediction is insufficient when assessing the concrete risk for subsequent ad hoc examinations.
This applies equally, taking limited resources into account, which should be allocated as
targeted as possible to maintain a high reputation of a jurisdiction’s capital market. For these
purposes, specific indications must be identifiable on the firm level. Le., locally interpretable
predictions are required for plausibility checks by human experts or offering starting points for

further investigations.

2.3. Investors

Unlike auditors and enforcement authorities, investors operate in an environment that does not
legally expect them to identify accounting manipulations. Therefore, the focus is more on

economic aspects than legal framework conditions.

Research on non-professional investors shows that awareness and inclusion of the fraud
risk assessment are associated with better overall returns (Brazel et al., 2015). Overall returns
can, firstly, be reduced by direct losses due to investments in fraudulent firms, and secondly,
by foregone profits due to investments that have not been made because of false-positive fraud

predictions (Beneish & Vorst, 2022). To evaluate fraud risk, one approach assesses the
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credibility of management’s disclosure by checking the disclosure’s inherent plausibility
(Mercer, 2004). In contrast to non-professional investors, institutional investors have more
resources and expertise to assess these risks and take a significantly stronger position towards
a company. When institutional investors are distracted, this might, e.g., lead to increased
governance risks (Liu et al., 2020). Therefore, especially institutional investors should

intensively monitor their current and potential investments.

Instead of avoiding risks, potentially fraudulent firms can be identified as short-selling
targets. Massa et al. (2015) suggest by titling, “the invisible hand of short selling” can prevent
risk due to anticipation and reduced earnings management. In addition to reducing earnings
management, short selling can also contribute to detecting fraud (Fang et al., 2016). According
to Karpoff and Lou (2010), the added value of short selling lies in an earlier detection and price

correction closer to the fundamental value.

Overall, demand is more heterogeneous. For some non-professional investors, simple
fraud risk predictions might be sufficient. This is in line with Beneish and Vorst’s (2022)
findings, suggesting that some models might be appropriate for cost-efficient risk assessment
under very narrow assumptions. Further requirements can be concluded, especially for
institutional investors. Locally interpretable predictions can be used for three purposes. First in
terms of risk management, more detailed explanations offer additional guidance that helps to
differentiate between fraud and non-fraud cases. The statement’s plausibility can be better
evaluated by guided human expertise and thus improve investors’ decisions. Second, short
sellers can improve their identification of potential targets, if locally interpretable predictions

do not provide a plausible explanation other than for potential fraud. Third, only locally

69



Requirements from Multiple Users’ Perspectives

interpretable predictions allow detailed investigations on how models make accurate
predictions. It is essential to rule out the possibility that, e.g., high revenues or profit figures per

se lead to a fraud prediction, as fraudulent firms generally tend to overstate these figures.

3. Impact of Accountability and Domain Expertise on Trust and
Implementability

As machine learning-based financial statement fraud detection is affected by technical and legal
conditions, the key success factor is an effective human-machine interaction. As behavioral
components are crucial, the demand for interpretable predictions therefore interacts with

accountability, expertise, and trust in this highly regulated setting.

First, trust in the underlying functionality is a necessary condition for the use of any
technical device. As research suggests, auditors tend to rely more on humans than on machine
learning models in case of contradictory information (Commerford et al., 2022). This indicates
that existing models, taken in isolation, are rather unsuitable for actual deployment. Therefore,
ways must be adapted to increase trust. In this vein, Glikson and Woolley (2020) argue that
transparency and reliability interconnect. Increased transparency can contribute in two ways: in

the evaluation of a model and in its actual application.

Alongside traditional prediction performance measures, post hoc analyses of
interpretable machine learning can significantly supplement a model’s evaluation. Accuracy
measures provide information about whether the model correctly predicts test data. However,
models can be biased and might not adequately adapt to future changes or unknown cases.
Therefore, it is of key interest to examine the models’ inherent mechanisms. Evaluating these

mechanisms especially enables an examination of possible biases. E.g., a model which correctly
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identifies fraudulent firms but is characterized by a high false-positive rate requires further
investigations. It must be ruled out that false positives are simply driven, for example, by high
sales or high-profit levels but are not able to target manipulated accounts. If investment
strategies otherwise falsely exclude these profitable and growth companies on a large scale, i.e.,

forgone profits, it would make these models inapplicable.

For this detailed examination variables’ weights in a global scope, as estimators of a
regression, would only offer first insights how a model overall might work. Bao et al. (2020),
e.g., incorporate feature importance in supplementary analyses to compare the highest scores
with most frequently manipulated accounts. However, this approach cannot ensure that the
corresponding variable also drove the prediction of a given manipulation. As fraud cases are
more complex and could cover opposing effects of different types of manipulations, the
expressive power of global explanations is significantly limited. In contrast, approaches
offering locally interpretable predictions allow for each individual company to understand why
a specific fraud risk was stated. The identification of contributing features for individual
predictions can subsequently be compared to actual manipulated accounts. If a model succeeds
in indicating manipulated accounts, this will offer supportive indication for a model’s quality
in detecting fraud and thereby increase trust in a model even before the operative application.
Conversely, any significant biases identified could rightly point to a lack of fit of a model which
could justifiably entail a lower level of trust or even warn against the use of inappropriate

models.

In addition to the previously discussed complementary dimension of evaluation,

transparency of systems can further enhance trust during the operative decision making
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processes (Mercado et al., 2016). Local explanations have a higher degree of transparency,
since not only global mechanisms are considered, but explanations at the level of the individual
company are made possible. Thus, users can observe, at least in a simplified way, how a model

arrived at a certain prediction outcome.

Second, primary users operate in a highly regulated setting when assessing fraud risk.
Even if sufficient technical trust is given, it is questionable whether legal certainty exists or
whether the lack of it inhibits models’ use. According to Bedué and Fritzsche (2022) public or
legal accountability raises concerns in Al applications. This is likely to be the case in highly
regulated environments. As Beneish and Vorst (2022) indicate, litigation risks could, e.g., arise
in case of positive fraud predictions in previous years if the fraud has not been discovered

immediately.

Regarding legal certainty for auditors, audit standards are deliberately formulated in a
technology-independent manner to cover a wide range of future developments. However,
requirements for traceability and documentation are also imposed on all applications,
irrespective of the technology. The extent to which interpretable machine learning can
ultimately guarantee legal certainty cannot be conclusively clarified. It is conceivable that the
standards could be concretized to explicitly cover these kinds of technologies to ensure legal
certainty. Otherwise, it remains to be seen how courts or professional regulators would decide
in proceedings. Technically it can be stated that globally interpretable explanations, e.g., feature
importance, are rather unsuitable for legal justifications, especially for further audit planning to
address risks, because they try to explain the effects of the model as a whole but neglect the

particularities and possibly diverging effects with respect to individual observations. However,
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local interpretable predictions explicitly highlight why a certain prediction has been made.
Clear documentation on the prediction, its driving factors, and how risks are addressed, e.g., by

further audit procedures, might reduce the risk of personal liability (Krieger et al., 2021).

Third, the users’ expertise is indispensable. Technical expertise in machine learning,
along with transparency, and liability, is a driver of trust in applications (Bedué & Fritzsche,
2022). The domain expertise seems to have more complex effects. Bayer et al. (2022) show
that domain expertise alone has a negative effect on the intention to trust. In contrast, if the
level of expertise is high, additional explanations can increase the trusting intention. In this
context, Dikmen and Burns (2022) point out the danger that additional explanations could
convey false certainty and that predictions are followed uncritically. To mitigate the risk, they
point out the need for accurate interpretation of the explanations, which requires professional
domain knowledge. Shin (2021) shows that explanations are helpful for trust building but that
a comprehensible possible causality can additionally increase emotional confidence in the
application. This assessment is explicitly part of the main task of applying financial statement
fraud detection models: It is not a matter of blindly following predictions but of questioning
them and their drivers, checking their plausibility, and, if necessary, initiating further
investigations. This is particularly necessary when developments could not yet be learned from
models. Since both, data on financial statements and fraudulent firms, are available with a time
lag, time-lagged learning is unavoidable to a certain extent. Therefore, human expertise
incorporating recent developments of a company’s business environment is essential in addition

to the system.
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As illustrated and concluded in Table C-1, especially in this use case of machine learning
models in a highly regulated context, human-machine interaction is crucial. It is essential to
properly assess the potential and the limits of a model with technical know-how to be able to
place a basic level of trust in it. Appropriate domain expertise and critical consideration of
possible liability risks complement the assessment of an application’s abilities. As Liu (2022)
concludes, in an adjacent application area, machine learning applications should be used as
complementary guidance, which outperform humans in terms of covering large amounts of hard
information to identify conspicuities. The true potential is raised when humans with expertise
incorporate additional, partly soft, information to make the most comprehensive assessment,

which neither the machine nor the human alone would have been able to do.
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4.  Discussion and Conceptual Findings

The previous section identifies factors that inhibit implementing machine learning-based
financial statement fraud detection models for relevant user groups. Specifically, the
perspectives of auditors, enforcement institutions, and investors are considered. Factors are
classified as legal or arising from organizational and operating conditions. Particular emphasis
has been put on discussing further behavioral implications resulting from the highly regulated

setting and outstanding requirements for professional expertise.

The first research question addresses legal and organizational conditions which could
drive the need for more interpretable financial statement fraud predictions. Despite intense
research on enhancements of financial statement fraud detection models, actual use does not
yet appear to have been equally implemented. Beyond the actual performance of the models,
there are regulatory and organizational considerations that must be taken into account. While
these may not necessarily be addressed solely through improved performance, they could
potentially be mitigated by enhanced transparency and interpretability. Against this background
of the first research question, the analysis provides reasons to assume a significant demand for
more transparent models. For auditors and enforcement institutions, transparency of their
procedures is a regulatory requirement. This especially intensifies the demand for auditors for
interpretable approaches and associated legally compliant documentation. From a business
perspective of audit firms, client portfolio management could be improved by more transparent
risk assessments. From a national perspective and its enforcement, explainable predictions
could enable more efficient allocations of resources. Intensified risk-oriented selections could

result in a higher reputation of capital markets, thus increasing trust and overall market
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efficiency. Investors, on the other hand, are in general not affected by legal obligations. Their
need for explanations results from other reasons. Institutional investors could, e.g., benefit from
additional and transparent fraud risk assessments to reduce financial losses. However, forgone
profits from avoiding investments in false-positive predicted firms might be prevented if

conspicuity can be checked for plausibility with professional judgment.

The second research question addresses possible behavioral interactions which must be
considered for effective and efficient implementation in a highly regulated setting with high
professional requirements. The question specifically focuses on behavioral interactions that
extend beyond regulatory and organizational frameworks from a human perspective. It aims to
highlight the additional behavioral factors that financial statement fraud detection models must
account for in their results. Regarding this second research question, behavioral interactions
between accountability, expertise, and trust must be appropriately considered. In general,
technical know-how can increase trust in technology. For auditors, it must be ensured that, with
appropriate documentation, they can justify conclusions from machine learning-based
predictions with legal certainty. Otherwise, even though there might be sufficient trust in
technology’s ability, non-compliance would still prevent its use. In contrast, domain know-how
can reduce confidence in technology due to stronger questioning of its abilities compared to
human expertise. Since these application cases are in a setting of high professional expertise,

transparency in the form of additional explanations is required to reverse this effect.

To conclude, this section offers a conceptual framework on conditions and behavioral
requirements of users’ needs for an explanation of machine learning models. The findings can

serve as a basis for future applications that focus more intensely on the human-machine
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interaction. Transparent predictions could offer insights into which variables contributed to the
prediction. These indicators can subsequently be evaluated by human experts in terms of
plausibility. On the one hand, this might increase trust in machine learning applications. On the
other hand, potential weaknesses could be identified, and areas pointed out where a critical

basic attitude towards the application seems reasonable.
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D. Local Explanations on Financial Statement Fraud Predictions

1.  Overview of the Training and Analysis Procedure

In section A.3, the proposed approach of this thesis is contextualized within the Design Science
Approach. The problem identification and motivation are subsequently derived from the
literature review. The key challenge of previously proposed models for financial statement
fraud detection based on publicly available data is that a cost-efficient application is feasible
only in exceptional cases. Consequently, two potential further developments exist to make such
approaches more practical: Either classification performance is further improved, or predictions
are made more interpretable and thus better manageable. This thesis focuses on analyzing the
second alternative. In section C, a conceptual analysis of the regulatory and organizational
conditions of key potential user groups demonstrates that a viable solution in most scenarios,
assuming otherwise constant classification performance, would require local explanations of
model predictions. Building on this, the initial objective is to train a contemporary and
performant model for financial statement fraud detection. However, the resulting predictions
should extend beyond only classifying firms as fraudulent or non-fraudulent. To be truly useful
for experts, predictions must allow conclusions to be drawn about which specific areas within
the balance sheet or income statement drive a fraud risk classification for an individual
observation. Only with such insights can human experts assess whether the key financial
statement items contributing to a classification are plausible or indicate anomalies that require

further investigation.
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Therefore, this section focuses on the development of a model, including the generation
of local explanations, as a so-called artifact in the Design Science Approach. An artifact can
take various technical forms, including models that explicitly contribute to solving an identified
problem (Peffers et al., 2007). This artifact seeks to address the identified problem by providing
local explanations alongside model predictions, offering insights into which financial statement
positions drive the classification as potentially fraudulent or non-fraudulent. The explanations
are first demonstrated using selected individual cases (see section D.5) before a comprehensive
analysis and evaluation of the local explanations is conducted in section D.6. From a technical
point of view, the approach does not differ materially from the widely used Cross Industry
Standard Process for Data Mining (CRISP-DM) approach. This approach describes a
comprehensive process model for data mining projects covering six phases of business and data
understanding, data preparation, modeling, evaluation and deployment (Wirth & Hipp, 2000),
which in turn has an even more practice-oriented focus and does not claim such a high degree
of scientific rigor. This is mainly due to the embedding in scientific literature, as especially
conducted in section B, and less to technical process steps. In contrast from a broader and
theoretical point of view, the research approach applied can be categorized according to the
framework’s dimensions by Booker et al. as a classification task, applying supervised learning,
as most classification models in accounting literature, and being based on inductive reasoning

as being favored and driven by technological progress (Booker et al., 2024).

For better contextualization of the approach, I will briefly summarize the subsequent
procedure. The models trained in the following sections and used as the basis for the

explanations are primarily based on the model proposed by Bao et al. (2020), which has gained
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wide acceptance in literature. This includes, in particular, the underlying algorithm. However,
several modifications have been made, justified by factors such as the use of different software,
which allows for adjustments in model parameters, as well as the application of different
training horizons. The first step involves the dataset description, including the financial items
from COMPUSTAT and the AAER data from Dechow et al. (2011), as well as the selection of
variables and their technical preprocessing. In section D.3.3, the actual model training is
conducted. Two fundamental model variations are trained in parallel: One using normalized
data and one using non-normalized data. Beyond these two core alternatives, an additional
variation is introduced: The models are trained once using all available historical data and once
using a rolling 10-year training window (as described in section D.3.3.2). Following this, the
hyperparameter tuning process is described. The tree-based algorithm used in this study
includes parameters that must be optimized for the specific application. The relevant parameters

and their selection are presented in section D.3.3.3.

To evaluate the trained models as intermediate results, particularly to assess whether
classification performance comparable to that of Bao et al. (2020) is achieved, the trained model
1s benchmarked against selected reference models in an analogous manner. Up to this point, the
models are not explicitly cost-sensitive, as exclusively a threshold-independent performance
metric is used to compare for a model’s classification ability in general. Building on the
discussion regarding the importance of misclassification costs, section D.3.4 focuses on
determining cost-sensitive thresholds, which decide at what point a model finally classifies an
observation as fraudulent or non-fraudulent. After determining these thresholds, four

classification models are established, each explicitly distinguishing between fraudulent and
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non-fraudulent cases. The variations result from the use of either normalized or non-normalized
data and the application of rolling 10-year training windows versus all available previous
historical data. The classification performance of each of these four model variants is then
presented and discussed in detail. Based on the classification performance results, I have
decided to continue the further analyses only with the two variants trained on a rolling 10-year

training window.

In section D.5, the two applied interpretability methods, LIME and Shapley Values, are
described. Section D.5.4 then illustrates the local explanations using two selected observations
— one serving as a positive example and the other as a negative example. Taking into
consideration that two model variants are used as the basis for generating the explanations, this
results in four sets of explanations — one generated by LIME and one by Shapley Values for
each of the two model variants. Building on this, a comprehensive analysis of all classification
errors as well as correctly classified fraud cases follows. This includes an initial descriptive
analysis of the classification results, focusing on the type and complexity of the misstatements.
To evaluate the explanations, a matching process is conducted between the identified
misstatement types and the financial data items that could be affected by each specific
misstatement type. This step is crucial for assessing whether the explanatory features provide
reliable indicators of the manipulated areas within the financial statements. To enable a direct
comparison between the local explanations provided by LIME and Shapley Values — two
approaches that are not inherently comparable — the explanations are transformed into a ranking
of the most influential features (section D.6.2). This ranking facilitates a comparison between

the two interpretability methods. The presentation of the explanations is concluded in two steps.
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First, classifications of actual fraud cases are analyzed, including the true positives and false
negatives, where a direct assignment between the explanatory features and the type of
misstatement is possible. This is followed by an analysis of the false positives to identify

potential patterns that may indicate biases within the models or the explanation methods.

2.  Data Sample

Several considerations need to be made when operationalizing financial statement fraud. While
some research focuses on financial reporting reliability, operationalized by restatements,
highlighting the potential of not only using material errors, but also immaterial errors which
occur more frequently and with less severe consequences (Choudhary et al., 2021), in contrast,
it is inherent to financial statement fraud that rare cases are considered with all the more serious
consequences. In this regard, Hennes et al. emphasize the importance of differentiating between
different categories of erroneous financial reporting. They find improved power of statistical
tests by strictly separating between misstatements resulting from irregularities, i.e. intentional
misstatements, and errors, i.e. unintentional misstatements (Hennes et al., 2008). Therefore, the
focus should be exclusively on a field of financial statement fraud that is as narrowly
operationalized as possible. With regard to events with severe consequences, the Center for
Financial Reporting and Management (CFRM) database is found to best in capturing value-
relevant events and providing a relatively good base for research questions that require a full
account of misconduct (Karpoff et al., 2017). Today, this database is provided by Dechow et
al. from the USC Marshall School of Business and USC Leventhal School of Accounting and
initially provided introducing their F-Score predicting material accounting misstatements

(Dechow et al., 2011). Several reasons support the use of this database as a proxy for financial
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statement fraud but also point out the limits (Dechow et al., 2011, p. 25): First, a consistent
methodology and common data source compared to other research is achieved, and second, the
AAERs are “likely to capture a group of economically significant manipulations”, which to
detect is the major objective of the approach provided in this thesis; on the other hand, only
cases actually detected by the SEC are contained. However, as stated above, many of those that
are economically significant shall be covered. Not least because those cases were identified
based on multiple reasons, including surveillance programs of stock exchanges, public
complaints and hints, indication from financial press as well as SEC’s reviews of 1933 and
1934 Securities Acts filings (Feroz et al., 1991). Thus to the best of my knowledge, the
database? of selected AAERs by Dechow et al. provide the most reliable proxy available for the
research on financial statement fraud. The database covers the SEC’s AAERs number 1 to 4,278
and thereof 1,816 firm misstatement events. Besides general information on the firm name,
identifiers and affected periods, information on balance sheet and/or income statement accounts

affected by the violation is also included.

The AAER data is matched with the financial data from COMPUSTAT?. COMPUSTAT
is characterized in particular by the lowest number of unavailable data items and the highest
proportion of matches between the database’s items and the actually disclosed XBRL data, e.g.,

compared to Yahoo! Finance and Google Finance (Boritz & No,2020). This makes the database

2 The AAER dataset can be purchased on the joined project website of the USC Marshall School of Business
and USC Leventhal School of Accounting (https:/sites.google.com/usc.edu/aaerdataset/home). The dataset was
initially described by Dechow et al. in their work “Predicting Material Accounting Misstatements” (2011) as
referenced in the text. The current and updated status of the data was provided via email by the project team on
April 5%, 2023.

3 The COMPUSTAT data was retrieved via Wharton Research Data Services (WRDS) on March 17%, 2023
(https://wrds-www.wharton.upenn.edu/). Originally, selected items (see section D.3.1) were retrieved for both,
active and inactive firms covering the time range from 1979 up to and including 2019.
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a suitable choice. Since a majority of accounting research projects also use COMPUSTAT
database, this further contributes to an increased comparability with other research. The
matched dataset was filtered in several steps as shown in Table D-1. When the two data sets,
the AAER financial misstatements and the COMPUSTAT financial statement data, were
joined, only those observations with a GVKEY were retained. The GVKEY is the
COMPUSTAT identifier, which is also part of the AAER data set. Based on this matched raw
data, those with missing values for the financial data items were removed first. Companies from
the finance, insurance and real estate sectors were then excluded based on the Standard
Industrial Classification (SIC). Finally, the period under consideration was limited to the years
from 1990 to 2019. This resulted in the final dataset, which comprises a total of 166,144

observations, including 1,015 misstated firm years.

Table D-1: Filtering steps for joined financial statement and misstatement dataset

Total number Thereof

Filtering steps and (sub)totals of observations misstatements
Total number of observations of the joined dataset of
AAER and COMPUSTAT (1979-2019) 472,306 1,809
_ Removing observations with missing values for

raw financial data items 250,777 599
Subtotal 221,529 1,210
_ Removing observations from Finance, Insurance and

Real Estate Industry (SIC between 6000 and 6999) 5,559 39
Subtotal 215,970 1,171
_ Filter for period between 1990 and 2019

(removing observations before 1990) 49,826 156
Total number of observations after filtering steps 166,144 1,015

The table lists the filtering steps for the dataset used. The total number of annual observations of the AAER dataset sums
up to 2,195, thereof 386 observations lack a GVKEY. After matching the financial statement data from COMPUSTAT
with the annual AAER data, the initial joined dataset contains 1,809 misstated firm years. Within the bottom line, there
are 29 misstatements included, which refer to understatements, which will not be used for training purposes.
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Table D-2 summarizes the number and percentage of observations in general and those with
misstatements within the joined dataset per year. In contrast to previous research, such as Bao
et al. (2020), the figures per year slightly differ due to deviating filter steps. The figures show
that the highest proportion of financial misstatements in the overall observations was recorded
in the period from around 1990 to 2010. The falling figures thereafter may be due to cases that,
on the one hand, may have not yet been detected, as well as to less intensive prosecution by the
SEC (Bao et al., 2020). In particular, the rare cases covered by the data in recent years will
make both model training and the detection of such rare cases considerably more difficult for
the most recent periods. Nevertheless, these periods are explicitly included, as detection models
that would only have been effective in the past, but would not be transferable to current

circumstances, would only provide a limited practical contribution.
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Table D-2: Frequency of financial misstatement related AAERs within the used dataset

Number of firms with Percentage of firms with
Year Number of firms financial misstatements financial misstatements
1979 3,670 4 0.11%
1980 3,889 9 0.23%
1981 4,358 12 0.28%
1982 4,550 20 0.44%
1983 4,828 13 0.27%
1984 4,845 14 0.29%
1985 4,764 10 0.21%
1986 4,836 20 0.41%
1987 4,851 15 0.31%
1988 4,690 18 0.38%
1989 4,545 21 0.46%
1990 4,467 16 0.36%
1991 4,574 27 0.59%
1992 4,805 26 0.54%
1993 5,222 27 0.52%
1994 5,531 20 0.36%
1995 6,045 20 0.33%
1996 6,549 32 0.49%
1997 6,593 45 0.68%
1998 6,512 56 0.86%
1999 6,609 74 1.12%
2000 6,549 90 1.37%
2001 6,181 84 1.36%
2002 5,896 78 1.32%
2003 5,809 71 1.22%
2004 5,766 62 1.08%
2005 5,693 48 0.84%
2006 5,734 31 0.54%
2007 5,704 25 0.44%
2008 5,456 19 0.35%
2009 5,215 29 0.56%
2010 5,240 25 0.48%
2011 5,244 18 0.34%
2012 5,485 25 0.46%
2013 5,504 15 0.27%
2014 5,498 17 0.31%
2015 5,252 11 0.21%
2016 4,937 12 0.24%
2017 4,804 6 0.12%
2018 4,724 4 0.08%
2019 4,546 2 0.04%
Total 215,970 1,171 0.51%

The table lists the number of firms and the occurrence of financial misstatements for each year. The observations
comprise those, for which a matching of AAER and Compustat data is possible. Observations with missing financial
variables and firms from the finance, insurance and real estate industries (SIC first digit = 6) are removed. For the final
dataset only firm years from 1990 on, as separated by the dotted line, are used.
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In addition to the general information on financial misstatements identified in the AAERs,
Dechow et al. have also complied detailed information on the nature of the underlying
manipulations. For the period under review, Table D-3 lists the areas and types of balance sheet
or income statement items that were misstated. Overall, revenues were misstated in
approximately half of all cases, as well as other expenses and/or shareholder equity accounts.
While capitalized costs as assets, accounts receivable or inventories were also relatively
frequently misstated, payables, allowances for bad debt or marketable securities were affected

by manipulations far less often.

Table D-3: Accounts affected by financial misstatements

Account affected Frequency Percentage
Misstated revenue 529 52.12%
Misstatement of other expense/shareholder equity account 511 50.34%
Capitalized costs as assets 233 22.96%
Misstated accounts receivable 193 19.01%
Misstated inventory 152 14.98%
Misstated cost of goods sold 126 12.41%
Misstated liabilities 119 11.72%
Misstated reserve account 113 11.13%
Misstated payables 42 4.14%
Misstated allowance for bad debt 15 1.48%
Misstated marketable securities 9 0.89%

The table lists the account categories which are subject to manipulation. It covers the time range from 1990 to 2019, which
is subject to subsequent analyses. The percentage column sums up to more than 100 % because many fraud cases affect
more than one account category.

Since the impacts of manipulation do not necessarily have to be limited to a single position or
area of accounts within the balance sheet or income statement, Table D-4 shows how many of
the areas listed in Table D-3 are affected in each case of misstatement. In slightly less than half
of the cases, the impacts are limited to one of the areas. Approximately 28 % extend to two

areas of accounts, while only 14 % of the cases show misstatements in three of the areas. The
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information of accounts affected by financial misstatements provides the basis for subsequent
analyses on the question, if the classifications of interpretable machine learning approaches are
significantly driven manipulated accounts, or, if those predictions reveal potential biases of

models.

Table D-4: Number of accounts affected by financial misstatements

Number of accounts affected Frequency Percentage
1 465 45.81%
2 281 27.68%
3 139 13.69%
4 68 6.70%
5 46 4.53%
6 16 1.58%

The table lists the frequency and percentage of the number of affected account groups for fraud observations. It covers
the time range from 1990 to 2019, which is subject to subsequent analyses.

After providing an overview of the databases used and a descriptive classification of the
financial misstatements, the following section outlines which items were selected and will

subsequently be included in the model training.

3.  Model Training

3.1. Feature Selection

In section B.3 1 provided an overview of the types and quantities of data used in models to
identify financial statement fraud. The first models (see section B.3.1) attempted to select
variables based on theory as far as possible. These included theory-based constructs as, e.g., the
Altman Z Score, and further detailed described and theory-based inputs (Summers & Sweeney,
1998). Also comparable, Beneish incorporated selected features based on previous research on
cash (Healy, 1985) and accruals (Jones, 1991). The selected variables should either capture

distortions resulting from manipulations or circumstances which might encourage or prompt
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manipulations of financial statements (Beneish, 1999a). In the following time, additional
features were subsequently added into the models (see in particular section B.3.2), albeit with
a seemingly decreasing significance of the underlying theory. However, this does not
necessarily mean that, e.g., the selection of features by models is inherently better merely
because more and more data is available. With regard to this aspect, Bao et al. find, that
including all available data items, rather than only those, which were theoretically based
selected, does not further improve a model’s detection performance (Bao et al., 2020). This
indicates that, at least with regard to the model applied, the theory-led selection does have a
relevance for the performance of a model and, in contrast, a model with all available data items
does not necessarily improve its classification performance. Further, it must also be taken into
account that, as shown in section C, the actual applicability of the models depends, among other
things, on the degree of interpretability. In combination with a possible information overload,
which must also be taken into account in the output of models (Hartmann & Weifienberger,
2024), a selection of all available items would counteract this and limit comprehensibility and
usability. Finally, numerous algorithms can handle a large number of variables when training a
model. In contrast, the processing requirements for local explanations such as LIME or Shapley
Values are very computationally extensive. Particularly with a large number of variables, this
means that the operations can no longer be parallelized well, but above all a considerable
amount of working memory must be guaranteed. In order to keep models practicable for as
wide a range of users as possible, the emphasis here is on the fact that larger computing clusters

are explicitly not a necessary requirement for model training and their explanations.
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Table D-5: Compustat data items used as features for model training

Abbreviation Feature

act Current Assets, Total

ap Account Payable, Trade

at Assets, Total

ceq Common/Ordinary Equity, Total

che Cash and Short-Term Investments
cogs Cost of Goods Sold

csho Common Shares Outstanding

dlc Debt in Current Liabilities, Total
dltis Long-Term Debt Issuance

dltt Long-Term Debt, Total

dp Depreciation and Amortization

ib Income Before Extraordinary Items
invt Inventories, Total

ivao Investment and Advances, Other

ivst Short-Term Investments, Total

Ict Current Liabilities, Total

It Liabilities, Total

ni Net Income (Loss)

ppegt Property, Plant and Equipment, Total
pstk Preferred/Preference Stock (Capital), Total
re Retained Earnings

rect Receivables, Total

sale Sales/Turnover (Net)

sstk Sale of Common and Preferred Stock
txp Income Taxes Payable

txt Income Taxes, Total

xint Interest and Related Expense, Total
prcc_f Price Close, Annual, Fiscal

The table lists the 28 COMPUSTAT data items identified by Bao et al. (2020) and used for the model training.

From the aforementioned reasons, I follow Bao et al. (2020) and limit the features to their
already theory-based selection, for which they show that expanding the scope of the features

used does not increase the model’s classification performance. Table D-5, which is also
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attached to this thesis in Appendix F, lists these COMPUSTAT data items which I will use, in

line with the feature selection by Bao et al. (2020), as features to train the classification models.

Table D-6: Financial ratios used for benchmark model

Abbreviation Feature

dch_wece WC accruals

ch_rsst RSST accruals

dch rec Change in receivables

dch_inv Change in inventory

soft_assset % Soft assets

ch _cs Change in cash sales

ch cm Change in cash margin

ch_roa Change in return on assets

issue Actual issuance

bm Book-to-market ratio

dpi Depreciation index

reoa Retained earnings over total assets
EBIT Earnings before interest and taxes over total assets
ch_fef Change in free cash flows

The table lists the 14 financial ratios including actual issuance and book-to-market as market related incentives identified
by Bao et al. (2020) based on Dechow et al. (2011) and Cecchini et al. (2010a). These are solely used to replicate a
benchmark model to ensure that the classification performance for the subsequently trained models is also superior for
those being trained on raw financial data items compared to financial ratios.

The models trained in the following sections, used to examine the extent to which explanations
are actually able to identify manipulated areas of the balance sheet or income statement, are not
1:1 replications of the Bao et al. model (Bao et al., 2020). The individual steps are detailed
below. The objective, however, is to maintain similarity in key aspects to achieve a comparably
high performance based on raw financial data items. In this context, I replicate the comparison
to regression-based benchmark models to assess whether the higher performance of raw
financial data items over financial ratios also applies to the model trained here, which, in turn,
is fundamental to its practical relevance. Thus, the financial ratios from Dechow et al. (2011)

and Cecchini et al. (2010a), from which the raw financial data items were derived by Bao et al.
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(2020), are also calculated and listed in Table D-6. These are used solely to ensure that the
models trained here with raw financial data also achieve better performance than a benchmark

model based on financial ratios.

3.2. Data Preprocessing

The following data preprocessing, as well as the subsequent training of models and the
computation of explanations is conducted on a regular notebook. The hardware used is
characterized in particular by the CPU Intel(R) Core(TM) 17-8565U and 16 GB RAM. This
guarantees potential use by the widest possible range of users without having to make special
demands on server infrastructure or computing clusters. I used the opensource software
RStudio. The version 2023.6.1.524 was used at the time of processing and calculations.
Separate additional packages are available for RStudio, particularly in the area of interpretable
machine learning, which cover the necessary functions. For traceability, reference is made to
the specific packages used at the relevant points and these can also be found in the code in the

Appendix A till Appendix E.

The preprocessing steps of the data are conducted via the code in Appendix A. As
mentioned in section D.2 with regard to the data sample used, first, the AAER and
COMPUSTAT datasets were matched using the financial year and the GVKEY as the common
identifier provided in both databases. I then recalculated the financial ratios described in
section D.3.1 (see also Table D-6). Variables are formatted accordingly based on their nature,
so that, for example, the target variable “misstatement” is treated as a factor and not as a
“numeric”. Next, observations with missing values for the raw financial data items, in particular

those without a value for total assets, are removed from the dataset. In some cases, special
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values occur (e.g. NaN, Inf, -Inf), which can result from the calculation of financial ratios, for
example, depending on which data is available for the calculation of lagged variables. These
are replaced as missing values (not available, “NA”) in order to prevent any calculation errors
that may subsequently occur. In addition to these technical aspects, as already described in the
context of the data sample, the period from 1990 to 2019 is filtered and all observations from

the finance, insurance and real estate industries are excluded.

In contrast to previous research, I explicitly use two different versions of the raw
financial data items for the model training. On the one hand, I use normalized features, as it is
common practice, whose values are then restricted to the interval between 0 and 1. On the other
hand, I also train the models with non-normalized values, i.e. with the values as they are
explicitly disclosed in the financial statements. As the data preprocessing regarding a possible
standardization or normalization is sometimes still considered a subjective choice, it is
important to be aware that normalization can also have drawbacks, as some methods of
normalization struggle with handling outliers (Singh & Singh, 2020). Further, Sujon et al. show
differences in SHAP depending on if data was normalized or not (Sujon et al., 2024). Thus,
incorporating both normalized and non-normalized data, a potential loss of information with
regard to potentially informative absolute values is addressed. This enables, first, a comparison
of the classification performance of financial statement fraud detection models in a first step,

and second, a comparison of the adequacy of explanations provided by post-hoc approaches.

Within the code objects based on the normalized features, e.g., datasets and trained
models, are supplemented by the suffix “ norm”. Those objects without this explicit suffix refer

to the non-normalized features.
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3.3. Algorithm and Hyperparameter Tuning
3.3.1 Algorithm Selection

The data described above is incorporated into the training of the models. First, comparable to
and based on the findings by Bao et al. (2020) two logit benchmark models are trained. One
benchmark model is trained with financial ratios and one with raw financial data items. These
two logit models are trained solely for the purpose of serving as a benchmark in an intermediate
step. As will be demonstrated in section D.3.3.4, and consistent with the findings of Bao et al.
(2020), the replication conducted here confirms that RUSBoost models trained on raw financial
data items yield superior classification performance compared to logit models — regardless of
whether those are based on financial ratios or raw financial data. Second, the RUSBoost models
that form the core of the subsequent analyses are trained. The RUSBoost models are trained in
two variants, based on normalized and non-normalized data. Technically, as subsequently in
section D.3.3.2 described in detail, for each test year individual models — one based on

normalized, and one based on non-normalized data — are trained.

The two logit benchmark models are trained using the R inherent glm function. The main
models are trained using the AdaBoost algorithm (Freund & Schapire, 1996). The AdaBoost
algorithm is a boosting algorithm. It is characterized by the fact that a large number of weak
classifiers are trained one after the other. Each of these learns from the errors made by the
previous classifiers. The result is therefore an ensemble model. RUSBoost is a sub form of the
AdaBoost algorithm (Seiffert et al., 2010): Random UnderSampling (RUS) addresses
challenges that occur with imbalanced data. Random under sampling establishes comparability

between the two classes, in this case fraud and non-fraud, by reducing the class with more
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observations through random selection. For reasons of compatibility, I do not choose a package
with an explicit built-in RUSBoost function. These would not be fully supported by the
functions of interpretable machine learning that are subsequently required. Therefore, I
operationalize the RUSBoost algorithm by using the basic AdaBoost.M1 algorithm of the
‘adabag’ package (Alfaro et al., 2013). Random undersampling, on the other hand, is manually
implemented with the widely used ‘caret’ package and the trainControl function it contains

(Kuhn, 2008).

3.3.2 Training, Validation and Test Periods

In the case of financial statement fraud detection models, time series data is used. This requires
specific considerations to split the dataset into training, validation and test data. For purposes
of hyperparameter tuning and performance evaluations of an initial model with the two
benchmark models Panel A of Figure D-1 illustrates the data splits. The training data covers 10
years, starting from 1990 on till 1999. For the subsequently described hyperparameter tuning
two validation periods are used, i.e. 2000 and 2001. To determine cost-efficient cut-off

thresholds of the classification models I use additional unknown data from 2002.

To address the problem of overfitting in supervised learning (Dietterich, 1995),
performance evaluation is conducted on out-of-sample test data which can reduce biases
resulting from overfitting (Clark, 2004). As in prior research I select data from 2003 on year
per year as test data, i.e. leaving out two years between training and test data since according to
Dyck et al. (2010) a typical period of time until a case of financial statement fraud is publicly
disclosed covers approximately 2 years. With a view to a realistic use case, this prevents

financial statement fraud cases that have not yet been discovered at the fictitious point of time
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of training from being considered as such during training. This applies to both approaches as

illustrated in Panel B.1 and Panel B.2 of Figure D-1.

Accounting data is characterized by a number of special features that distinguish them
from other applications of classification models. The data is not data that would always arise in
the same form, e.g., as in other fields of application according to the law of nature but is the
representation of business transactions according to certain man-made rules, here GAAP. This
includes two aspects that need to be considered over time. First, the significance of the
individual underlying transactions can change over longer periods of time. Analogous to
technical progress, there is, e.g., an increasing importance of intangibles and challenges of
standards to account for these (Eckstein, 2004). Furthermore, the type of financing, for example,
can change. These changes are reflected not only in the nature of the transaction, but also in
changes to the rules for recognition itself. A recent and global example of this is accounting for
leases. Both, the IASB and FASB aligned their GAAP related to leases (Biondi et al., 2011).
Against this background, Morales-Diaz and Zamora-Ramirez find, that the application of
IFRS 16 Leases affects key financial ratios (Morales-Diaz & Zamora-Ramirez, 2018). Thus,
both the change of business transactions themselves as well as specific GAAP result in a change
of accounting data over longer periods of time. Therefore, I address these potential changes of

the underlying structure and relations within accounting by two approaches:

First, Panel B.1 illustrates an evaluation on a “rolling-origin-recalibration” (Bergmeir &
Benitez, 2012). It should be made clear that the term “forecasting origin” by Tashman (2000)
refers to the point of time of the most recent observation included in the training (here e.g. 1999)

and not the oldest time used (here e.g. 1990). This first approach extends the time and amount
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of data incorporated into the training of models. As this procedure is also referred to as a “rolling
origin retrain” (Meisenbacher et al., 2022), it highlights the fact that for each step of the test
period a whole new model is trained based on the extended training period. A significant
advantage is that all available data, and thus also rarely occurring financial statement fraud
cases, are included in their total number over long periods of time. This may be advantageous
in many cases, but as described, accounting data is data that is subject to structural changes over
time — due to changes of the underlying characteristics of transactions as well as to changes of
GAAP, thus, the rules applied in recognizing accounting transactions. Therefore, I propose
additionally applying a “rolling window evaluation” (Bergmeir & Benitez, 2012). A rolling
window evaluation has neither a fixed forecasting origin nor a fixed starting point for the
training data. Since for each year of test data a separate model is trained, this means the starting
point shifts one year forward for each additional trained model. This results in training data,
which covers for each model a time frame which remains equal (7ashman, 2000). Here, the
training data comprises 10 years for each trained model. This is illustrated in Panel B.2 of
Figure D-1. On the one hand, models cannot learn from financial statement fraud cases which
occurred more than 12 years before the test period (10 years of training data and 2 additional
years as a gap in between). The algorithm is therefore supplied with a smaller number of fraud
cases on the basis of which the model can be trained. However, the practical relevance of this
approach might arise due to the characteristics of accounting data. Changes in GAAP and shifts
of the relevance between financial positions might disturb model’s predictions over longer

periods of time. Thus, I argue that not using older cases in training as a potential disadvantage

98



Local Explanations on Financial Statement Fraud Predictions

at first sight, can nevertheless lead to a more considered model in this accounting setting, as it

1s better suited to the current framework conditions.

Therefore, the models are subsequently trained as follows: First, the hyperparameters
and the cost-efficient thresholds are validated using the time periods as shown in Panel A
(Figure D-1). Subsequently, the actual RUSBoost models are trained in parallel in two versions,
on the one hand in the sense of an evaluation on a “rolling origin retrain” (Panel B.1) and on

the other hand as proposed on the basis of a “rolling window evaluation” (Panel B.2).

Figure D-1: Division of periods into training, validation and test data

Financial years used as training, validation and test data
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 ... 2019

Panel A: Validation for hyperparameter tuning and cost-efficient threshold selection

. _ Validation

Panel B.1: Training with an extending training period (rolling origin retrain)

. twwmg | |[Test

/

Panel B.2: Training with a constant rolling window training period

- | |Test

The figure illustrates the division of the periods as training data, validation data and test data.

Panel A: For purposes of comparing a first RUSBoost model with benchmark models, for hyperparameter tuning and the
determination of classification thresholds, the division of the data is selected according to the illustrated periods in Panel A.
For general training the decade from 1990 to 1999 is used. Specific hyperparameters are determined by further incorporating
the two consecutive years 2000 and 2001 as validation data. Based on the determined parameters, a first performance
evaluation is conducted for the test year 2002 in order to find cost-efficient cutoffs as thresholds for the classification
between potentially fraudulent and non-fraudulent observations.

Panel B.1: The performance evaluation is conducted for two separate training approaches. The first training approach
includes all available data from 1990 onwards with the exception of the two years prior to the test year under consideration.
Panel B.2: The second approach trains the models with a constantly long rolling period of 10 years of training data, which in
turn excludes the last two years before the test year.
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3.3.3 Hyperparameter Tuning

Algorithms have various parameters that cannot be determined for a model directly by learning
from the data during the training process, but must be defined explicitly — known as tuning
parameters (Kuhn & Johnson, 2013). These are also referred to as hyperparameter (Yang &
Shami, 2020). In order to select the optimal values for each hyperparameter multiple aspects
might be taken into consideration. I have set the hyperparameters primarily on the basis of their
contribution to the models’ performances, and from a practical point of view, with certain
limitations in terms of computational effort and time (Kuhn & Johnson, 2013). To identify a
suitable set of hyperparameters I conducted a grid search. This means that a range of possible
values, or specific coefficients, was first defined for the hyperparameters, which were then tried
out in certain steps in the various combinations for the model. Since the number of three
available hyperparameters, which can be set within the applied package, remains relatively
small, the most commonly hyperparameter optimization method, a grid search, is assumed to
be applicable under these circumstances (Yang & Shami, 2020). For this purpose, the training
data comprises the years from 1990 to 1999. The performance of the various models for all
possible combinations of the hyperparameters is validated using data from 2000 and 2001,

which would otherwise remain unused (see Panel A of Figure D-1).

For the model training I use the AdaBoost function of the ‘adabag’ package (Alfaro et
al., 2013). Other software or packages might differ in the specific parameters which need to be
set. The ‘adabag’ package comprises three tuning parameters for the AdaBoost algorithm. First,
as AdaBoost is a boosting algorithm, i.e. classifiers subsequently learn from previously made

misclassifications, it is necessary to set a learning coefficient (‘coeflearn’), which constitutes
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how subsequent classifiers incorporate these misclassifications and how these adjust the
following classifier. These learning coefficients, also called ‘weight updating coefficients’, are
named after the authors who proposed the respective coefficient calculations. Three different
approaches of learning coefficients by Breiman, Freund, and Zhu are available and considered
during the grid search. The second and third hyperparameter result from the type of algorithm,
as AdaBoost is a tree-based classification algorithm. Therefore, second, the maximum depth of
trees is required, i.e., the maximum depth defines the number of levels or layers of a decision
tree. It specifies how many decision nodes the longest path from the root to a leaf may contain.
For reasons of computational effort, I limit the interval to be tested to 1:10. Third, the number
of trees which are subsequently grown must be determined (‘mfinal’). I set a range of trees
between 100 and 3,000 which are applied stepwise in intervals of 100. Technically the grid
search is conducted using the ‘caret’ package and its train function and setting the parameters
by the objects ‘expand.grid’ and ‘trainControl’. This guarantees a high degree of flexibility and
compatibility. I have selected 'roc' in the package as the performance measure on which the
hyperparameter tuning is based (Kuhn, 2008). This refers to the so-called AUC, i.e. Area Under
the Curve, which in turn refers to the Receiver Operating Characteristic (ROC) curve. The AUC
is one of the most widely used performance metrics for binary classification tasks representing
a “classifier’s ability to avoid false classifications” (Sokolova & Lapalme, 2009, p. 430).
Technically, the ROC curve represents the graph that results when the True Positive Rate (TPR,
also called sensitivity) is plotted on the y-axis and the False Positive Rate (FPR, equivalent to
1 — specificity) on the x-axis. In a binary classification model, an output value is initially

calculated, which is then allocated to one of the two classes based on whether it exceeds a
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specified threshold. Each point on the ROC curve represents the combination of TPR and FPR
corresponding to a particular threshold value. This means that the AUC serves as a general
performance metric for the model, independent of a specific threshold that is later to be defined.
However, the subsequent selection of a specific threshold allows for a concrete trade-off
between true positives and false positives to be determined (Fawcett, 2006). This subsequent
trade-off is discussed in section D.3.4 based on different relative costs of classification errors

in the form false positives and false negatives.

The results of the grid search are illustrated in Figure D-2 and Figure D-3. The grid
search validates the classification performance for all three adjustable parameters provided by
the applied function, i.e. all combinations of hyperparameters, including three different learning
coefficients, maximum tree depths from 1 to 10 and a stepwise increase of the number of trees
from 100 to 3,000. In principle, both figures contain the same information of the conducted grid
search but allow individual characteristics of the three hyperparameters to be better recognized
depending on the type of illustration. First, Figure D-2 serves especially to assess a suitable
number of trees. The y-axis represents the classification performance of the models, measured
by the AUC. Accordingly, higher values on the y-axis indicate a better selection of
hyperparameter values from the perspective of classification performance. For each of the three
learning coefficients, a separate coordinate system is presented. A graph is plotted for each
maximum tree depth within the range of 1 to 10. Last, the x-axis indicates the number of
sequentially trained trees in a model. Across all three learning coefficients, and initially
irrespective of the depth of the trees, a certain pattern is generally recognizable. Starting from

100 consecutively grown trees, an increase in the number of trees results in a strong increase in
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classification performance according to the AUC in almost all constellations. This increase in
performance develops in the sense of a positive but decreasing marginal benefit. Across all
constellations, the performance seems to continue to increase slightly up to the range of 1,000
to 2,000 trees. in the range of 2,000 to 3,000 trees, however, a plateau formation takes place. A
number of trees beyond this no longer seems to be able to make a major contribution to better

classification performances.

Figure D-2: Hyperparameter tuning of RUSBoost model (1/2)
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The figure illustrates the hyperparameter tuning for the RUSBoost model based on the model trained to finally detect misstatements in 2003.
As illustrated in Figure D-1, Panel A, the underlying model is trained on data from 1990 to 1999 and for validation purposes data from 2000
and 2001 is used. The performance is shown on the y-axis using the AUC, which the applied package labels as ROC. The hyperparameter
tuning covers three parameters. First, each of the three coordinate systems illustrates a different learning coefficient (‘Breiman’, ‘Freund’,
and ‘Zhu’), set to control the way in which consecutively grown trees learn from previous errors. Second, within each coordinate system
each graph illustrates a different level for the maximum depth of a single grown tree, covering a range of the maximum depth between 1 and
10. Third, on the x-axis, the number of consecutively grown trees is stepwise validated for a range between 100 and 3,000 trees.

Second, due to the divergent presentation Figure D-3 is more suitable for assessing the two
remaining hyperparameters, i.e. a suitable learning coefficient and an appropriate depth of the
decision trees used. In contrast to Figure D-2, the general classification performance is

illustrated by color. Again, three coordinate systems for each learning coefficient are included
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with the number of grown trees on the x-axis. However, the maximum depth of trees on the y-
axis enables a better assessment of the contribution of this parameter to the classification
performance. In a direct comparison of the learning coefficients, the two variants 'Freund' and
'Zhu' appear to be superior to the 'Breimann' coefficient, especially as the depth of the trees
increases. Although the latter has a relatively good performance for a maximum tree depth
between 6 and 9, it does not reach to the maximum values of the other two learning coefficients.
I therefore decided against using the 'Breiman' coefficient, although it could still lead to solid
results if the depth is set to a medium level. The direct comparison between the learning
coefficients 'Freund' and 'Zhu' shows that 'Zhu' can also achieve very strong performance
overall. However, this performance appears to vary more significantly depending on the depth
of the trees. In contrast, the performance of 'Freund' seems to increase more consistently with
greater tree depth, rising relatively steadily up to the previously set maximum depth limit of 10.
Particularly due to this consistency at greater tree depths, I choose the learning coefficient

'Breiman' for the final model training.

This decision is also accompanied by the choice of the maximum tree depth. For reasons
related to computational requirements, I previously determined that the maximum depth of each
individual tree should not exceed 10. Overall, the classification performance tends to increase
with the maximum tree depth, even if there is, e.g., an outlier as a relatively poor performance
for the ‘Breiman’ coefficient and a maximum tree depth of 10. In particular, the learning
coefficient 'Freund' demonstrates that a high performance is achieved at a depth of 9, with
performance slightly higher at the previously set limit of 10. The general tendency of better

performance with deeper trees can also be seen with 'Zhu', but the consistency of this effect
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appears to be higher with the learning coefficient 'Freund' in the range of a maximum tree depth
around 9 or 10. Taking these aspects into consideration, I therefore opt for the upper limit of

the predefined range, i.e. a maximum tree depth of 10.

Figure D-3: Hyperparameter tuning of RUSBoost model (2/2)
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The figure illustrates the hyperparameter tuning for the RUSBoost model based on the model trained to finally detect misstatements in 2003.
As illustrated in Figure D-1, Panel A, the underlying model is trained on data from 1990 to 1999 and for validation purposes data from 2000
and 2001 is used. The performance is illustrated by a color scale using the AUC, which the applied package labels as ROC. The
hyperparameter tuning covers three parameters. First, each of the three panels illustrates a different learning coefficient (‘Breiman’,
‘Freund’, and ‘Zhu’), set to control the way in which consecutively grown trees learn from previous errors. Second, within each panel on the
y-axis the level for the maximum depth of a single grown tree is illustrated, covering a range of the maximum depth between 1 and 10.
Third, on the x-axis, the number of consecutively grown trees is stepwise validated for a range between 100 and 3,000 trees.

To summarize, the hyperparameters for the subsequently trained RUSBoost models are defined

as follows: The number of sequentially trained trees is set to 3,000, the learning coefficient
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'Breiman' is used to account for learning from prior misclassifications, and the maximum depth

of each individual tree is limited to 10.

3.3.4 Interim Evaluation and Comparison with Benchmark Model

As mentioned earlier in section D.3.3, I follow the approach of Bao et al. (2020) and compare
an exemplary RUSBoost model for the test year 2003 with two logistic regression models as
benchmark models — one trained using financial ratios and the other with raw financial data
items. This intermediate step aims to ensure that the RUSBoost models trained here, consistent
with previous literature, achieve comparable results, namely a generally superior performance

compared to the less complex logistic regression models.

As previously described, the AUC is a measure of a classification model's performance.
It represents the area under the ROC curve, while the ROC curve illustrates the relationship
between the TPR, also called sensitivity or recall, and the FPR, equivalent to 1 — specificity, at
various threshold levels (Fawcett, 2006). Here, the TPR represents the proportion of actual
fraud cases that a model correctly classifies as fraud. A high TPR indicates that many actual
fraud cases are correctly identified, while only a few remain undetected as False Negatives. In
contrast, the FPR represents the proportion of non-fraud cases that are incorrectly classified as
fraud. To illustrate the ROC curves above, I chose the approach to reverse the scale between 0
and 1 on the x-axis in order to directly plot the specificity as a more familiar measure instead
of the specificity minus 1, while this has no influence on the structure of the curves themselves.
As can be observed in Figure D-4, exemplarily presented for the test year 2003, the AUC for
the RUSBoost model is larger, making it superior to the logistic regression models for most

thresholds. This is in line with the findings by Bao et al. (2020), first, superior results for
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incorporating raw financial data items, and second, superior results for applying a tree-based

boosting algorithm instead of regression-based approaches.

Figure D-4: Classification performance compared to benchmark models
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The figure illustrates the ROC curve and respectively below the AUC for three models. Based on training data from 1990 to 1999, the figure
shows ROC curves for the models’ general ability to detect misstatements in test year 2003. The ROC curves contrast the performance of a
RUSBoost model trained on raw financial data items with two regression-based benchmark models, trained on financial ratios and raw
financial data items, as proposed by Bao et al. (2020) in order to test for superior classification performance of a tree-based boosting
approach trained with raw financial data items.
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Up to this point, the AUC has only been used to assess the overall classification performance,
i.e. across all possible thresholds. However, particularly in the edge areas of Figure D-4, it
becomes evident that a high TPR, while minimizing false negatives, comes at the cost of an
increased number of false positives. To address the trade-off between these two types of errors,
false negatives and false positives, the following section examines the different costs associated

with each and uses this analysis as the basis for determining a cost-sensitive threshold.

3.4. Cost-Sensitive Predictions

Costs incurred by the misreporting company, such as penalties or reputation losses (Karpoff et
al., 2008), are not the focus of the following analysis. The costs addressed here are those
incurred by potential users of financial statement fraud detection models. These primarily

include investors, auditing firms, and enforcement authorities (see section C.2).

However, simply considering the AUC alone can be misleading, as the AUC represents
the area under the ROC curve, which again is a graph illustrating the classification results for a
range of potential threshold values. It does not account for the differing costs associated with
different types of misclassification errors. This limitation is particularly pronounced in cases of
class imbalance, where the AUC's informative value is restricted (Beneish & Vorst,2022). Costs
for these potential user groups may primarily arise due to two different types of errors. Beneish
and Vorst (2022) describe and categorize the occurring costs as follows: First, false positive
costs, i.e. those costs resulting from incorrectly flagged non-fraud firms. And second, false
negative costs for missed fraud cases. False negative costs are somewhat more apparent and
include, for instance, liability costs for auditors, reputational damage, and the resulting loss of

clients. For investors, false negative costs in the context of capital markets refer to the losses
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incurred from stock price declines. False positive costs, on the other hand, for auditors are
primarily associated with the additional effort required to address risks resulting from a fraud
classification. For investors, these could represent missed profits from potentially lucrative

investments that were wrongly classified as high-risk (Beneish & Vorst, 2022).

As early as 1995, Persons, building on Dopuch et al. (1987), incorporated the expected
costs of misclassification into a logistic classification model for fraudulent financial statements.
In this approach, the costs of Type I and Type II errors are multiplied by their respective
probabilities. Based on this framework, cost minimization is achieved by iteratively
determining the optimal cutoffs for classification. The Type I errors here refer to the false
negatives and Type II errors are false positive cases (Persons, 1995), while other research in
this field of application defines the error types vice versa (Hajek & Henriques, 2017). Crucial
for determining cost-optimal values for classification cutoffs are the relative costs associated

with the different types of errors that may occur.

For example, based on incurred losses and audit fees Hajek (2019) employs a cost ratio
of 2:1, assigning twice the weight to the costs of a false negative classification compared to
those of a false positive classification from the perspective of an auditor. In contrast, Persons
had earlier argued for a higher relative weighting of false negatives, i.e., undetected fraud cases.
She considered a higher relative cost ratio of 30:1 to be more realistic for potential users of such
classification models (Persons, 1995). This weighting is also more aligned with the approach
taken by Beneish, particularly for investors. For instance, he assumed a range of 1:1 to 40:1
(Beneish, 1997) and later extended this to higher ranges, up to 100:1, while identifying a relative

cost ratio of 20:1 to 30:1 as a more realistic spectrum for investors (Beneish, 1999a). This
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perspective has been revisited in later studies, with some extending the considered range to
relative costs as high as 200:1, however, still referring to ranges of about 20:1 to 30:1 as being
recognized as applicable weightings of relative costs (Cecchini et al., 2010a). Against this
backdrop, Beneish and Vorst emphasize that the selection of relative costs is heavily
assumption-driven. They address this by calculating the absolute costs arising from different
perspectives of potential user groups of financial statement fraud detection models. In
particular, their analysis reveals relatively higher costs for false negatives from the perspective

of auditors (Beneish & Vorst, 2022).

More recent studies applied, e.g., MetaCost as a thresholding method to address relative
costs which relabels training data based on calculated class averages by the model over multiple
samples and considers diverging costs for different error types (Kim, Y. J. et al., 2016). Another
approach, a cost-sensitive cascade forest, is proposed by Huang, L. et al. which penalties
heavily for false negatives. Although, this approach does not in particular consider estimated
relative costs but instead adjusts the weights depending on the frequency of fraud cases within
the training samples, thus, assuming relative costs to be comparable to the frequencies in which
fraud occurs in drawn samples (Huang, L. et al., 2022). These approaches share the common
characteristic of being thresholding methods. Their goal is to make so-called "cost-blind"
classifiers sensitive to costs Ling and Sheng (2008). For example, a model’s classification
performance can be represented across all possible thresholds using the AUC. A thresholding
method would then select a threshold — as illustrated by a specific point on the ROC curve —

where the assumed costs, based on a given ratio, are minimized. Instead of using estimated
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probabilities, as used in calculating the expected costs of misclassification, I calculate costs on

actual predictions as follows.

A binary classification model typically calculates a score, e.g., between 0 and 1 for each
observation. Here, as fraudulent cases are labeled as 1, a score closer to 1 indicates a potential
fraud risk. However, the final decision of the classification model — whether an observation is
predicted as a fraud case — primarily depends on the chosen threshold, which determines the
point at which the score is considered high enough for an observation to be classified as a fraud
prediction. As described subsequently, I select this cost-efficient threshold taking different cost
ratios into consideration. Based on a model trained on data from 1990 to 1999, which’s
hyperparameter have been previously validated based on data from 2000 and 2001, I use the
“new” unused data from 2002 to make predictions (see Panel A of Figure D-1). I take these
prediction results and consider different cost ratios for the two error types, false negatives and
false positives, to calculate an abstract cost measure. The objective is to minimize this abstract
cost measure by analyzing the range of possible thresholds. The process for determining the
cost-efficient thresholds is illustrated in Figure D-5 (here illustrated for the version based on
non-normalized data). For various assumed cost ratios, represented as individual graphs, the
abstract absolute costs are plotted as a function of the threshold value of the underlying
classification model. Each plot highlights the point corresponding to the threshold that
minimizes the costs for the respective cost ratio. As previously discussed, I consider the investor
perspective to represent the lower bound for relative costs that is realistic for a wide range of
user groups. This is because auditors, in particular, would likely operate with a cost ratio that

exceeds this baseline (Beneish & Vorst, 2022). Therefore, I expect that, in line with previously
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discussed literature, the relevant range for analyzing relative costs lies particularly between a
cost ratio of 20:1 and approximately 50:1; for the sake of completeness, the range from 10:1 to

100:1 is calculated and presented.

Figure D-5 illustrates that in the range of very low thresholds (approximately 0.00 to
0.25), the cost level remains constant across all assumed cost ratios. In this range, almost all
observations are classified as fraud because the threshold is set so low. Consequently, there are
no false negatives, and thus no associated costs for undetected fraud cases. Instead, the costs
incurred in this range result only from false positives. In contrast, in the range of high thresholds
(approximately 0.75 to 1.00), almost all observations are classified as non-fraud, since the
threshold is set too high for fraud classification. Here, the costs of false negative predictions
become decisive, varying in magnitude depending on the assumed cost ratios. The shape of the
graphs in the range of thresholds between 0.25 and 0.75 reveals the area where the total abstract
misclassification costs are minimized. As the threshold increases, the number of false positives
and their associated costs initially decreases. However, depending on the assumed cost ratio,
the total abstract costs begin to rise again at higher thresholds, driven by the increasing cost of
undetected fraud cases. Only when assuming low relative costs for false negatives (e.g., 10:1
or 20:1) does this increase remain marginal. In contrast, for cost ratios to be considered relevant
(30:1 and higher), a U-shaped pattern emerges. This pattern corresponds to the threshold range
where a trade-off is made between minimizing the costs of undetected fraud cases and limiting
the additional workload from false positives. As a result, the cost-efficient thresholds for
relevant cost ratios are found to be slightly above 0.5. The minimum cost values identified in

this process are marked in the graphs and numerically presented in Table D-7.
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Figure D-5: Relationship between cutoff thresholds and misclassification cost ratios

8000

6000

Cost Ratio
100:1
90:1
80:1
70:1
60:1

Cost Units

4000 50:1

L N )

40:1
30:1
20:1

10:1

2000

0.00 0.25 0.50 0.75 1.00
Cutoff Threshold

The figure illustrates the search for cost-efficient cut-off thresholds. A classification model typically calculates a specific score, e.g., between
0 and 1. The threshold determines above which value an observation is classified as a misstatement and is shown on the x-axis. Taking into
account different cost ratios between the relative costs for false negative and false positives predictions, an abstract cost measure is
calculated and shown on the y-axis. Each graph represents the abstract cost measure for a different assumed relative cost ratio between the
two types of classification errors. The dot on each graph points out the minimum value of the abstract cost measure, and thus, identifies the
cost-efficient cut-off thresholds for the assumed cost ratios.

As listed in Table D-7, for the various assumed cost ratios, the minimum values of an abstract
cost measure are calculated. These values are determined for models using both normalized and
non-normalized data. The results indicate that for the model with non-normalized data, the cost-
minimizing threshold in the range of the assumed relevant cost ratios is approximately 0.51.
For models with normalized data, the threshold is slightly higher and can be quantified as 0.53
within the relevant range. These threshold values are subsequently used in the models to
perform classifications that account for the differing costs of the various types of

misclassification errors.
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Table D-7: Cost efficient classification cutoff thresholds

Non-normalized Features Normalized Features

Total Associated Total Associated
Cost Ratio Cost Units Threshold Cost Units Threshold
10:1 764 0.62 712 0.65
20:1 1,290 0.57 1,231 0.56
30:1 1,653 0.52 1,519 0.53
40:1 1,893 0.51 1,749 0.53
50:1 2,113 0.51 1,979 0.53
60:1 2,333 0.51 2,196 0.51
70:1 2,526 0.50 2,386 0.51
80:1 2,716 0.50 2,576 0.51
90:1 2,906 0.50 2,760 0.49
100:1 2,970 0.44 2,920 0.49

The table lists for each cost ratio the lowest determined cost measure and the corresponding threshold. The cost ratio refers
to the assumed ratio of costs occurring for false negatives compared to false positives. Total Cost Units are an abstract
measure which calculates costs based on prediction results and the costs for different types of misclassification costs. The
Associated Threshold is the cutoff value, which leads to the lowest misclassification costs for a certain cost ratio.

On the left, values are listed for the model trained on non-normalized financial data, on the right, values are listed for the
model trained on normalized data.

4. Classification Performance Evaluation

The previously established thresholds take into account the discussed cost ratios, which are
considered reasonable across different user groups. These thresholds play a crucial role in
determining the point at which a model classifies an observation as either fraudulent or non-
fraudulent. The classification results for the different model variants, based on the assumed cost
ratios and their corresponding thresholds, are presented in Table D-8. This table contains
aggregated performance metrics spanning several years. A detailed presentation of the
performance measures for each individual yearly slice can be found in Appendix H. The AUC,
as described in detail in section D.3.3, is the only performance metric in the presentation that is
independent of the thresholds. In contrast, the other listed performance metrics — accuracy,

sensitivity, precision, specificity, and FPR — are explicitly dependent on the cost ratios and
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thresholds. Accuracy is considered the most simple classification performance metric
calculated as the overall percentage of correct classifications (Ferri et al., 2009). The remaining
performance metrics are categorized and calculated according to Fawcett as follows. The
sensitivity, respectively the true positive rate or also called recall or hit rate, represents the
percentage of correctly classified positives over all actual positive cases, i.€. in this setting the
percentage of detected fraud cases. In contrast, precision or positive predictive value calculates
true positives as a percentage over all positive predictions. Specificity, on the other hand,
presents the proportion of true negatives among all actual negative cases, here, meaning it
measures the correct classification of non-fraud cases relative to the total number of actual non-
fraudulent cases. Last, the false positive rate or FPR represents the counterpart to specificity as
the specificity can be calculated as 1 — false positive rate. However, direct calculation considers
the FPR as the proportion of incorrectly classified negative cases over all actual negative cases.
Therefore, the FPR is also called false alarm rate (Fawcett, 2006). These classification
performances are reported for the four different variants of the trained models. On the one hand,
they are differentiated based on whether normalized or non-normalized input data were used.
On the other hand, they are presented in two variations regarding the time periods of the training
data: either using all available data with a retrain for each additional test year in the sense of a
"rolling origin retrain," or with a fixed-length training period of 10 years in the sense of a

"rolling window" (see section D.3.3 for details).

As shown in Table D-8, the model variants differ only slightly in terms of their
respective AUC values, with no specific trend observable between them. However, a trend is

evident in the development of the AUC when the test period is extended. When results from
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additional years are aggregated, it becomes apparent that the AUC tends to decrease slightly.
This effect is even more pronounced when examining the individual yearly slices presented in
Appendix H. Considering the number of fraud cases included in the dataset, this development
is to be expected. Starting with a proportion of firms with financial misstatements of over one
percent, this share steadily decreases over time, reaching only 2 fraud cases (0.04 %) in the
dataset for 2019 (see Table D-2). This trend complicates further training, as fewer fraud cases
are known or included within the dataset’s recent years, and it can also lead to individual

undetected fraud cases having a disproportionately negative impact on performance metrics.

An examination of the remaining performance metrics reveals the following: When
comparing the models using normalized versus non-normalized data, the normalized data
variants demonstrate superior classification performance in terms of accuracy, specificity,
precision, and FPR. Specifically, accuracy, specificity, and precision are higher in the
normalized models, while the FPR is lower. However, it is important to note that sensitivity is
explicitly better in the non-normalized variants. Here, sensitivity represents the proportion of
correctly classified fraud cases out of all fraud cases, indicating how effectively a model
identifies actual fraud cases. This means that the improved performance metrics of the
normalized models come at the expense of weaker identification of actual fraud cases.
Conversely, models based on non-normalized variables tend to better identify fraud cases, but

this is accompanied by a higher rate of false positive classifications.

With regard to the extent of the training data used, both variants — using normalized and
non-normalized data — show that the "rolling window" approach tends to result in higher

accuracy, precision, and specificity, as well as lower FPR, compared to training with a "rolling
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origin retrain”. Only the sensitivity appears to be slightly higher in the case of the "rolling origin

retrain”.

Overall, there is no single superior model variant; each has specific strengths and
weaknesses. Considering the overall performance, models trained using the "rolling window"
approach appear to perform better across most performance metrics, with only a slight
disadvantage in terms of sensitivity. Meanwhile, the normalized and non-normalized variants
differ primarily in their ability to identify actual fraud cases, albeit at the cost of additional false
positives. Therefore, for the subsequent analyses, I have decided to use the "rolling window"
approach, applying it to both options: one based on normalized input data and the other on non-

normalized input data.
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Table D-8: Aggregated classification performance of RUSBoost models

Aggregated Measures for each Test Period

Training Performance 2003- 2003- 2003- 2003- 2003- 2003-— 2003- 2003-
Features  Periods Measure 2005 2007 2009 2011 2013 2015 2017 2019
Non- 1990 — AUC 0.805 0.800 0.779 0.781 0.776 0.775 0.766 0.763
normalized (testyear—3)
Accuracy 72.4% 72.8% 743% 751% 75.7% 76.1% 76.3% 76.6%
Sensitivity 73.6% 73.5% 66.8% 66.5% 63.6% 62.4% 60.4% 58.1%
Precision 28% 22% 19% 18% 1.6% 15% 13% 12%
Specificity 72.4% 72.8% T74.4% 751% 75.8% 76.1% 76.4% 76.7%
FPR 27.6% 27.2% 25.6% 24.9% 242% 23.9% 23.6% 23.3%
rolling 10  AUC 0.796 0.782 0.758 0.767 0.770 0.770 0.765 0.754
years Accuracy 75.3% 749% 76.5% 76.5% T77.5% 77.9% 78.1% 78.3%
Sensitivity 70.5% 68.5% 58.9% 59.8% 57.1% 56.6% 56.8% 53.6%
Precision 30% 23% 19% 1.7% 1.6% 14% 13% 12%
Specificity 75.4% 75.0% 76.6% 76.6% 77.6% 78.0% 782% 78.4%
FPR 24.6% 25.0% 23.4% 23.4% 224% 22.0% 21.8% 21.6%
Normalized 1990 — AUC 0.797 0.789 0.760 0.777 0.779 0.778 0.768 0.757
(testyear—3)
Accuracy 82.2% 81.7% 82.5% 82.9% 83.8% 84.2% 84.7% 84.8%
Sensitivity 60.9% 63.7% 52.1% 56.7% 53.0% 51.8% 49.6% 45.8%
Precision 35% 28% 22% 22% 20% 1.8% 1.6% 1.5%
Specificity 82.4% 81.9% 82.7% 83.1% 83.9% 84.4% 84.8% 85.0%
FPR 17.6% 18.1% 17.3% 16.9% 16.1% 15.6% 152% 15.0%
rolling 10  AUC 0.802 0.778 0.760 0.775 0.779 0.783 0.781 0.773
years Accuracy 84.0% 83.2% 84.3% 84.4% 84.8% 84.7% 84.7% 84.7%
Sensitivity 59.3% 56.0% 49.7% 52.4% 49.5% 49.0% 49.7% 47.2%
Precision 39% 29% 25% 23% 21% 19% 1.7% 1.6%
Specificity 84.3% 83.5% 84.5% 84.6% 85.0% 84.9% 84.9% 84.8%
FPR 15.7% 16.5% 15.5% 15.4% 15.0% 15.1% 15.1% 15.2%

The table lists the classification performances for the RUSBoost model. First, measures for the model trained on non-normalized data
items are shown, and second, for a model trained on normalized data. Sections with training periods "1990 — (testyear—3)" cover, e.g., for
the test year 2003 the financial years from 1990 to 2000. The "rolling 10 years" covers for each test year 10 years of training but leaves out

the 2 preceding periods before the test year. Performances are displayed by:
1) Area Under the Receiver Operating Curve (AUC)

2) Accuracy = (TP + TN)/(TP + TN + FP + FN)
3) Sensitivity = TP/(TP + FN)

4) Precision = TP/(TP + FP)

5) Specificity = TN/(FP + TN)

6) False Positive Rate (FPR) = FP/(FP + TN)

Performance measures 2) to 5) are based on classifications with the previously determined cost efficient thresholds of 0.51 for the models
based on non-normalized financial items and 0.53 for normalized financial items. The table shows aggregated results for different test

periods. Aggregated measures are computed relative to the number of observations for each year.
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5.  Applied Approaches of Local Explanations

5.1. Model-Agnostic Interpretability and Prediction-Level Approaches

Following the analysis of the actual classification performance of the model variants, the focus
now shifts to the interpretability of the models. The interpretability addressed here does not
concern the general contribution of a feature to the overall model across all observations but
rather focuses explicitly on individual observations, referred to as local explanations (see
section B.2.2). The objective is to examine whether these local explanations can reliably

identify manipulated areas within a financial statement.

AdaBoost or RUSBoost models are inherently non-interpretable and qualify as black-
box models. Therefore, the functioning of a model cannot be readily understood or represented
in a human-interpretable manner, such as through weightings. Instead, additional analyses of a
model are required, which attempt to retrospectively understand and explain the model's
mechanisms in a comprehensible way. Approaches to so-called model-agnostic interpretability
offer several advantages. Model-agnostic interpretability refers to methods that operate
independently of the type of underlying model, meaning it does not matter which algorithm was
used to train the model. This applies whether the model is an inherently interpretable regression
model, a tree-based model, or even a deep neural network. This approach allows for maintaining
the high degree of flexibility of complex models while addressing and analyzing interpretability

as a separate concern (Ribeiro et al., 2016b).

In addition to model-independence, the focus on individual classifications is crucial.
Prediction-level approaches are particularly relevant when practical users are interested in

understanding how a specific classification decision was made (Murdoch et al., 2019). In the
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present application, this is of critical importance, as the analysis aims to determine whether
local explanations can provide valuable insight into which areas of a financial statement have
been manipulated. This aims to support effective financial statement fraud detection and
efficient resource allocation. Fundamentally, there are now several approaches that allow for
local explanations: e.g., Individual Conditional Expectation curves (ICE), which primarily
provide a graphical representation of the individual effects of features; Counterfactual
Explanations, or the two approaches used here — LIME and Shapley Values (Molnar, 2022).
The selection of the approaches used was driven by two key considerations. First, it was
essential to generate numerical explanations that are not primarily dependent on graphical
representations. This ensures that not only exemplary explanations can be provided but also a
quantitative summary of the explanations can be performed. According to Molnar, what
particularly distinguishes LIME and Shapley Values among the approaches mentioned earlier
is that they are attribution methods. This means that a prediction can be numerically described
as the sum of the effects of the individual features rather than being example-based (Molnar,
2022). Second, practical technical constraints had to be taken into account. This means that
approaches were chosen for which established software packages are available and which are
highly compatible with other widely used tools. For these two reasons, I chose the approaches

LIME and Shapley Values to generate the explanations for the models in the following analysis.

5.2. LIME

Ribeiro et al. proposed Local Interpretable Model-agnostic Explanations (LIME) in 2016.
LIME is a model-agnostic method for interpreting machine learning models, meaning it can be
applied to various models regardless of the algorithms used to train them. The core idea of
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LIME is not to explain the entire black-box model but to derive surrogate models around
individual observations. In other words, for each analyzed observation, LIME generates its own
simplified local model. The influence of individual features on the prediction is then represented
as values in this local surrogate model, making them interpretable for humans (Ribeiro et al.,
2016a). Technically, the derivation of the local model is achieved by using the trained
classification model and the specific observation, without incorporating to the full training data
or similar. LIME perturbs the feature values of the observation, uses these perturbed data as
inputs, and analyzes how changes in these feature values affect the prediction. From this, it
draws conclusions about which features contribute the most to the prediction in the observed

region (Molnar, 2022) — in this case, for example, a classification as potentially fraudulent.

In principle, different types of simplified models could be used to derive an interpretable
local model. This includes regression-based models as well as simple tree-based models or
others. For the technical implementation, I use the R package ‘iml’ (Interpretable Machine
Learning), which is one of the most widely used and compatible R packages in the field of
interpretable machine learning. The ‘LocalModel’ function in this package is limited to deriving
linear regression models, which excludes alternative approaches, such as tree-based models,

from consideration (Molnar et al., 2018).

5.3. Shapley Values

As the second approach for analyzing local explanations, I use Shapley Values. This is a game-
theoretic approach originally based on Shapley (1953). As with LIME, Shapley Values provide
a means to address the attribution problem. This refers to the challenge of tracing specific

predictions back to individual input features and their contributions to the prediction.
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Attribution, in this context, provides informational or explanatory value by identifying which

features influenced decisions, such as classification outcomes (Sundararajan & Najmi, 2020).

Shapley Values are based on a game-theoretic approach. In this context, the binary
classification model for financial statement fraud detection represents the "game," while the
features — i.e., the input variables — are the "players" who collectively contribute to forming a
prediction. As Molnar highlights, it is important to distinguish between marginal contributions
and the actual Shapley Values. In the first step, a marginal contribution for a feature is
calculated by considering a specific coalition of features. Within this coalition, the contribution
of the individual feature is determined by assessing the effect of a random change in the value
of the respective features on the output. In the second step, the Shapley Value for a feature is
then computed as the average of all marginal contributions across all possible coalitions. Thus,
the Shapley Value is explicitly not the difference between the model output with and without

the feature, but rather the average of the calculated marginal contributions (Molnar, 2022).

Practically, it is sometimes argued that the use of Shapley Values, due to their
computational complexity, is only efficiently feasible for models based on decision trees
(Messalas et al., 2019). This highlights the significant computational effort required. In the
present case, [ use AdaBoost respectively RUSBoost models, which are trained using tree-based
algorithms, making them a practical application for Shapley Values. From a technical
perspective, | implement Shapley Values, like LIME, using the R package ‘iml’, specifically

employing the ‘Shapley’ function (Molnar et al., 2018).
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5.4. Analysis of Exemplary Local Explanations

Local explanations for two observations are presented using both LIME and Shapley Values,
each for models trained on normalized and non-normalized data. The focus here is on
illustrating the relationship between the type of manipulation and the highlighting of feature
effects for this specific classification associated with the manipulated area. For this purpose,
the categories from the AAER dataset are used, such as "Misstated accounts receivables" or
"Misstated inventories" (see Table D-3). If a selected classification of a specific type of
financial statement fraud is particularly driven by features linked to the manipulated area, this
could potentially provide insights for a more targeted investigation of financial statement fraud.

To illustrate this, two cases are examined in detail below.

Figure D-6 illustrates the explanations for a true positive prediction. The explained case
(fyear: 2014; GVKEY: 14,303; AAER No.: 3,931) is categorized in the AAER dataset as
"Misstated accounts receivable" and described slightly more precisely as "overstated accounts
receivable estimates". Corresponding to this category, the feature Receivables, Total (rect) is
included among the financial data items used to train the models. If the explanations indeed
indicate manipulated areas, this variable should have contributed to the prediction that a
misstatement is present. For this reason, the effects of the feature Receivables, Total (rect) are
highlighted in color in Figure D-6. The results show that for both model variants applying
LIME, this feature is among the top five features with the greatest effect on the classification
as a misstatement. In particular, in the model trained on normalized data, Receivables, Total
(rect) is the feature with the second strongest effect, immediately following "Assets, Total",

which would also be inflated as a result of overstated receivables. The explanations provided
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by Shapley Values are even more precise. Specifically, in the case of the normalized model

variant, receivables emerge as the feature with the greatest influence on the prediction of

potential financial statement fraud.

Figure D-6: Explanations for a true positive prediction of misstated receivables
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The figure illustrates LIME and Shapley Values for both, models trained on normalized and non-normalized data, for a specific observation
(fyear: 2014, GVKEY: 14303, AAER: 3931). The AAER dataset specifies the category "Misstated accounts receivable" for this case and
includes the description “overstated accounts receivable estimates”. Accordingly, the variable "rect", representing "Receivables, Total", is
highlighted in color.
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This could initially be seen as an exemplary indicator that the explanations relatively accurately
describe the manipulated areas. This could be evidenced by the fact that features corresponding
to the manipulated areas rank among those with the strongest effects on the classification.
However, such a case is not necessarily representative of the majority of cases. Contrary to
previous research, where local explanations were illustrated using examples without delving
into the overall relationship between the type of manipulation and the driving features, the aim
here is to present as transparent a picture as possible. This includes positive examples, such as
in Figure D-6, as well as cases where features associated with the manipulated area do not make

significant contributions to the classification as misstated.

In contrast to the explanations in the previous example, Figure D-7 illustrates a case
where the local explanations do not reveal a connection between the type of manipulation and
the associated features. This case is categorized in the AAER dataset as "Misstated inventory"
and further described as "improperly overstating inventory and disclosure violations" (fyear:
2010; GVKEY: 25,405; AAER No.: 3,840). The Compustat data item “invt” represents
"Inventories, Total", which relates to the account or subtotal reported in the AAER as
overstated. A reliable local explanation for the manipulation in inventories would indicate that
this line item contributes noticeably to the classification as potentially fraudulent. However, in
the model trained with normalized data, according to LIME, it ranks only 9th out of 28 features
in terms of its contribution to this correct classification. In the model based on non-normalized
data, the effect of the feature is reversed, and Inventories, Total (invt) has a negative impact on
the prediction. A similar picture emerges when examining the Shapley Values. Depending on

the variant, the effect marginally points in the right direction — contributing to the classification
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as fraudulent — but ranks only as feature 14 respectively 18 out of a total of 28. This places
Inventories, Total (invt) as a potential indicator for "Misstated inventories" well outside the

focus for potential users.

Figure D-7: Explanations for a true positive prediction of misstated inventories
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The figure illustrates LIME and Shapley Values for both, models trained on normalized and non-normalized data, for a specific observation
(fyear: 2010, GVKEY: 25405, AAER: 3840). The AAER dataset specifies the category "Misstated inventory" for this case and includes the
description “Improperly overstating inventory and disclosure violations”. Accordingly, the variable "invt", representing "Inventories, Total",
is highlighted in color.
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This second case serves as a negative example, demonstrating a scenario where potential users
of such a model might receive a correct classification but where the local explanations would
provide unreliable clues for identifying the actual areas of manipulation. Thus, these two cases
are a positive and a negative example to illustrate the local explanations provided by LIME and
Shapley Values. To go beyond individual examples and identify potential patterns or biases,

cases will be analyzed based on their classification outcomes.

6. Aggregated and Comparative Analysis of Explanations
6.1. Descriptive Analysis of Classification Results

The preceding examples illustrate how LIME and Shapley Values can represent the
contributions of individual features to classification decisions. Up to this point, these are two
examples intended to serve as illustrations and do not yet allow for overall conclusions.
Therefore, the following analysis will examine the explanatory power of LIME and Shapley
Values in a broader context. After a descriptive summary on the models’ ability to detect certain
types of misstatements and depending on the misstatements’ complexity, the analysis will focus
on 1) evaluating how well the local explanations serve as indicators for manipulated areas in
cases of correct fraud classifications, 2) analyze if patterns can be identified in cases where
fraud remains undetected (false negatives), and 3) analyzing drivers of false positive

classifications to identify potential biases (false alarms).
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Table D-9: Classification performance depending on the type of fraud

normalized non-normalized

TP FN TP FN

Account category affected Frequency (TPR) (FNR) (TPR) (FNR)
Misstated revenue 261 136 125 169 92
(1) (1) 0 0

(52%) (48%) (65%) (35%)

Misstatement of other expense/ 266 162 104 198 68
shareholder equlty account (6 1 %) (39%) (74%) (26%)
Capitalized costs as assets 107 37 70 45 62
(35%) (65%) (42%) (58%)

Misstated accounts receivable 81 46 35 48 33
(57%) (43%) (59%) (41%)

Misstated inventory 74 44 30 49 25
(59%) (41%) (66%) (34%)

Misstated cost of goods sold 62 35 27 32 30
(56%) (44%) (52%) (48%)

Misstated liabilities 81 42 39 45 36
(52%) (48%) (56%) (44%)

Misstated reserve account 46 34 12 37 9
(74%) (26%) (80%) (20%)

Misstated payables 23 13 10 12 11
(57%) (43%) (52%) (48%)

Misstated allowance for bad debt 0 0 0 0 0
n/a n/a n/a n/a

Misstated marketable securities 2 1 1 0 2
(50%) (50%) (0%) (100%)

The table lists the frequencies of account categories being affected by misstatements according to the AAER dataset for
the test years from 2003 to 2019. The frequencies sum up to more than the number of misstated firm years as one
misstated firm year can have multiple affected categories. For each account category affected by a misstatement the
frequency of true positive and false negative classifications are illustrated for both model variants. Below the
frequencies, the Sensitivity (i.e. True Positive Rate, TPR) and the False Negative Rates (FNR) are calculated based on
the following equations:

TPR = TP/(TP+FN)

FNR = FN/(TP+FN)
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In addition to the general classification performance discussed in section D.4, here, a more
detailed description is given with regard to the complexity of fraud cases and their type. Table
D-9 summarizes the classification results of the models, focusing on the types of misstated
accounts according to the AAER dataset by Dechow et al. (2011) for which the models
produced correct classifications (i.e., true positives) and the number of misstatements that
remained undetected (i.e., false negatives). The total in the column "Frequency" exceeds the
number of misstated firm-years within the test period from 2003 to 2019, as a single misstated
firm-year can involve manipulations in multiple areas. As seen in Table D-3 for the full dataset,
the most frequent types of manipulation during the test period are misstated revenues and
misstatements of other expense/shareholder equity accounts, followed by capitalized costs as
assets and misstated accounts receivable. The category "Misstatement of other
expense/shareholder equity accounts" is particularly heterogeneous and is best understood as a
catch-all category when a more specific assignment to one of the other categories is not
possible. Overall, the model trained on non-normalized data tends to correctly classify more

fraud cases and thus exhibits a higher TPR (True Positive Rate) for most types of misstatement.

However, as already shown in Table D-8, this comes at the expense of a significantly
higher FPR, meaning the model produces substantially more false alarms in the form of false
positives. When examining the types of misstatements, the categories "Capitalized costs as
assets" and "Misstated reserve account” stand out the most. While cases of "Misstated reserve
account" are relatively well classified, with TPRs of 74 % and 80 %, the TPR for "Capitalized

costs as assets" is significantly lower, at 35 % and 42 %. In the remaining categories, the TPRs
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predominantly range between 50 —60 % for the model trained on normalized data and

50 — 65% for the model trained on non-normalized data.

In addition to the substantive types of misstatements, Table D-10 differentiates between
misstatements based on the number of different types of misstatements. The "number of account
categories affected" indicates how many of the types of misstatements listed in Table D-9
occurred simultaneously for a manipulated firm-year in the test data. This number can thus be
understood as a measure of the complexity or extent of a manipulation, though not necessarily
its monetary magnitude. For example, if only one category is affected, it could represent a case
where inventories are misstated largely in isolation. However, if, e.g., three categories are
involved, the same firm year could simultaneously exhibit misstated inventories, misstated
revenues, and misstated receivables as an example. If the number of simultaneous types of
misstatements is interpreted as a measure of complexity, one might have expected that
increasing complexity could involve more intensive efforts to obscure individual issues, making
it more challenging for models to correctly classify these manipulation cases. A detailed
analysis reveals differences between the models in this regard. The model trained on non-
normalized data performs particularly well in classifying manipulations involving fewer
affected areas, achieving a TPR of 73 %, but shows a lower TPR for cases with more affected
categories. In contrast, the model trained on normalized data appears better at identifying more
complex manipulations involving multiple manipulated areas. While the TPR is only 54 % for
the major group of cases with a single affected category, it rises to 70 % and 69 % for cases
with five and six misstated account types, respectively. This could potentially be interpreted as

an indicator that these cases may not involve "well-executed" obfuscations that could have
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misled a model but rather represent more extensive manipulations with overall more

pronounced characteristics.

Table D-10: Classification performance depending on the complexity of fraud

normalized non-normalized
Number of account TP FN TP FN
categories affected Frequency (TPR) (FNR) (TPR) (FNR)
1 224 121 103 163 61
(54%) (46%) (73%) (27%)
2 138 65 73 79 59
47%) (53%) (57%) (43%)
3 69 32 37 46 23
(46%) (54%) (67%) (33%)
4 17 11 6 7 10
(65%) (35%) (41%) (59%)
5 30 21 9 20 10
(70%) (30%) (67%) (33%)
6 13 9 4 8 5
(69%) (31%) (62%) (38%)

The table lists the frequency of fraudulent observations between 2003 and 2019 within the test data, grouped by the number
of categories being affected by manipulations according to the AAER dataset. For each number of affected categories, the
frequency of true positive and false negative classifications are illustrated for both model variants. Below the frequencies,
the Sensitivity (i.e. True Positive Rate, TPR) and the False Negative Rates (FNR) are calculated based on the following
equations:

TPR = TP/(TP+FN)

FNR = FN/(TP+FN)

Overall, these classification results, differentiated by types of misstatements and their number
within a case, do not suggest that there are specific types of manipulations that are particularly
well detected by these models, nor do they reveal a consistent pattern for cases involving more
extensive manipulations. The only discernible tendencies were a relatively good classification
for "Misstated reserve accounts" and weaker classification for "Capitalized costs as assets”.

Regarding the number of manipulated areas, there is only a slight tendency toward better
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classification of more complex or extensive manipulations by the normalized model and better

classification of less extensive manipulations by the non-normalized model.

6.2. Prediction Explanations and Related Feature Rankings

A challenge within design science approaches is the evaluation of the artifact, as there has been
a lack of guidance in this regard. However, early on, a combination of illustrative examples
and, where applicable, technical experiments emerged as the most common form of evaluation
(Peffers et al., 2012). As proposed by Venable et al. (2016) in their framework, two dimensions
should be considered when determining an appropriate approach to artifact evaluation. The first
dimension addresses the question of “Why to evaluate”, i.e., whether the aim is to improve the
artifact itself (formative evaluations) or to assess the outcomes in terms of their alignment with
established expectations (summative evaluations). The second dimension concerns the
underlying paradigm of “How to evaluate”. Here, a distinction is made between artificial
evaluation and naturalistic evaluation. For the evaluation of the models trained here and the
derived explanations, the evaluation can be classified as follows: The analysis is not intended
to explicitly improve the models or explanations in the sense of a formative evaluation. Instead,
it seeks to examine the extent to which the explanations are fundamentally capable of providing
targeted insights into actually manipulated areas of financial statements. Thus, the approach
pursued can be categorized as a summative evaluation. Furthermore, regarding the second
dimension and the question of "How to evaluate," the approach taken here falls under artificial
evaluation and explicitly not under naturalistic evaluation. The analysis focuses on assessing

the ability of the explanations to highlight manipulated areas of financial statements based on

132



Local Explanations on Financial Statement Fraud Predictions

the available datasets. The involvement of potential user groups and their interaction with such

models in real-world applications is not addressed.

Similar to the findings of best practices by Peffers et al. (2012), Sutton et al. (2021)
explicitly highlight two distinct aspects as separate steps: A "demonstration" using individual
cases and a more extensive evaluation, which may involve either a technical or a scientific
evaluation with human interaction. For the analysis of the model, the evaluation of classification
performance in section D.4 should be regarded as an intermediate result. The key output to be
critically assessed are the explanations provided by LIME and Shapley Values. Especially in
the context of the interpretability of machine learning-based models, it is emphasized that it is
insufficient to demonstrate a model's correctness using only prototypes or isolated cases. For a
more comprehensive understanding of the models, it is essential to also examine cases where
predictions fail, to identify the limitations of the models and the methods used (Kim, B. et al.,
2016). In line with the required demonstrations or illustrative examples, in section D.5.4 1
presented both positive and negative examples of the ability of LIME and Shapley Values to
provide targeted insights into misstated areas in this context. Furthermore, to cover more than
an example-based overview of a few selected cases, the following analysis focuses on

examining the explanations in their entirety.

In the context of interpretable machine learning, there is a notable lack of clear guidance
on evaluating explanations and their interpretability (Vilone & Longo, 2021). Doshi-Velez and
Kim (2017) address this issue, responding to the question, "Should we be concerned about a
lack of rigor?" with "Yes and no." They emphasize that the evaluation of explanations often

hinges on whether they appear reasonable, a judgment that is heavily influenced by human
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perception and subjectivity. However, they also propose initial approaches for classifying
different methods to evaluate interpretability. In addition to two approaches that involve
assessments by human experts, they describe the concept of functionally-grounded evaluation,
which does not require human judgment. This method, however, relies on the availability of
validated data or results that can be used as a benchmark for evaluating explanations (Doshi-
Velez & Kim, 2017). In this context, Guidotti (2021) states, that if the actual reasons for a
classification result are known — i.e., the ground truth is available — then the evaluation of local

explanations can be conducted technically, rather than relying solely on human experts.

To establish what qualifies as a good explanation, a clear evaluation framework must be
defined. To enable comparability between the approaches — both in terms of normalized versus
non-normalized data and between the two explanation methods LIME and Shapley Values —
absolute values are not used. Instead, the values are transformed into a ranking, where the
feature with the highest effect, according to LIME or Shapley Values, is assigned Rank 1,
followed by the remaining features with decreasing ranks down to Rank 28 for the features
contributing least to a classification as being misstated. In a medical context, explanations
provided by LIME, for example, have been evaluated using such a ranking approach. While no
ground truth was available, physicians identified and ranked the most important driver features
for a medical diagnosis, which were then compared with the explanations provided by LIME
to assess the extent of overlap between the two and thus, the quality of the explanations
(Kumarakulasinghe et al., 2020). Applied to the present use case, to assess whether
explanations provided by LIME or Shapley Values can be helpful in identifying manipulated

areas within financial statements, it is necessary to establish a connection between the features
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and the manipulated areas. This enables the matching or comparison between the explanations
of individual features and the ground truth in the form of the misstated accounts within the

financial statements.

Table D-11: Matching of misstatement type and related financial data items

Account category affected Variable Related financial items
Misstated revenue c _rev sale

Misstated accounts receivable c_rec rect

Misstated cost of goods sold c_cogs cogs

Misstated inventory c inv invt

Misstated reserve account c_reserve ceq

Misstated marketable securities ¢ _mkt sec ivst

Misstated payables c_pay ap

Misstated allowance for bad debt c_debt n/a

Capitalized costs as asset c_asset act, at, che, ivao, ivst, ppegt
Misstated liabilities c_liab dlc, dltis, dltt, Ict, 1t, txp

Misstatement of other expense /shareholder equity account ¢ _inc_exp se  ceq, csho, dp, ib, ni, pstk,
re, sstk, txt, xint, prcc_f

The table lists the types of misstatements as categorized by Dechow et al. (2011) in their AAER database. Similar to Bao
et al. (2020), I conducted a matching between the types of misstatements and the financial data items used in the models.
However, my approach differs in certain assignments, as I adopt a more conservative stance. For example, in the case of
Misstated Revenues and Misstated Accounts Receivable, I do not consider financial data items such as Net Income
(Loss) (ni) and Retained Earnings (re). For the purposes of this analysis, the informational value of these aggregate
figures regarding the actual manipulation — here specifically, Revenues or Accounts Receivable — would be too limited
to provide meaningful insights.

Table D-11 illustrates the matching of misstated account categories and financial data items
used for the models’ training. To perform this comparison, the features are assigned to
categories that best correspond to areas such as the balance sheet or income statement. For
example, the categorization within the AAER dataset by Dechow et al. (2011) includes the class
"Misstated Revenues." Among the financial data items from Compustat, Sales/Turnover (Net)

(sale) is considered the most relevant as a potentially manipulated variable in this category.
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Thus, this assignment is made. If a "Misstated Revenue" case occurs, a strong contribution from
Sales/Turnover (Net) (sale) would be the best indicator of the specific area in which
manipulation may have occurred. For this reason, broader or derived totals, such as Net Income
(Loss), are explicitly excluded from this assignment. For most categories, such an assignment
was relatively straightforward with regard to the features used. However, the AAER dataset
also includes categories that are less specific. For these, precise assignments are not possible,
and multiple features are considered. For example, the broadly defined category "Capitalized
costs as asset" (asset) relates to multiple items associated with asset positions, such as Current
Assets, Total (act), Assets, Total (at), or Property, Plant and Equipment, Total (ppegt). As a
result, categories with a single assigned feature can be compared effectively, but comparisons
with categories containing multiple assigned features are significantly limited. This is due to
two main factors: First, multiple variables inherently increase the likelihood that one of them
will randomly rank highly, and second, a manipulation might occur in, for example, a current
assets position and thus be categorized as “Capitalized costs as assets”, but a strong explanation
contribution from Property, Plant, and Equipment, Total (ppegt) might be misinterpreted as a
"good" explanation since it is assigned to “Capitalized costs as assets”. Therefore, the last three
categories should be interpreted with great caution and compared only with categories that have
the same number of assigned features. For this reason, the categories with different numbers of

assigned features are visually separated in the subsequent presentation.
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6.3. Detected and Undetected Fraud Cases

For the actual misstatements, two different outputs from the classification models are
generally possible. Either a model correctly classifies a misstatement observation as a true
positive, or it incorrectly fails to classify the observation as a misstatement, resulting in a false
negative prediction. For all cases of true positives and false negatives, I derived local
explanations using both LIME and Shapley Values. As explained in the previous section, these
explanations were transformed into ranks from 1 to 28 based on their effect sizes to enhance
comparability between the approaches. The following results are discussed in the context of the

two questions posed for the true positives and false negatives:

RQ3: With regard to true positive predictions, i.e., detected misstatements: Do features which
are related to a certain type of misstatement contribute to the classification as being

misstated?

RQ4: With regard to false negative predictions, i.e., undetected misstatements: Despite their
incorrect classification, do features which are related to a certain type of misstatement

contribute to the classification as being misstated?

If true positive predictions were significantly driven by the features related to the type of
misstatement, the explanations could provide a targeted indication for identifying the
manipulation. In case of comparably contributions by related features for false negative
predictions, this could indicate that the functioning of the classification models is indeed driven
by the manipulated positions of a financial statement and is therefore genuinely aligned with
the objectives for which they have been trained, even if the overall threshold for a classification

as being misstated would not have been met.
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Figure D-8 illustrates the explanation ranks for all true positive and false negative
predictions for four different variants. A conceptually identical figure, but presented using
boxplots, can be found in Appendix I. The advantage of the chosen representation using jitter
plots lies primarily in the improved visibility of how individual data points are distributed,
making it easier to identify any potentially emerging patterns. Thereby, two panels each present
the explanations for the classification models trained on normalized and non-normalized data.
Additionally, two of these panels illustrate the explanations provided by LIME and Shapley
Values, respectively. The abscissa represents the types of misstatements. As previously
described in section D.6.2, categories with varying numbers of assigned features should be
interpreted with caution and are clearly separated with vertical dotted lines from the other
categories with the reference to the number of assigned features above. To clarify once again,
a direct comparability in Figure D-8 is only possible between misstatement types that have been
assigned the same number of features. This is because, in cases where a misstatement type is
associated with multiple features, the probability that at least one of these features’ explanation
will have a high effect and therefore a high corresponding rank — even by chance — is naturally
higher than in cases where only a single feature is assigned. If this were not taken into account,
misstatement types with multiple assigned features would inherently appear as the better-
explained types of fraud. Therefore, the interpretation of results regarding which misstatement
types are better or worse explained should be focused within each group that has the same
number of related features. The quality of an explanation is presented on the ordinate as the
highest rank of an assigned feature of the certain type of misstatement. For misstatement types

with only one assigned feature, this corresponds to its rank among the explanations of all 28
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features. For categories with multiple assigned features, the highest rank of these features in

relation to all 28 features is presented.

First, it is notable that the distributions of the green-marked true positives and the red-
marked false negatives are relatively similar across all variants. In isolation, this could suggest
that the explanations work equally well (or poorly) in both cases, with the false negatives
primarily resulting from the classification threshold simply not being exceeded. However, it is
also important to consider how the explanations behave in cases such as false positives and
whether these differ significantly from or align with the patterns observed here. To address this,
the following discussion will also reference Figure D-9, which will be revisited during the

separate analysis of false positives.

Starting with the first type of misstatement, the “Misstatement of other
expense/shareholder equity account” (inc_exp se), as the most diverse category in terms of
content it has the highest number of assigned features (11). This category consistently records
a very high maximum rank for at least one assigned feature across all variants. Since the large
number of assigned features inherently increases the likelihood that any one of these features
will have a high rank, the interpretive value is significantly limited, and a differing result would

have been contrary to expectations.
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Figure D-8: Highest ranks of explanations depending on the type of misstatement
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Each panel illustrates the highest rank of a feature’s explanation which is related to the type of misstatement of the analyzed observation. As
the first six categories are matched to a single feature, “asset” and “liability” in contrast are matched with 6 features and “inc_exp_se” with
11 features. The category “debt” is not included as there is no misstatement case for this type between 2003 and 2019 in the database.
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When considering the misstatement types as groups based on the number of assigned features,
as visually separated in Figure D-8 by the vertical dotted lines, misstated assets and liabilities
form the second internally comparable group. The misstatement types "Capitalized costs as
assets" (asset) and "Misstated liabilities" (liab) each have 6 assigned features. Here too, the
large number of features results in a high level of the maximum rank, which is generally in line
with expectations. Nevertheless, the maximum ranks for misstated assets generally appear to
score slightly higher compared to misstated liabilities in most cases. The only exception is the
LIME (non-normalized) variant, which exhibits greater variability in the maximum rank of the
assigned features. This could initially suggest that the classification as a misstatement in the
case of misstated assets is more likely driven by asset-related positions than is the case for
misstated liabilities. Furthermore, this effect appears to be more pronounced in the model
variants with normalized data. However, given that both categories have six assigned features,
a considerable degree of uncertainty remains. Furthermore, it is important to consider how other
predictions are explained by LIME and Shapley Values and to what extent these explanations
differ from those in cases of actual misstatements. For instance, regarding the seemingly
strongest explanatory contributions for misstated assets in the case of the LIME (normalized)
variant, Figure D-9 reveals that "Assets, Total" also ranks first in the vast majority of cases
involving false positive predictions. This suggests that, rather than providing a precise, targeted
explanation in cases of actual misstatements in this area, this feature may be driving the
classification as a misstatement regardless of whether a misstatement is actually present in the

observations.
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In contrast to the previously discussed groups of categories with more than one assigned
feature to the type of misstatement, the explanatory power of the ranks in categories with only
one assigned feature is far less limited. In these cases, the ranks of the specific feature assigned
in Table D-11 are directly represented in Figure D-8. When comparing the panels of the four
variants, the following observation stands out: The maximum ranks for explanations generated
by Shapley Values seem to be more dispersed than those generated by LIME. However, the
boxplots in Appendix I, with their interquartile ranges extending far downward in the form of
the actual boxes, also show that for the categories “Misstated revenue" (rev), “Misstated
accounts receivable” (rec), “Misstated inventory” (inv), and “Misstated reserve account”
(reserve), many data points are situated at the lower end of the rank spectrum in case of LIME
(normalized). This suggests that while these ranks may appear less dispersed in the case of
LIME (normalized) at first glance, they tend to exhibit extreme values at both ends of the rank
range. Overall, the Shapley Values appear to be so widely dispersed that no strong connection
between the area of manipulation and the contribution of the related feature to the classification
as a misstatement seems evident. Consequently, for none of the categories it can be confidently
asserted that the driving effects of the respective feature provide a reliable indication of that
specific type of misstatement, and thus, serve as a targeted guidance for potential users’ further

investigations.

A more differentiated consideration is required for the two upper panels representing the
explanations generated by LIME. In the LIME (normalized) panel, for the three categories
“Misstated revenue” (rev), “Misstated accounts receivable” (rec), and “Misstated reserve

account” (reserve), the explanations, while tending toward both extremes, also show a
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significant concentration of ranks in the upper range. This pattern extends to the additional
categories “Misstated costs of goods sold” (cogs) and, to some extent, “Misstated inventory”
(inv), where many explanations are found at higher ranks. This holds true for both true positive
and false negative predictions. In direct comparison, the LIME (non-normalized) panel reveals
that, while the explanations for “Misstated costs of goods sold” (cogs) are notably less accurate,
the explanations for “Misstated revenue” (rev), “Misstated accounts receivable” (rec), and
“Misstated reserve account” (reserve) are the most accurate across all four panels. For these
categories, nearly all explanations rank within the top 10, and particularly for “Misstated
revenue” (rev) and “Misstated reserve account” (reserve), the explanations effectively identify
the driving features, such as Sales/Turnover (Net) (sale) for “Misstated revenue” (rev). In these
cases, the explanations could provide a strong initial indication and a valuable starting point for
a more focused and in-depth investigation by potential users. However, it is essential to also
consider the decision-making behavior of the models with regard to the explanations in cases
of false positives to provide a conclusive assessment of the capabilities and usefulness of these

approaches in this application.
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6.4. Misclassified Non-Fraudulent Cases

To better contextualize the previous insights regarding the explanations of actual misstatement
cases and to identify potential biases in the models based on the explanations, a more detailed
analysis of the false positive predictions and their explanations is necessary. The following
results are discussed therefore discussed against the findings of the previous section and in the

context of the following question posed for the false positives:

RQS: With regard to false positive predictions, i.e., false alarms in the absence of an actual
misstatement: Do the distributions of the explanations provide indications that potential
biases influence the predictions in a way that does not align with the original training

objective?

In the trained models, false positive predictions are classifications in which the model identifies
an observation as fraudulent, even though no fraud was identified in the underlying observation
according to the AAER dataset. These predictions can therefore be understood as false alarms,
mistakenly indicating a risk. Unlike Figure D-8, Figure D-9 does not include a breakdown by
types of misstatements, as no such types are available in the case of false positives because no
misstatement was observed. However, besides the explanations for false positive predictions,

the previous explanations of the cases with actual misstatements are included as well.

Accordingly, Figure D-9 contains the four panels for the different model variants, each
showing explanations provided by LIME and Shapley Values. The ordinate represents all
features, while the abscissa plots the rank of the explanation for each feature. This means each
analyzed observation is represented by one data point per feature, resulting in a total of 28 data
points per panel. Given the high computational cost, it is impractical to analyze all false
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positives, as the required processing time would be disproportionate. For the analysis of false
positives, I randomly selected 50 false positives for each test year and each of the four variants.
The ranks of the explanations for the false positives are shown in red, while the ranks for the

previously analyzed true positives and false negatives are combined as blue data points.

Figure D-9 highlights a notable aspect: The differing distribution of ranks between
LIME and Shapley Values. The panels for Shapley Values show a very broad distribution of
ranks across nearly all features. In contrast, the ranks for LIME explanations tend to exhibit
certain structures in their distributions, with some features generally tending toward higher or
lower ranks overall. Additionally, it can be observed that these differing distributions apply to
both the actual misstatements, shown in blue, and the false positives, shown in red. This means
that for the ranks of explanations provided by Shapley Values, both false positives and actual
misstatement cases are broadly dispersed with almost no discernible patterns. In contrast, for
LIME, the features tend to exhibit a more consistent rank distribution across observations,
regardless of the classification outcomes. This observation of the differently pronounced
distributions of ranks is similarly reflected in Figure D-8 with regard to the true positives and
false negatives. This leads to further qualification of the seemingly well-explained cases by
LIME (normalized) as shown in Figure D-8. The features Sales/Turnover (Net) (sale),
Receivables, Total (rect), and Common/Ordinary Equity, Total (ceq), assigned to the
misstatement types ‘“Misstated revenue” (rev), “Misstated accounts receivable” (rec), and
“Misstated reserve account” (reserve), consistently achieve high ranks not only for actual
misstatements but also explicitly for false positive predictions. This indicates that while these

explanations may align with the selected types of misstatements, they do so not because of a
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unique connection to these cases but because the explanations also commonly appear for false
positives. Based on these closer examinations of the categories and their related features, an
important consideration arises for potential user groups. Although the explanations do not
directly indicate whether particularly low or high values of the features drive the classification,
an aggregated view of LIME explanations suggests a concerning trend. If features such as
Sales/Turnover (sale), Receivables, Total (rect), and Common/Ordinary Equity, Total (ceq)
drive the classification as misstatements regardless of the actual presence of misstatements, the
models may be biased toward classifying companies with, for instance, high revenues,
correspondingly higher receivables, or better equity positions as potential misstatements. While
this cannot be conclusively proven, such a tendency could have significant implications,
particularly for investors. If they rely on these models, they may risk excluding well-performing

companies from their portfolios, potentially leading to adverse outcomes.

A final aspect that also limits the reliability of the local explanations is the similarity of
the explanations. While I have only compared two cases explicitly across both model variants
and the two explanation approaches in section D.5.4, one of these cases seemed to be relatively
well explained in all four instances. However, this does not align with the distributions observed
in Figure D-8 and Figure D-9. If the explanations provided by LIME and Shapley Values
followed more similar distributions, this might suggest more reliable explanations. In
conclusion, the reliability of local explanations for identifying manipulated areas in financial
statements must be assessed very critically for the cases and approaches analyzed here. Even
for the initially more promising explanations for certain types of manipulations, particularly

through LIME, the risk of potential model biases must be considered.
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Figure D-9: Distribution of features' ranks for false positive predictions

LIME, normalized

LIME, non-normalized
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The figure illustrates the explanation ranks of all features and provides an overall overview of the explanations’ distributions. The
explanation ranks of false positive predictions are contrasted in red from the other analyzed classification results, here covering observations
with actual misstatements in form of true positive and false negative predictions.
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E. Conclusion

1.  Summary of the Main Findings and Contributions

The starting point of this research lies in the field of machine-learning-based financial statement
fraud detection models. This area of research is characterized by classification results that have
not yet reached a level of cost-efficient performance that would enable widespread practical
application (Beneish & Vorst, 2022). For a long time, the primary focus has been on improving
the classification performance of these models. However, there appear to be inherent technical
limitations, partly due to the rarity of fraud cases available for training. In contrast, the focus of
machine learning research has increasingly shifted toward interpretability. Initial exploratory
approaches have been presented in the context of financial statement fraud detection (Craja et
al.,2020; Zhang, C. et al., 2022). However, it has not yet been examined whether explanations
provided by interpretable machine learning methods can actually offer useful insights in the

classification process.

Building on this, I first examined the conceptual framework to determine whether there
is a fundamental demand for interpretable results — particularly local explanations —among
potential user groups. I contribute to this by analyzing the legal and organizational conditions
within which the primary user groups—auditors, enforcement authorities, and
investors — operate. The analysis indicates a fundamentally high demand for reliable systems
capable of providing local explanations for individual classification decisions. While this
demand appears to be lowest for investors, it could be particularly valuable for enforcement
authorities and auditors. For these groups, such tools could facilitate more efficient resource

allocation and enable the earlier and more effective detection of fraud cases. In the context of
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black-box models, legal certainty and the necessary transparency for auditors represent a
significant barrier. This challenge could potentially be addressed through reliable local

explanations.

After establishing the fundamental need and potential significance of reliable local
explanations for model predictions, I analyzed, using selected and established approaches of
financial statement fraud detection models (Bao et al., 2020), the extent to which local
explanations can genuinely provide targeted insights or be leveraged for human plausibility
assessments with appropriate expertise. For this purpose, I trained cost-sensitive models using
both normalized and non-normalized data. Additionally, considering potential temporal
changes in the financial data itself as well as in the nature of manipulations, I employed two
different training approaches: One using a fixed number of periods prior to the test year (rolling
window) and the other using all available historical data before the respective test years (rolling
origin retrain). I demonstrated that the classification performance in the rolling window
approach did not systematically lag behind the performance achieved when incorporating all
available data. This finding can be particularly significant for scenarios requiring
computationally intensive analyses — especially in the context of interpretable machine

learning, where computational efficiency plays a critical role.

There is currently relatively little guidance on evaluating interpretability. To the best of
my knowledge, this research is the first to conduct a comprehensive analysis of local
explanations for financial statement fraud detection models. For this purpose, [ used LIME and
Shapley Values, two established approaches capable of generating local explanations

independently of the underlying model. In addition to illustrating these explanations through
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selected examples, I performed a matching between the type of misstatement and the dataset
features that could be subject to manipulation or at least fall within the relevant area. If the local
explanations for these features in a given fraud case contributed significantly to the
classification, user groups could derive targeted insights for further investigations. The analysis
of different explanation approaches and types of fraud yielded highly constrained results. First,
LIME and Shapley Values tended to produce differing explanations. Second, fraud types where
explanations appeared promising must be reconsidered in light of the additional analysis of
False Positives. In cases of misstated observations, the associated variables did not exclusively
drive decisions in the correct direction. Instead, similar behavior was observed in the absence
of misstatements. This points, on the one hand, to potential biases in the underlying models. On
the other hand, the explanations exhibited such broad variability that it is difficult to view them
as genuinely targeted and useful. This variability further undermines their reliability. While
there is clearly a need for interpretable local predictions in this application, my findings
contribute to the understanding that individual local explanations, in particular, must be
approached with great caution. Although they are increasingly presented in research as
illustrative examples, this analysis —based on the selected models and explanation
approaches — demonstrates that the explanations in this specific context are (as yet) unable to

provide reliable indications.

2.  Implications for Business Practice

The implications for business practice must be differentiated based on both the conceptual and

analytical findings and according to the potential user groups.
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For auditors, regulatory requirements impose a high obligation for transparent and well-
documented processes. Justifications must be comprehensible so that third parties can
understand the decisions made and the resulting audit process. However, the high degree of
reliability required for local explanations to justify specific decisions in the audit program could
not be established using the analyzed approaches in this study. From a conceptual perspective,
the auditing profession should continue working toward ensuring that the legally sound
application of machine-learning-based systems is appropriately covered by auditing standards.
In practical application, however, particular caution must be exercised when using exemplary
explanations derived from interpretable machine learning approaches. Only through testing on
a larger scale can meaningful conclusions be drawn about the actual accuracy and reliability of

explanations provided by black-box models.

For enforcement authorities, which select companies to audit based on concrete or
abstract risks —at least in Germany — the regulatory framework is more conducive to the
application of such models for risk identification in financial statements. In this context, the
requirement for a detailed and transparent justification of decisions is less stringent than in the
case of auditors. Nevertheless, the same caution applies to the potential use of local
explanations: they should only be adopted after extensive and successful testing. Relying on
seemingly good explanations based solely on isolated examples would be insufficient and

potentially misleading.

For investors, an additional aspect comes into play. The analyzed approaches were
unable to provide reliable explanations for identifying manipulations within financial

statements. However, certain patterns in the explanations — particularly when examining false
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positives — suggest that the models may contain biases. If these biases tend to classify well-
performing companies as misstated, this could result in their exclusion from investment
portfolios. Consequently, investors could face significant opportunity costs in the form of

forgone profits.

Overall, the findings show that, at least with regard to the approach analyzed here,
locally generated explanations —when selected as isolated examples —can create the
impression of being good and plausible. However, when viewed as a whole, models and the
explanations derived from them may still be biased, leading to a deceptive sense of reliability
if only exemplary explanations are highlighted. Gu, Y. ef al. (2024, p. 9) succinctly put it, "It's
Not Intelligence; It's Functionality”. While the increasing use of machine-learning models will
undoubtedly lead to significant changes, their application must always focus on functionality
and actual performance. These models must therefore be critically questioned and evaluated in

light of their true capabilities.

3. Limitations

As in most cases of research, the findings must be viewed in light of existing limitations. These
limitations apply both to the conceptual part, which analyzes the environment in which potential
user groups operate and their general need for locally interpretable model explanations in order
to implement models in a cost-efficient way, as well as to the application of selected local

explanation approaches to the trained models.

Findings of the conceptual section of this research are limited to accounting and
information systems literature as well as relevant standards and legislation. Concerning the

legal level and here considered ISA, which are directly or indirectly applicable in most
152



Conclusion

jurisdictions, only high-level EU legislation and exemplary German implementation of

enforcement have been included.

The practical implementation of the explanation approaches is subject to the following
limitations. The foundation of the analyzed model is based on a literature-recognized approach
for identifying misstatements. Specifically, the RUSBoost algorithm and a theory-driven
feature selection process were used for model training (Bao et al., 2020). However,
explanations for models trained with other algorithms were not analyzed. Furthermore, the
explanations are limited to the two approaches, LIME and Shapley Values. To assess the quality
of the explanations, I used the types of misstatements from the AAER dataset by Dechow et al.
(2011). These types are restricted to categories of misstated accounts, with each category
potentially containing a varying number of assignable financial items from the financial
statements. For this reason, and because a fraud case can involve a varying number of
manipulated areas, it is not possible to determine a directly comparable score across all cases.
Instead, the evaluation was primarily conducted separately for each type of misstatement,
particularly focusing on the distribution of the ranks of the assigned explanations by the
individual features. In particular, the features incorporated into the training process are limited
to publicly available financial data items derived from disclosed financial statements from the
US. These do explicitly not include internal financial data as, e.g., a firm’s data of its general
ledger. And last, from a technical perspective, there may also be limitations due to the available

computational capacity.
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4, Avenues for Future Research

While this research indicates significant limitations regarding the potential for interpretability
of predictions in the application area of machine learning-based financial statement fraud
detection, it also offers several avenues for future research to build on both the conceptual and

applied analytical findings.

In addition to the conceptual analysis of the legal and organizational conditions of
potential user groups, I encourage research on an interview basis and survey-based covering
multiple perspectives. I further encourage broadening research on enforcement, particularly
outside the EU. Regarding the analysis of the applied explanation approaches, I encourage
expanding future research to include, first, additional models trained with different algorithms,
and second, further explanation approaches beyond LIME and Shapley Values. With regard to
the evaluation of explanations, measures of similarity between different explanations could
provide further insights into their reliability (Gwinner et al., 2024). Lastly, the human
component in the evaluation of explanations should not be underestimated. For the evaluation
of design science research, which explicitly focuses on systems addressing practical real-world
problems, potential users should be involved in future research through a naturalistic evaluation
to assess the quality and usefulness of the generated explanations (Doshi-Velez & Kim, 2017,
Sutton et al., 2021; Venable et al., 2016). One approach to further enhancing the user-
friendliness of these explanations in general could be the integration of LLM-generated, i.e. by

Large Language Models, narrative explanations (Martens et al., 2025).

Overall, this research operates within a rapidly evolving environment — one that is driven

both by technological advancements and regulatory developments. From a regulatory
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perspective, reporting requirements are increasingly expanding to include ESG reporting,
which is expected to assume a comparable role to financial reporting in the future. Accordingly,
similar questions arise in this still largely separate area regarding the potential use of Al for
efficient and effective ESG assurance (Li et al., 2024). Significant potential and new research
approaches may emerge as financial and ESG information become increasingly integrated,
creating new opportunities for in-depth research. Furthermore, the use of large language models
remains in its early stages. These models could basically also hold potential for identifying
anomalies, among other applications, but their practical integration into financial statement

analysis is still developing (Gu, H. et al., 2024).

In light of these changes, another area remains largely unaddressed, having only been
considered in isolated cases: How to respond, “When a Machine Is Listening”, as the increasing
use of machine learning in financial statement analysis is itself anticipated and countered. This
perspective opens up further critical questions about the evolving dynamics between machine
learning-based detection systems and the strategies used to evade them (Cao et al., 2023). This
challenge is further compounded by the fact that such models are often black-box models,
which are not inherently explainable. Therefore, the functionality and the explanations of these
models, considered in their entirety, will become even more critical in the future. Relying solely
on individual exemplary explanations without accounting for the overall functionality risks

leading to misleading conclusions.

Or in the words of Heinrich Heine: Hitting the mark once does not make one a marksman

(Leonhardt, 2015, p. 107, translation by author).
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Appendix A: Code — Data Preprocessing

Setup

## load packages
library (tidyverse)
library (readxl)

Data Import
Read AAER Excel Sheets
setwd (filepath aaer)

## set modified function to read excel file
read excel allsheets <- function(filename, tibble = TRUE) {
sheets <- readxl::excel_ sheets(filename)
x <- lapply(sheets, function(X) readxl::read excel (filename, sheet = X))
if('tibble) x <- lapply(x, as.data.frame)
names (x) <- sheets
X

## import AAER data
df _aaer_all <- read excel_allsheets ("DGLS 20211231 D.xlsx")

## annual sheet and select for variables of interest

df aaer ann <- df aaer allS$Sann %>%
select ("YEARA", "GVKEY", ”P_AAER", "UNDERSTATEMENT") %>%
add_column(MISSTATEMENT =1, .before = "UNDERSTATEMENT") %>%
filter ('is.na (GVKEY)) %>% # only observations with GVKEY
rename (FYEAR = YEARA) %>%
rename_with (~ tolower(gsub(".", " ", .x, fixed = TRUE)))

## detail sheet and select for variables of interest
df aaer detail <- df aaer allS$detail %>%

filter (ANNUAL == 1) %>% # only with misstated annual data

filter ('is.na (GVKEY)) %>% # only observations with GVKEY

select ("GVKEY", "REV", "REC", "COGS", "INV", "RESERVE", "DEBT", "MKT SEC",
"INC_EXP_SE", "ASSET", "PAY", "LIAB", "REASON", "EXPLANATION") $%>%

rename (C REV = REV, C REC = REC, C COGS = COGS, C_INV = INV,
C_RESERVE = RESERVE, C DEBT = DEBT, C MKT SEC = MKT SEC,
C INC EXP SE = INC EXP SE, C ASSET = ASSET, C_PAY = PAY,
C_LIAB = LIAB) %>%

rename with (~ tolower(gsub(".", " ", .x, fixed = TRUE)))

## remove temporary objects
rm(read excel allsheets)

AAER | Match detail & ann
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## match annual ("ann") and detail ("detail") sheets on gvkey
df _aaer <- left join(df_aaer ann, df aaer_detail, by = "gvkey")

df aaer <- df aaer %>%
filter (!'is.na(explanation))

## remove temporary objects
rm(df aaer ann, df aaer detail, df aaer all)

Import Compustat Data
setwd (filepath Compustat)

## import Compustat data

df Compustat <- read.csv( ”_. csv")

Preprocess Compustat Data
## select variables of interest
df Compustat <- df Compustat %>%
select (fyear, gvkey, sich, act, ap, at, ceq, che, cogs, csho, dlc, dltis,

dltt, dp, ib, invt, ivao, ivst, lct, 1lt, ni, ppegt, pstk, re, rect,
sale, sstk, txp, txt, xint, prcc_f)

Match Data

Join AAER data on Compustat data

## join aaer and Compustat data on gvkey and fyear
df_data_all <- left_join(df_Compustat, df_aaer, by = c("gvkey", "fyear"))

## remove temporary objects
rm(df Compustat, df aaer)

Reformat misstatement variables and reorder columns

## set misstatement, understatement & c_xxx to 0

df data all[ec("misstatement", "understatement", "c rev", "c rec", "c cogs",
"c _inv", "c reserve", "c debt", "c mkt sec", "c inc exp se",
"c _asset", "c pay", "c_ liab"
)] [is.na(df data all[c("misstatement",
"understatement", "c rev", "c rec", "c cogs", "c_inv",
"c reserve", "c debt", "c mkt sec", "c inc exp se", "c asset",
"c pay", "c liab")])] <= 0

## reorder columns
col order <- c¢("fyear", "gvkey", "sich", "p aaer", "misstatement",
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"understatement", "act", "ap", "at", "ceqg", "che", "cogs",
"csho", "dlc", "dltis", "dltt", "dp", "ib", "invt", "ivao",
"ivst", "lct", "1t", "ni", "ppegt", "pstk", "re", "rect",
"sale", "sstk", "txp", "txt", "xint", "prcc f","c rev",
"c_rec", "c_cogs", "c inv", "c reserve", "c debt",

"c_mkt sec", "c inc exp se", "c asset", "c pay", "c liab",

"reason", "explanation")
df data all <- df data all[, col order]

## remove temporary objects
rm(col order)

Financial Ratios for Benchmark Model

Additional variables for a benchmark model (Dechow et al. 2010) are

calculated below as it has been done in previous research. Calculation
is adapted based on SAS coding from Bao et al. 2020 referring to Dechow

et al. 2011, Cecchini et al. 2010, Beneish 1999 and Summers/Sweeney

1998. - 11 ratios (Dechow et al. 2011) - 3 ratios (Cecchini et al. 2010)
- depreciation index (based on Beneish 1999) - retained earnings over
total assets (based on Summers/Sweeney 1998) - EBIT (based on

Summers/Sweeney 1998)
Compute lagged variables

## set lagged variables
df data all <- df data all %>%
mutate (
lag gvkey lag (gvkey),
lag fyear = lag(fyear),
lag at = lag(at)
)

## reorder columns

col order2 <- e("fyear", "lag fyear", "gvkey", "lag gvkey", "sich", "p aaer",
"misstatement", "understatement", "act", "ap", "at",
Illagiatll, "Ceq", "Che", "COgS", "CShOH, "dlcl" lldltiSH,
"dltt”, "dp”, "ib”, "inth, "iVaO", "iVSt", "lct", lllt",
Ilnill’ llppegt", llpstk", llre", llrect", "Sale", "SStk", "txp",
"tXt", "Xint", "prCC_f","C_reV", "C_rec", "C_COgS", "C_inv",
"c reserve", "c _debt", "c mkt sec", "c inc exp se",
"c asset", "c pay", "c liab", "reason", "explanation")

df data all <- df data all[, col order2]

## remove temporary objects
rm(col order2)

## handling missing values of lag gvkey
df data all <- df data all %>%
group_by (gvkey) %>%

mutate (
lag fyear = ifelse(lag(gvkey) !'= gvkey, NA, lag fyear),
lag at = ifelse(lag(gvkey) != gvkey, NA, lag at)
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) $>%
ungroup ()

dch_wc = changes in working capital accruals

## working capital
df data all <- df data all %>%

mutate (
txp = ifelse(is.na(txp), 0, txp),
wc = (act - che) - (lct - dlc - txp),

lag wc = lag(wc)
)

## changes in working capital accruals
df data all <- df data all %>%
mutate (
ch wc = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
wc - lag wc, NA)
)

## changes in working capital accruals as a percentage of total assets
df data all <- df data all %>%
mutate (
dch wec = ch we * 2 / (at + lag_at)
)

ch_rsst = changes in RSST_ accruals

## compute nco
df data_all <- df data all %>%

mutate (
ivao = ifelse(is.na(ivao), 0, ivao),
nco = (at - act - ivao) - (1t - lct - dltt),

lag nco = lag(nco)

)

## compute ch nco
df data all <- df data all %>%
mutate (
ch nco = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
nco - lag nco, NA)

)

## compute fin and lag fin
df data all <- df data all %>%

mutate (
ivst = ifelse(is.na(ivst), 0, ivst),
pstk = ifelse(is.na(pstk), 0, pstk),

fin = (ivst + ivao) - (dltt + dlc + pstk),
lag fin = lag(fin)
)

## compute ch fin
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df data all <- df data all %>%
mutate (
ch fin = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
fin - lag fin, NA)
)

## compute ch rsst
df data all <- df data all %>%
mutate (
ch rsst = (ch wc + ch nco + ch fin) * 2 / (at + lag at)

)

dch_rec = changes in receivables

## compute lag rect
df data all <- df data all %>%
arrange (gvkey, fyear) %>%
mutate (
lag rect = lag(rect)
)

## compute ch rec
df data all <- df data all %>%
mutate (
ch rec = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
rect - lag rect, NA)
)

## compute dch_rec
df data all <- df data_all %>%
mutate (
dch rec = ch rec * 2 / (at + lag_at)
)

dch inv = changes in inventories

## compute ch_inv and dch_inv
df data all <- df data all %>%

arrange (gvkey, fyear) %>%

mutate (
lag invt = lag(invt),
ch inv = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,

invt - lag invt, NA),
dch inv = ch inv * 2 / (at + lag_at)
)

soft assets = percentage of soft assets

Bao et al. list ppegt (Legacy CST Item Number 7) in their dataset but
ppent (Legacy CST Item Number 8) in their sas coding. I.e., for
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subsequent computation of financial ratios they are actually using the
net instead of the gross item, which is included in their raw data
items. In footnote 12 they highlight the differing usage of Dechow et
al. and Cecchini et al. but conclude to treat both equivalently. To be
consistent, I only use the ppegt item as a raw data item and for
subsequent computation of soft assets and the depreciation index.

## compute soft assets
df data all <- df data all %>%
mutate (
soft assets = (at - ppegt - che) / at
)

ch cs = percentage change in cash sales

## compute cs and ch cs
df data all <- df data all %>%

mutate (
lag rect = lag(rect),
cs = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
sale - (rect - lag rect), NAa),
lag cs = lag(cs),
ch cs = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,

(cs - lag _cs) / lag_cs, NA)

ch cm = change in cash margin

## compute cm and ch_cm
df data all <- df data all %>%
arrange (gvkey, fyear) %>%
mutate (
lag_ap = lag(ap),
lag invt = lag(invt),
lag rect = lag(rect),

cmm = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
(cogs- (invt-lag invt)+(ap-lag_ap))/ (sale-(rect-lag rect)),
NA),

cm = 1 - cmm,

lag cm = lag(cm),

ch cm = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,

(cm-lag_cm)/lag_cm, NA)

df data all <- df data all %>%
mutate (
ch cm = ifelse(is.na(cogs) | is.na(sale), NA, ch cm)

)

ch_roa = change in return on assets
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## compute roa and ch_roa
df data all <- df data all %>%
mutate (
roa = ni*2/(at+lag at),
lag roa = lag(roa),
ch roa = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
roa - lag roa, NA)

ch_ib = changes in free cash flow

## compute ch ib
df data all <- df data all %>%

mutate (
lag ib = lag(ib),
ch ib = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,

(ib-lag ib) *2/ (at+lag at), NA)

issue = actual issuance

## compute actual issuance dummy
df data all <- df data all %>%
mutate (
issue = case_when (

sstk > 0 ~ 1,
dltis > 0 ~ 1,
is.na(sstk) & is.na(dltis) ~ NA real ,
TRUE ~ 0

bm = book-to-market

## compute bm
df data all <- df data all %>%
mutate (
bm = ceq/ (prcc_f*csho)
)

Cecchini et al. 2010
dpi = depreciation index (based on Beneish 1999)
## compute dpi

df data all <- df data all %>%
arrange (gvkey, fyear) %>%
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mutate (
lag_dp = lag(dp),
lag_ppegt = lag(ppegt),
dpi = ifelse(lag gvkey == gvkey & lag fyear == fyear - 1,
(lag_dp/(lag dp + lag ppegt))/(dp/(dp + ppegt)), NA)

reoa = retained earnings over assets (based on Summers/Sweeney 1998)

## compute reoa
df data all <- df data all %>%
mutate (
reoa = re / at

)

EBIT = earnings before interest and tax (based on Summers/Sweeney 1998)

## compute EBIT
df data all <- df data all %>%
mutate (
EBIT = (ni + xint + txt)/at
)

Remove all temporary variables

df data all <- df data all %>%
select (-c(lag fyear, lag gvkey, lag at, wc, lag wc, ch wc, nco, lag nco,
ch nco, fin, lag fin, ch fin, lag rect, ch rec, ch inv, lag invt,
cs, lag cs, lag ap, cmm, cm, roa, lag roa, lag ib, lag dp,
lag ppegt, lag cm))

Reformat variables’ classes and reorder columns

Usually, variables which should be formatted as factors need to be
manipulated manually. If the variables’ values consist out of numbers,
the type will be automatically set as integer (int) or numeric (num). In
case of other characters, the type will be set as character (chr),

i.e. string/textual data.

## change classes to factor
df data all <- df data all %>%
mutate_each_(funs (factor(.)),
c("misstatement", "understatement", "issue")) %>%
mutate_each (funs(as.integer), vars("fyear", "gvkey", "p_ aaer"))

## reorder columns
col order <- c¢("fyear", "gvkey", "sich", "p aaer", "misstatement",
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"Understatement", "act", uapu, "at", "Ceq", "Che", "COgS",
"CShO" lldlcll "dltisll lldltt" Hdp" Hib" llinvt" llivaoll
r 14 r 14 14 14 14 ’
"iVSt", "lct", "lt", "l’li", "ppegt", "pstk", "re", "rect",
"Sale", "SStk", lltxpll, "txt", "Xint", Hprcc_f", Hdch_wcll’
"ch rsst", "dch rec", "dch inv", "soft assets", "ch cs",
"Ch_Cm", "Ch_roa", "Ch_ib", "j.SSUe", "bmH, "dpi"’ llreoa"’
"EBIT", "c_rev", "c rec", "c cogs", "c inv", "c reserve",
"c _debt", "c mkt sec", "c inc exp se", "c asset", "c pay",

"c liab", "reason", "explanation")
df data all <- df data all[, col order]

## remove temporary objects
rm(col order)

Filter for missing values

Filter for at (assets, total) should eliminate incomplete data. This
dataset is temporaryly stored for descriptive purposes while all firms
(espec. regarding peculiarities of certain industries with e.g. specific
missing variables) are maintained.

## remove observations with at = na (Bao et al. 2020)
df data all <- df data all %>%
filter ((!is.na(at)))

Filter for missing values within the raw financial data items eliminates
further incomplete data. This dataset is finally used for building the
model.

## remove observations with na (Bao et al. 2020)
df data <- df data all %>%
filter_ at(vars(act, ap, at, ceq, che, cogs, csho, dlc, dltis, dltt, dp, ib,
invt, ivao, ivst, 1lct, 1lt, ni, ppegt, pstk, re, rect, sale,
sstk, txp, txt, xint, prcc_f),all vars(!is.na(.)))

rm(df data all)

Replace special values

Some subsequent computations with financial ratio features cannot handle
special values (NaN, (-)Inf) and have to be eliminated.

## eliminate special values
df data <- df data %>%
mutate (across (c(dch _wc, ch rsst, dch rec, dch inv, soft assets, ch cs,
ch ecm, ch roa, ch ib, issue, bm, dpi, reoa, EBIT),
~ ifelse(. %in% c("NaN", "Inf", "-Inf"), NA, .)))
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Filter for Finance, Insurance and Real Estate (SIC = 6???)

Remove all remaining observations of firms’ SIC starting with 6,
i.e. from the Finance, Insurance and Real Estate Industry.

## remove observations with SIC = 6????
df data <- df data %>%
filter(!'sich %in% (6000:6999))

Normalize raw financial data items in separate dataframe

model var norm <- c¢("act","ap","at","ceq","che","cogs", "csho","dlc","dltis",
"dltt”, Hdp", "ib”, Hinvt", "iVaO”, Hivst", "lct", "ltll, llni",
"ppegt", "pstk”, Hre", "rect”, ”Sale", "SStk”, HtXpH, "txt",
"Xj_nt", llprccif")

df data norm <- df data %>%
rowwise () %>%
mutate (norm vec = sqrt(sum(act”2,ap”2,at”2,ceq”2,che”*2,cogs”*2,csho”2,dlc”2,
dltis”*2,dltt*2,dp”2,ib*2,invt"2,ivao”*2,ivst*2,
lct?2,1t*2,ni"2,ppegt”2,pstk”2, re”2, rect”2,sale”?2,
sstk”2, txp”t2,txt”2,xint”2,prcc_£%2)))

df data norm <- df data norm %>%
rowwise %>%
mutate (across (all_of (model var norm), =~ . / norm vec)) %>%
select (-norm vec)

Store dataframes as RDA files
setwd (filepath preprocess)

## save raw and normalized dataframes
save (df data, file = "df data.Rda")

save (df data norm, file = "df data norm.Rda")

## remove temporary objects
rm(df data, df data norm, model var norm)
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Appendix B: Code — Descriptive Statistics

Setup

## load packages
library (tidyverse)
library (knitr)
library (kableExtra)

Import data
setwd (filepath preprocess)
## import raw and normalized dataframes

load(file = "df data.rda")
load(file = "df data norm.rda")

Descriptive Tables
Table: Firm Years & Fraud Frequency over Time (excluding SIC = 67??7?)

## create descriptive table with firm years and fraud frequencies
df data distribution <- df data %>%

select (fyear, sich, misstatement) %>%

group_by (fyear) %>%

summarise (
num total = n(),
num misstate = sum(misstatement == 1),
percentage misstate = round((num misstate / num total)*100, digits = 4)

)

Table: Number of Firms and Frequency of Fraud over Years

## create summarized bottom row
total row <- data.frame (
fyear = "Total",
num_total = sum(df data distribution$num total),
num misstate = sum(df data distribution$num misstate),
percentage misstate = round(mean(df data distribution$percentage misstate),
digits = 4)

df data distribution <- df data distribution %>%
mutate (fyear = as.character (fyear))
df_data distribution <- add_row(df_data_distribution, total_ row)

df data distribution <- df data distribution %>%
rename (c ("Year" = fyear,
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"Number of Firms" = num total,
"Number of Fraud Firms" = num misstate,
"Percentage of Fraud Firms" = percentage misstate))

## table which illustrates the number of firm and fraud years with the
## corresponding percentages (with and without finance industries)
table distribution <- kable (
df data distribution,
format = "html",
col.names = c("Year",
"Number of Firms",
"Number of Fraud Firms",
"Percentage of Fraud Firms")

) %
row_spec (42, bold = TRUE) $%>%
kable styling(bootstrap options = "striped", full width = FALSE)

## remove temporary objects
rm(total row)

Filter time range

## filter for time range between 1990 (Bao et al. 2020)
## and 2019 (last detected misstatement by AAERs until 2021)
df data <- df data %>%

filter (fyear %in% (1990:2019))

df data norm <- df data norm %>%
filter (fyear %in% (1990:2019))

Accounts affected by Fraud: 1990 - 2019

## select variables of interest and filter for fraud cases
df data fraud <- df data %>%
select (fyear, gvkey, sich, p aaer, misstatement, understatement, c_ rev,
c _rec, c_cogs, c_inv, c reserve, c debt, c mkt sec, c_inc _exp se,
c_asset, c_pay, c_liab) %>%
filter (misstatement == 1) %>%
mutate (acc_affected = rowSums (select(., ¢ rev, ¢ rec, c _cogs, c_inv,
c reserve, c_debt, c mkt sec,
c_inc_exp se, c_asset, c pay, c_ liab),
na.rm = TRUE))

## number of Fraudulent Firm Years (1990-2019)
fraud firmyears 19902019 <- as.numeric (nrow(df data fraud))

## count affected accounts per Fraud Case
df data fraud no <- df data fraud %>%
group_by (acc_affected) %>%
count () %>%
arrange (acc_affected) %>%
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rename (c ("Number of Accounts Affected" = acc affected,
"Frequency" = n)) %>%
mutate (Percentage = (round((Frequency / fraud firmyears 19902019),
digits = 4)))

## create table
table fraud no <- kable (
df data fraud no,

format = "html",

col.names = c("Number of Accounts Affected", "Frequency", "Percentage")
) %>%

kable styling(bootstrap options = "striped", full width = FALSE)

## count affected accounts overall
df data fraud acc <- df data fraud %>%

summarise (
"Misstated revenue" = sum(c_rev),
"Misstated accounts receivable" = sum(c rec),
"Misstated cost of goods sold" = sum(c_cogs),
"Misstated inventory" = sum(c_inv),
"Misstated reserve account" = sum(c reserve),
"Misstated allowance for bad debt" = sum(c debt),
"Misstated marketable securities" = sum(c mkt sec),

"Misstatement of other expense-shareholder equity account" =
sum(c_inc exp se),

"Capitalized costs as assets" = sum(c asset),
"Misstated payables" = sum(c pay),
"Misstated liabilities" = sum(c_liab)

) $>%

t() %%

as.data.frame () %>%

rename (Frequency = V1) $%>%

rownames_to_column ("Account Affected") %>%

arrange (desc (Frequency)) %>%

mutate (Percentage = (round((Frequency / fraud firmyears 19902019),
digits = 4)))

table_ fraud_acc <- kable(
df data fraud acc,

format = "html",

col.names = c("Account Affected", "Frequency", "Percentage")

) $>%

kable_styling(bootstrap options = "striped", full width = FALSE)

## remove temporary objects
rm(df data fraud, fraud firmyears 19902019)

Store Dataframes as RDA files and Tables
setwd (filepath descriptive)

## save preprocessed dataframes

save (df data, file = "df data.Rda")

save (df data norm, file = "df data norm.Rda")

save (df data fraud acc, file = "df data fraud acc.Rda")
save (df data fraud no, file = "df data fraud no.Rda")
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## save csv files for desriptive purposes

write.csv2 (df data distribution, file = "df data distribution.csv")
write.csv2 (df data fraud acc, file = "df data fraud acc.csv")
write.csv2 (df data fraud no, file = "df data fraud no.csv")

## remove temporary objects
rm(df data, df data norm, df data fraud acc, df data fraud no,

df data distribution, table distribution, table fraud acc, table fraud no)
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Appendix C: Code — Model Training

Setup

## basic packages

library (tidyverse)

library (knitr)

library (rmarkdown)

theme set (theme classic())

## data processing
library (data.table)

## training and validation
library (caret)

library (adabag)

## performance evaluation
library (pROC)

## visualization
library (svglite)

Import data
setwd (filepath descriptive)

## import preprocessed dataframes
load(file = "df data.rda")
load(file = "df data norm.rda")

Train benchmark models

Below, two logistic regression model comparable to the benchmark models by

Bao et al. (2020) are trained based on:
raw financial items (normalized) logit

The models are trained (1990-2001) only for one test period
if the in previous research demonstrated superior performance of more
complex models also applies for the models trained belwo.
subsequently compared to the RUSBoost model.

## model formulas

log ratio formula <- misstatement ~ dch wc + ch rsst + dch rec + dch_inv +
soft assets + ch ¢cs + ch cm + ch roa +
ch ib + issue + bm + dpi + reoa + EBIT

log norm formula <- misstatement ~ act + ap + at + ceq + che + cogs + csho +

dlc + dltis + dltt + dp + ib + invt +
ivao + ivst + lct + 1t + ni + ppegt +
pstk + re + rect + sale + sstk + txp +
txt + xint + prcc f

14 financial ratios logit 2)

28

to check

Both models are
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## training periods

data train ratio 03 <- df data %>%
filter (between (fyear, 1990, 2001))

data train norm 03 <- df data norm %>%
filter (between (fyear, 1990, 2001))

## test period

data test ratio 03 <- df data %>%
filter (fyear == 2003)

data test norm 03 <- df data norm %>%

filter (fyear == 2003)

## logistic regression models (logit)
model log ratio 03 <- glm(log ratio formula,
family = "binomial",
data = data train ratio 03)
model log norm 03 <- glm(log norm formula,
family = "binomial",
data = data train norm 03)

## save logit models
saveRDS (model log norm 03, "model log norm 03.rds")

save (model log norm 03, file = "model log norm 03.RData")
saveRDS (model log ratio 03, "model log ratio 03.rds")
save (model log ratio 03, file = "model log ratio 03.RData")

## predictor

model log ratio 03 pred <- predict(model log ratio 03,
newdata = data_test ratio 03,
type = "response")

model log norm 03 pred <- predict(model log norm 03,
newdata = data test norm 03,

type = "response")

## performance AUC

model log ratio 03 auc <- roc(response = data test ratio 03$misstatement,
predictor = model log ratio 03 pred,
metric = "auc")

model log norm 03 auc <- roc(response = data_test_norm_O3$misstatement,
predictor = model log norm 03 pred,
metric = "auc")

## remove temporary objects
rm (model log ratio 03, model log norm 03, model log ratio 03 pred,

model log norm 03 pred, df data norm, data test ratio 03,
data test norm 03)

Train RUSBoost models
Hyperparameter Tuning

Data split
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For purposes of hyperparameter tuning I use the following training and
validation periods: - Training Period: 1990-1999 - Validation Period: 2000-
2001

This step is conducted within the trainControl-function using the method
timeslice.

Sampling

RUSBoost is manuallay adapted incorporating the AdaBoost.Ml-algorithm and

the random downsampling (also in trainControl). I use this manual approach
rather than a predefined function (e.g. rus()from the embc-package because
of compatibility issues, which would otherwise arise in combination with

further packages).

Hyperparameters

The AdaBoost.Ml-algorithm only requires tuning of three parameters (based on
adabag-package) . Depending on the software and package, these parameters may
vary slightly. Here, the following parameters can be tuned: - mfinal: Number
of trees - maxdepth: Maximum Tree Depth - coeflearn: Coefficient Type

I conduct a grid search, which varies the number of trees from 100:3,000
(steps of 100), the maximum depth of trees from 1 to 10, and all three
available learning coefficients (Breiman, Freund, and Zhu).

Below the package doParallel and its main function is used for parallel
computing of similar processes. In all places where this made sense, I have
parallelized the computing processes in order to save computing time.

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## select training data for normalized and non-normalized finanical items
data train 03 <- df data %>%
filter (fyear >= 1990 & fyear <= 2001) %>%
mutate (misstatement = ifelse (misstatement == 0,"No","Yes")) %>%
arrange (fyear)

data train norm 03 <- df data norm %>%
filter (fyear >= 1990 & fyear <= 2001) %>%
mutate (misstatement = ifelse (misstatement == 0, '"No","Yes")) %>%
arrange (fyear)

## formula

ada formula <- misstatement ~ act + ap + at + ceq + che + cogs + csho +
dlc + dltis + dltt + dp + ib + invt + ivao +
ivst + lct + 1t + ni + ppegt + pstk + re +
rect + sale + sstk + txp + txt + xint + prcc f

## grid search
ada_grid <- expand.grid(mfinal = ¢(1:30)*100,
maxdepth = ¢(1:10),
coeflearn = c¢("Breiman", "Freund", "Zhu"))

## further training parameters (timeslices, sampling, and metrics)
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## set training data
obs train <- data train 03 %>%

filter (fyear >= 1990 & fyear <= 1999) %$>%
nrow ()

## set validation data

obs valid <- data train 03 %>%
filter (fyear >= 2000 & fyear <= 2001) %>%

nrow ()

## assign train and validation periods, set timeslices and random undersampling
ada ctrl <- trainControl (method = "timeslice",
initialWindow = obs train,
horizon = obs valid,
fixedWindow = FALSE,
sampling = "down",
classProbs = TRUE,
summaryFunction = twoClassSummary)

## train model (non-normalized items)

model ada down valid <- caret::train(ada formula,
data = data train 03,
method = "AdaBoost.M1",
metric = "ROC",
tuneGrid = ada grid,
trControl = ada ctrl)

## train models (normalized items)

model ada down norm valid <- caret::train(ada formula,
data = data train norm 03,
method = "AdaBoost.M1",
metric = "ROC",
tuneGrid = ada grid,
trControl = ada ctrl)

## stop parallel computing
stopCluster (cl)

## remove temporary objects
rm(obs train, obs valid, ada grid, ada ctrl, cl)

Visualization

The following code visualizes the results of the hyperparameter tuing in
two different ways. Based on these results the hyperparameters for the
subsequent model trainings are selected.

## visualization 1 of hyperparameter tuning's grid search
trellis.par.set (caretTheme ())

plot (model ada down valid)

ggplot (model ada down valid)

plot (model ada down valid, metric = "Accuracy", plotType = "level",
scales = list(x = list(rot = 90)))
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valided plot <- ggplot(model ada down valid)

## visualization 2 of hyperparameter tuning's grid search
valided plot2 <- ggplot(model ada down valid,

metric = "ROC",

plotType = "level",

scales = list(x = list(rot = 90))) +
scale_fill gradient2 (low="magenta",

high="cyan",

mid="white",

midpoint=0.77) +

scale x discrete(breaks = c(0,
1000,
2000,
3000),
labels = e¢("0",

"1000",
"2000",
"3000™))

setwd ("C:/Users/Loesse/sciebo/5-Projekt/30 PAPER3/70 CODE/30 training")

## save validation model
saveRDS (model ada down valid, "model ada down valided.rds")
save (model ada down valid, file = "model ada down valided.RData")

## save validation plots
ggsave (file="valided plot wide.svg", plot=valided plot, width=15, height=8)
ggsave (file="valided plot 2.svg", plot=valided plot2, width=10, height=8)

## print validation plots
print(valided plot)
print(valided plot2)

Hyperparater selection
Number of trees:

Around the size of 1000 the performance is still quite volatile. The
performance seems to stabilize, especially for deeper trees, in the range
between 2000 and 3000 trees. Thus, I set the size of the ensemble to 3,000
trees: mfinal = 3000.

Maximum depth of trees:

Except for one outlier (maxdepth = 6 and coefleran = "Breiman"), deeper trees
seem to be superior through all types of coefficients. Especially, the
deepest trees with a depth of 10 in the case of the learning coefficients
“Freund” and “Zhu” achieves a superior performance. Thus, I set the maximum
depth of the trees to 10: maxdepth = 10.

Coefficient type:
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Among the types of learning coefficients, “Freund” achieves the most
consistent results for deep trees. Thus, I set the learning coefficient to
“Freund”: coeflearn = "Freund".

Costs and Threshold

Due to different misclassification costs, depending on the type of error, I
determine a cost-efficient threshold for subsequent predictions. Here, the
calculation of costs cannot be completely objective. The paper addresses
multiple perspectives, especially comprising auditors, investors and
regulators/enforcement authorities. Their individual misclassification
costs vary, however, the literature is unanimous that false negatives are
significantly more costly than false positives. Beneish (1997, 1999)
considers a cost ratio of 20:1 to 30:1 to be appropriate for investors.
Cecchini et al. (2010) differentiate less between the addressees and
determines a ratio of 50:1 as adequate. I use cost ratios from 10:1 to
100:1 to calculate an abstract cost measure. The range covers the
previously mentioned ratios and includes a reserve for more severe cost
ratios.

To determine the optimal threshold, I use costs calculated for unused data
from 2002.

Predictor based on 2002 for cost-efficient Cutoff Optimization

The selection of cost efficient thresholds under the previously described
assumptions, is conducted using the data from 2002, which is neither part
of the training data nor of the test data. The naming of the R objects only
refers to “03” since this is the first period on which the thresholds are
later applied. Therefore, in a first step, a predictor is required. I
manually adjusted the computation of the following two chunks of code, the
predictor and costs were calculated for the 1) normalized data and for the
2) non-normalized data. Thus, the code shown refers to the objects of the
non-normalized version.

## select data from 2002 as a basis to select cost efficient thresholds
data cutoff 03 <- df data %>%
filter (fyear == 2002)

## build a predictor based on unused data from 2002

model ada down valid pred <- predict(model ada down valid,
newdata = data cutoff 03,
type = "prob")

model ada down valid pred <- model ada down valid pred[["Yes"]]

## compute performance using auc

model ada down valid auc <- roc(response = data cutoff 03$misstatement,
predictor= model ada down valid pred,
metric = "auc")

## plot auc
plot model ada down valid auc <- plot(model ada down valid auc,
xlim=ec(1,0),
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ylim=c(0,1),
col="blue",
print.auc=TRUE,
auc.polygon=TRUE,

auc.polygon.col="gray",
max.auc.polygon=TRUE)

print (plot model ada down valid auc)

## remove temporary objects
rm (model ada down valid pred)

Comparision of different Cost-Ratios for varying Cutoff Thresholds

As described above, the effects of different thresholds are computed for 1)

normalized and 2) non-normalized data.

manually after the normalized version had been processed.
code for the non-normalized version is shown below.

## select actual misstatements

model ada down valid act <- data cutoff 03$misstatement

## empty dataframe to be filled

cutoff optimization <- data.frame (Cost Ratio = numeric(0),

Threshold = numeric(0),
Total Cost = numeric(0),
TPR = numeric(0),

FPR = numeric (0))

## loop for computing metrics for different cutoffs

for (threshold in seq(0, 1, by =
for (cost fn factor in seq(10,

cost fp <-1
cost fn <- cost fn factor

0.01)) {
100, by = 10)) {

## compute labels based on threshold
predicted labels <- as.factor (ifelse(model ada down valid pred >= threshold,

## compute tp, fp, tn, fn

tp <- sum(predicted labels ==
fp <- sum(predicted labels ==
tn <- sum(predicted labels ==
fn <- sum(predicted labels ==

o O

1, 0))

model ada down valid act
model ada down valid act
model ada down valid act
model ada down valid act

R

## compuate total misclassification costs

total cost <- (cost fp * fp) +
## compute tpr, fpr

tpr <- tp / (tp + fn)

fpr <- fp / (fp + tn)

## append results to dataframe

(cost _fn * fn)

This adjustment has been done

Therefore,

1)
0)
0)
1)

the
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cutoff optimization <- bind rows(cutoff optimization,
data.frame (Cost Ratio = cost fn factor,
Threshold = threshold,
Total Cost = total cost,
TPR = tpr,
FPR = fpr))

## tabulate optimal cutoffs based on cost ratio and minimal total costs
cutoff optimals <- cutoff optimization %>%

group_by (Cost Ratio) %>%

summarize (Min Total Cost = min(Total Cost),

Associated Threshold = Threshold[which.min(Total Cost)]) %>%
mutate (Cost Ratio = e("10:1", "20:1", "30:1", "40:1", "50:1", "60:1",
"70:1", "80:1", "90:1", "100:1")) %>%

mutate (Cost Ratio = as.factor (Cost Ratio))

cutoff optimals$Cost Ratio <- factor (cutoff optimals$Cost Ratio,
levels = ¢("100:1", "90:1", "80:1",

"70:1", "60:1", "50:1",
"40:1", "30:1", "20:1",
"10:1"))
## mutate tabular cutoff data
cutoff optimization <- cutoff optimization %>%
mutate (Cost Ratio = paste(as.character (Cost Ratio),":1"), collapse= NULL)
mutate (Cost Ratio = gsub(" ", "", Cost Ratio)) %>%

mutate (Cost Ratio = as.factor (Cost Ratio))

cutoff optimization$Cost Ratio <- factor(cutoff optimization$Cost Ratio,
levels = e("100:1", "90:1", "80:1",
"70:1", "60:1", "50:1",
"40:1", "30:1", "20:1",
"10:1"))

## figure total costs with different cost ratios for varying thresholds
plot total costs <- ggplot(cutoff optimization, aes(x = Threshold)) +
geom_line (aes(y Total Cost, color = Cost Ratio), size = 1) +
geom point(data = cutoff optimals, aes(x = Associated Threshold,
y = Min Total Cost,
color = Cost Ratio),

size = 3, shape = 19) +

labs (x = "Cutoff Threshold", y = "Cost Units") +
labs (color = "Cost Ratio") +

theme minimal () +

theme (axis.line = element_line(color = "black"))

print (cutoff optimals)
print (plot total costs)

## extract optimal cutoff for a assumed cost ratio of 50:1
cutoff optimal <- cutoff optimals %>%

filter (Cost Ratio == "50:1") %>%

pull (Associated Threshold)

%>%
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## save figure with costs for varying thresholds and table with optimal cutoffs
ggsave (file="plot total costs.svg", plot=plot total costs, width=12, height=8)
write.csv2 (cutoff optimals, file = "cutoff optimals.csv")

## remove temporary objects

rm(threshold, tp, tn, fp, fn, tpr, fpr, total cost, cost, cost fn,
cost fn factor, cost fp, cutoff optimization, cutoff optimals,
plot total costs)

Train models 2003 - 2019

Based on the hyperparameter optimization above, I train multiple
classification models for every single test year from 2003 to 2019 below. I
train models varying the two aspects: 1. Features: normalized vs. non-
normalized financial data items (normalized version indicated by suffix

" norm”)

2. Training period: rolling 10 years window or all available preceeding
years (rolling 10 years indicated by suffix “ fix”)

With regard to the training period: The two years before the test year are
excluded for both options. Thus, regarding e.g. the test year 2005, in the
case of a rolling 10 years window the training data covers data from 1993-
2002 and in the case of all available preceeding years, the training data
covers data from 1990-2002.

Therefore, for each year of test data 4 different models are trained: 1.
normalized & 10 years rolling window 2. normalized & all available
preceeding years 3. non-normalized & 10 years rolling window 4. non-
normalized & all available preceeding years

Set formula, hyperparameter and sampling approach

The formula sets the target variable “misstatement” and incorporates 28
financial data items as features. Hyperparameters are set as described
above, while the sampling procedure is set as random undersampling.

## formula

ada formula <- misstatement ~ act + ap + at + ceq + che + cogs + csho +
dlc + dltis + dltt + dp + ib + invt + ivao +
ivst + lct + 1t + ni + ppegt + pstk + re +
rect + sale + sstk + txp + txt + xint + prcc f

## hyperparameters
ada_grid test <- expand.grid(mfinal = 3000,
maxdepth = 10,

coeflearn = "Freund")
## sampling
ada ctrl test <- trainControl (method = "none",
sampling = "down",
classProbs = TRUE,
summaryFunction = twoClassSummary)
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Train Models: Option 1

Features: normalized
Training period: 10 years rolling window

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## loop for each test year
for (testyear in seq(2003, 2019, by = 1)) {

## select training data
data train <- df data norm %>%
filter (between (fyear, testyear-11, testyear-2)) %>%
mutate (misstatement = ifelse (misstatement == 0,"No","Yes"))

## train model

model <- caret::train(ada formula,
data = data_train,
method = "AdaBoost.M1",
metric = "ROC",
tuneGrid = ada grid test,
trControl = ada_ctrl test)

## rename model
model name <- pasteO("model rusboost norm fix ",
substr (as.character (testyear),
nchar (as.character (testyear)) - 1,
nchar (as.character (testyear))))

assign (model name, model)

## save trained models
save (model, file = paste0 (model name, ".RData"))

## remove temporary objects
rm(model, model name, data train)

## stop parallel computing
stopCluster (cl)

Train Models: Option 2

Features: normalized
Training period: all available preceeding years
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## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## loop for each test year
for (testyear in seq(2003, 2019, by = 1)) {

## select training data
data train <- df data norm %$>%
filter (between (fyear, 1990, testyear-2)) %>%
mutate (misstatement = ifelse (misstatement == 0,"No","Yes"))

## train model

model <- caret::train(ada_formula,
data = data train,
method = "AdaBoost.M1",
metric = "ROC",
tuneGrid = ada grid test,
trControl = ada ctrl test)

## rename model
model name <- pasteO("model rusboost norm ",
substr (as.character (testyear),
nchar (as.character (testyear)) - 1,
nchar (as.character (testyear))))
assign (model name, model)

## save trained models
save (model, file = pastel (model name, ".RData"))

## remove temporary objects
rm(model, model name, data train)

}

## stop parallel computing
stopCluster (cl)

Train Models: Option 3

Features: non-normalized
Training period: 10 years rolling window

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## loop for each test year
for (testyear in seq(2003, 2019, by = 1)) {
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## select training data
data train <- df data %>%
filter (between (fyear, testyear-11, testyear-2)) %>%
mutate (misstatement = ifelse (misstatement == 0,"No","Yes"))

## train model

model <- caret::train(ada formula,
data = data train,
method = "AdaBoost.M1",
metric = "ROC",
tuneGrid = ada grid test,
trControl = ada ctrl test)

## rename model
model name <- pasteO("model rusboost fix ",
substr (as.character (testyear),
nchar (as.character (testyear)) - 1,
nchar (as.character (testyear))))
assign (model name, model)

## save trained models
save (model, file = paste0 (model name, ".RData"))

## remove temporary objects
rm(model, model name, data train)

## stop parallel computing
stopCluster (cl)

Train Models: Option 4

Features: non-normalized
Training period: all available preceeding years

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## loop for each test year
for (testyear in seq(2003, 2019, by = 1)) {

## select training data
data train <- df data %>%
filter (between (fyear, 1990, testyear-2)) %>%
mutate (misstatement = ifelse (misstatement == 0, "No","Yes"))

## train model

model <- caret::train(ada formula,
data = data train,
method = "AdaBoost.M1",
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metric = "ROC",
tuneGrid = ada grid test,
trControl = ada ctrl test)

## rename model
model name <- pasteO("model rusboost ",
substr (as.character (testyear),
nchar (as.character (testyear)) - 1,
nchar (as.character (testyear))))
assign (model name, model)

## save trained models
save (model, file = paste0 (model name, ".RData"))

## remove temporary objects
rm (model, model name, data train)

}

## stop parallel computing
stopCluster (cl)

Classification Performance
RUSBoost

Below the classification performance for all 4 versions and for each
individual test years within the period between 2003 and 2019 is
calculated. To cover as much information as possible the following
performance measures are included: - AUC - Accuracy - Sensitivity -
Precision - Specificity - False Positive Rate

To compute the measures for all 4 versions, the following code has been run
4 times with manually adjusting for the options of normalized vs. non-
normalized features and the type of training period. The manual adjustments
are commented at the corresponding code lines below.

## dataframe for performance measures over testing periods
result performance <- data.frame ()

## loop for each test year
for (year in 2003:2019) {

## test data for each year
## manually set to df data (non-normalized) or df data norm (normalized)
test data <- df data %>%

filter (fyear == year)

## select model for the test year

## manually adjust to 4 versions (suffixes " _norm" & " _fix")
model name <- pasteO("model rusboost ", substr(year, 3, 4))
temp env <- new.env ()

load (model name, envir = temp env)

model <- temp env([[ls(temp env) [1]]]
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## compute predictions for test data
predictions <- predict(model, newdata = test data, type = "prob") [, 2]

## compute ROC and AUC
roc_obj <- roc(test_data$misstatement, predictions)
auc_value <- auc(roc_obj)

## performance measures based on cost-efficient threshold
## manually set to: for normalized data 0.51 & non-normalized data 0.53
pred class <- ifelse(predictions >= 0.53, 1, 0)

## append predictions and classification results to test data
test data <- test data %>%

add_column (prediction = as.factor(pred class))

test data <- test data %>%

mutate (
classification result = case_when (
misstatement == 1 & prediction == 1 ~ "tp",
misstatement == 1 & prediction == 0 ~ "fn",
misstatement == 0 & prediction == 1 ~ "fp",
misstatement == 0 & prediction == 0 ~ "tn")

)

## save test data for each year
## manually adjust to 4 versions (suffixes " _norm" & " fix")
test data name <- pasteO("test data ",
substr (as.character (year),
nchar (as.character (year)) - 1,
nchar (as.character (year))))
assign(test data name, test data)

## save test data including predictions and classification results
save (test _data, file = pastel(test data name, ".RData"))

## compute confusion matrix
cm <- confusionMatrix (table(pred class, test data$misstatement), positive = "1")

accuracy <- cm$overall["Accuracy"]
sensitivity <- cm$byClass["Sensitivity"]
specificity <- cm$byClass["Specificity"]
precision <- cm$byClass["Pos Pred Value"]
false positive rate <- 1 - specificity

## store performance values in temporary dataframe
temp df <- data.frame (

"Year" = year,

"AUC" = auc_value,

"Accuracy" = accuracy,

"Sensitivity" = sensitivity,

"Precision" = precision,

"Specificity" = specificity,

"False Positive Rate" = false positive rate

## append new column to the results dataframe
result performance <- rbind(result performance, temp df)

## remove temporary objects
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rm(test data, test data name, list = test data name)

## adjust performance dataframe

results performance <- result performance %>%
gather (key = "Metric", value = "Value", -Year) %>%
spread (key = "Year", value = "Value")

## arrange metrics and print results table

ordered metrics <- ¢("AUC", "Accuracy", "Sensitivity", "Precision",

"Specificity", "False.Positive.Rate")
results performance <- results performance[match (ordered metrics,

results:performance$Metric), ]

## count observations per year for aggregation of performance metrics

observations per year <- df data %>%
group_by (fyear) %>%
filter (between (fyear, 2003, 2019)) %>%
summarise (count = n()) %>%
t()

## save results as dataframes
## manually adjust to 4 versions (suffixes " _norm" & " fix")

write.csv2 (observations per year, file = "observations per year.csv")
write.csv2 (results performance, file = "results performance pos.csv")

## remove temporary objects
rm(ordered metrics, observations per year, results performance,
result performance, accuracy, false positive rate, precision,

sensitivity, specificity, year, model, model name, pred class, predictions,

roc_obj, auc_value, cm, temp df)

Comparison | RUSBoost and Logit

To compare the RUSBoost model I subsequently illustrate the performance of

the two benchmark models mentioned above and the performance of the
RUSBoost model. This is exemplary illustrated for the performance of the

test year 2003.

## load RUSBoost and test data
data test 03 <- df data %>%
filter (fyear == 2003)
model rusboost 03 <- readRDS ("model rusboost 03.rds")

## predictor

model rusboost 03 pred <- predict (model rusboost 03,
newdata = data test 03,
type = "prob")

model rusboost 03 pred <- model rusboost 03 pred[["Yes"]]

## performance AUC

model rusboost 03 auc <- roc(response = data_test 03Smisstatement,
predictor= model rusboost 03 pred,
metric = "auc")
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## plot with all three ROC
svg ("figure classification performance.svg")

plot(model log ratio 03 auc,
xlim = ¢(1, 0),
ylim = e¢(0, 1),
max.auc.polygon = TRUE,

col = "magenta")
lines (model log norm 03 auc,
col = "blue")
lines (model rusboost 03 auc,
col = "green")
legend ("bottomright", legend=c(paste("Logit Ratios (AUC = ",
round (auc (model log ratio 03 auc),
digits = 3), ")", sep=""),
paste ("Logit Raw Items (AUC = ",
round (auc (model log norm 03 auc),
digits = 3), ")", sep=""),
paste ("RUSBoost Raw Items (AUC = ",
round (auc (model rusboost 03 auc),
digits = 3), ")", sep="")),
col = c("magenta", "blue", "green"),
lty = 1,
lwd = 2,
cex = 0.8,

text.width = NULL)

dev.off ()
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Appendix D: Code — Model Explanations

Setup

## basic packages
library (tidyverse)
library (knitr)

library (rmarkdown)

## data processing
library (data.table)
library (Matrix)

## training and validation
library (glmnet)
library (gower)

## explanations
library (iml)

## visualizations

library (gridExtra)

library (grid)

library (ggridges)

library (ggthemes)

library (patchwork)
theme_set (theme minimal())

Import data
setwd (filepath descriptive)

## import preprocessed dataframes
load ("df data.RDa")
load ("df data norm.RDa")

Set target and features

Below, features and the target are assigned, as well as names for
additional columns for features explanation weights are defined.
Subsequently, the prefix ‘w_’ refers to LIME explanations and ‘s ' to
Shapley Values.

## assign features and target variables used in model training

features <_ c("act", llap", llat", "Ceq", "Che", IICOgS", IICShO", lldlCH,
"dltiS", lldltt'l, lldp"’ llibll, llinvt", llivaol', "j_VSt", "lCt",
"lt”, "l'li", "ppegt", llpstk", llre", llrect", "Sale", "Sstk",
IltXpH, lltxtll, 'Ixintll, llprccifll)

target <- c("misstatement")

## names for additional columns of features' weights
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features weights <- pasteO("w ", features)
features weights shapley <- paste0O("s ", features)

Create Predictors

Below, predictor objects are computed. Predictor objects hold the
classification model and its underlying training data. These are required
for subsequent computations of local explanations. Predictors are computed
for each test year individually and corresponding to previous steps for
both, normalized and non-normalized data. The code below is run twice,
manually adjusted for the normalized and non-normalized variants.
Technically, the ‘Predictor’ function of the ‘iml’ package is applied.

## loop for creating predictor objects for each test year (2003-2019)
## manually adjusted for both, normalized and non-normalized, data

for (testyear in 2003:2019) {
setwd (filepath training)

## select model for the test year
## [for normalized version manually set to "model rusboost norm fix "]
model name <- pasteO("model rusboost fix ",
substr (testyear, 3, 4),
" .RData")
temp env <- new.env ()
load (model name, envir = temp env)
model <- temp env[[ls(temp env) [1]]]

## select corresponding training data
## [for normalized version manually set to "df data norm"]
data_ train <- df data %>%
filter (between (fyear, testyear-11, testyear-2)) %>%
select (target, features) # %>%

## create predictor for each test data year

predictor <- Predictor$new (model,
data = data train[features],
y = data_train$misstatement)

## rename predictor
## [for normalized version manually set to "predictor norm fix "]
predictor name <- pasteO ("predictor fix ",
substr (as.character (testyear),
nchar (as.character (testyear)) - 1,
nchar (as.character (testyear))))
assign (predictor name, predictor)

## save trained predictors
setwd (filepath evaluation)

save (predictor, file = pastel(predictor name, ".RData"))

## remove temporary objects
rm (model, model name, data train, predictor, predictor name, temp env)
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LIME

Following, LIME and Shapley Values are computed. The calculations are
carried out in blocks, separately for LIME and Shapley Values. For LIME the
‘LocalModel’ function of the ‘iml’ package is applied. First, all true
positives and false negatives are calculated. Subsequently, 50 false
positives per test year are drawn separately at random, which are then also
explained with LIME and Shapley values.

For the numerically largest group, the true negatives, no explanations are
calculated, as this group of classification results - non-fraudulent
observations where no risk was classified - is of the least interest.

LIME | True Positives & False Negatives

Below, explanations are computed for true positive (tp) and false negative
(fn) predictions based on LIME. The code is run four times with manually
setting for “tp” or “fn” and for both variants of normalized and non-
normalized data.

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## manually adjusted test year due to long computation time
for (testyear in 2003:2019) {

## import predictor
setwd (filepath evaluation)

## [for normalized version manually set to "predictor norm fix "]
predictor name <- pasteO ("predictor fix ",
substr (testyear, 3, 4),
" .RData")
temp env <- new.env ()
load (predictor name, envir = temp env)
predictor <- temp env[[ls(temp env) [1]]]

## import test year data
setwd (filepath training)

## [for normalized version manually set to "test data norm fix "]
data name <- pasteO("test data fix ",
substr (testyear, 3, 4),
" .RData")
temp env <- new.env ()
load(data name, envir = temp env)
test data <- temp env([[ls(temp env) [1]]]

## add empty columns for subsequently calculated feature weights
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test data <- bind cols(test data,
setNames (data. frame (
matrix (NA, nrow = nrow(test data),
ncol = length (features weights))),
features weights))
test data <- test data %>%
mutate (across (all_of (features weights), as.double))

## for efficient memory usage
rm(temp env)
gc ()

## measure computation time
start = Sys.time ()

## loop for observations
## manually set for the type of classification result ("tp" and "fn")
for (i in l:nrow(test data)) {

if (test dataS$classification result[i] == "fn") {

## specify x.interest (only features of single observation)
lime features <- test datali,] %>%
select (all_of (features))

## compute explainer for individual observation
lime explain <- LocalModel$new (predictor,
k = 28,
x.interest = lime features)

## filter and select features' weights
lime effects <- lime explain$results %>%

filter(.class == "Yes") %>%

select (feature, effect) %>%

mutate (feature = pasteO("w ", feature)) %>%
t() %%

as.data.frame () %>%

setNames (.[1,]) %>%

slice(-1) %>%

mutate (across (everything (), as.numeric))

## for efficient memory usage
rm(lime explain, lime features)
gc ()

Sys.sleep(240)

gc ()

## insert features' weights
common_columns <- intersect (names(test data), names(lime effects))

for (column in common columns) {
test data[i, column] <- lime effects[[column]]

}

## for efficient memory usage
rm(column, common columns, lime effects)
gc ()
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Sys.sleep(240)
gc ()
}

## meausre computation time
print( Sys.time() - start )

## stop parallel computing
stopCluster (cl)

## save filled data

## [for normalized version manually set to "test data norm "]

## [manually setting "tp" or "fn'"]

setwd (filepath evaluation)

save (test data, file = pastel("test data ", substr(testyear, 3, 4),
" filled ", "fn", ".RData"))

rm(test data)
gc()

}

LIME | False Positives

Below, explanations are computed for false positives (fp) predictions based
on LIME. Due to the high number and long computation time, 50 false
positive classifications are randomly selected. The code is run twice with
manually setting for both variants of normalized and non-normalized data.

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## manually due to long computation time
for (testyear in 2003:2019) {

## import predictor
setwd (filepath evaluation)

## [for normalized version manually set to "predictor norm fix "]
predictor name <- pasteO ("predictor fix ",
substr (testyear, 3, 4),
".RData")
temp env <- new.env ()
load (predictor name, envir = temp env)
predictor <- temp env[[ls(temp env) [1]]]

## import test year data
setwd (filepath training)
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## [for normalized version manually set to "test data norm fix "]
data name <- pasteO("test data fix ",
substr (testyear, 3, 4),
" RData")
temp env <- new.env ()
load(data name, envir = temp env)
test data <- temp env[[ls(temp env) [1]]]

## add empty columns for subsequently calculated feature weights
test data <- bind cols(test data,
setNames (data. frame (
matrix (NA, nrow = nrow(test data),
ncol = length (features weights))),

features weights))

test data <- test data %>%
mutate (across (all_of (features weights), as.double))

## for efficient memory usage
rm(temp env)
gc()

## measure computation time
start = Sys.time ()

## select randomly 50 fp observations
fp indices <- which(test_data$classification_resul == "fp")
selected indices <- sample(fp indices, min(length(fp indices), 50))

## loop for observations
for (i in selected indices) {

## specify x.interest (only features of single observation)
lime features <- test datali,] %>%
select (all_of (features))

## compute explainer for individual observation
lime explain <- LocalModel$new (predictor,
k = 28,
x.interest = lime features)

## filter and select features' weights
lime effects <- lime explain$results $>%

filter(.class == "Yes") %>%

select (feature, effect) %>%

mutate (feature = pasteO("w ", feature)) %>%
t() %$>%

as.data.frame () %>%

setNames (. [1,]) %>%

slice(-1) %>%

mutate (across (everything (), as.numeric))

## for efficient memory usage
rm(lime explain, lime features)
gc ()

Sys.sleep (30)

gc ()
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## insert features' weights
common columns <- intersect (names(test data), names(lime effects))

for (column in common columns) {
test data[i, column] <- lime effects[[column]]

}

## for efficient memory usage
rm(column, common columns, lime effects)
gc ()

Sys.sleep (45)

gc ()

## measure computation time

print( Sys.time() - start )
gc()

Sys.sleep(120)

gc()

## stop parallel computing
stopCluster (cl)

## save filled data

## [for normalized version manually set to "test data norm "]

setwd (filepath evaluation)

save (test data, file = pasteO("test data ", substr(testyear, 3, 4),
" filled ", "fp", ".RData"))

rm(test data)
gc ()
Sys.sleep(240)
gc ()

}

LIME | Visualization

Individually performed for selected examples to be illustrated. Below,
illustrated for fyear = 2014, GVKEY = 14304, AAER = 3931 (additionally
conducted for fyear = 2010, GVKEY = 25405, AAER = 3840).

## select specific observation with individual LIME (non-normalized)
df 2014 14304 raw lime <- test data 14 filled lime tp.RData %>%

filter (gvkey == 14304) %>%

filter (fyear == 2014) %>%

select (features weights) %>%

transpose () %>%

rename (effect = V1) %>%

mutate (feature = features) %>%
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select (feature, everything())

## select specific observation with individual LIME (normalized)
df 2014 14304 norm lime <- test data norm 14 filled lime tp.RData %>%
filter (gvkey == 14304) %>%
filter (fyear == 2014) %>%
select (features weights) %>%
transpose () %>%
rename (effect = V1) %>%
mutate (feature = features) %>%
select (feature, everything())

## ggplot of explanation LIME, non-normalized
plot 2014 14304 raw lime <- df 2014 14304 raw lime %>%

filter(.class == "Yes") %>%
mutate (is special = ifelse(feature == "rect", "highlight", "normal")) $%>%
ggplot (aes (x = reorder (feature, effect), y = effect, fill = is special)) +
facet wrap(~ .class, ncol = 2) +
geom bar (stat = "identity", alpha = 0.8) +
scale fill manual (values = c("highlight" = "orange",
"normal" ="darkgrey")) +
coord flip() +
labs (title = "LIME, non-normalized",
x = "Feature",
y = "Effect") +
guides (fill = FALSE) +
theme (
plot.title = element_text (hjust = 0.5)

) +

scale_y continuous(limits = c(
-max (abs (lime explain$results$effect)),
max (abs (lime explain$results$effect))))

print(plot 2014 14304 raw_lime)

## ggplot of explanation LIME, normalized
plot 2014 14304 norm lime <- df 2014 14304 norm lime %>%

filter (.class == "Yes") %>%
mutate (is special = ifelse(feature == "rect", "highlight", "normal")) %>%
ggplot (aes (x = reorder (feature, effect), y = effect, fill = is special)) +
facet _wrap(~ .class, ncol = 2) +
geom bar (stat = "identity", alpha = 0.8) +
scale fill manual (values = c¢("highlight" = "orange",
"normal" ="darkgrey")) +
coord flip() +
labs(title = "LIME, normalized",
x = "Feature",
y = "Effect") +
guides (fill = FALSE) +
theme (
plot.title = element_text (hjust = 0.5)

) +

scale y continuous(limits = c(
-max (abs (lime explain$results$effect)),
max (abs (1ime explainS$results$effect))))

print (plot 2014 14304 norm lime)
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## combine plots

plot 2014 14304 combined lime <-
plot 2014 14304 norm lime +
plot 2014 14304 raw lime

## save illustrations

ggsave (file="plot 2014 14304 norm lime.svg",
plot = plot 2014 14304 norm lime,
width = 5, height = 5)

ggsave (file="plot 2014 14304 raw lime.svg",
plot = plot 2014 14304 raw lime,
width = 5, height = 5)

ggsave (file="plot 2014 14304 combined lime.svg",
plot = plot 2014 14304 combined lime,
width = 10, height = 5)

Shapley Values

Following, Shapley Values are computed. The calculations are carried out in
blocks and apply the ‘Shapley’ function of the ‘iml’ package. First, all
true positives and false negatives are calculated. Subsequently, 50 false
positives per test year are drawn separately at random, which are then also
explained with Shapley wvalues.

For the numerically largest group, the true negatives, no explanations are
calculated, as this group of classification results - non-fraudulent
observations where no risk was classified - is of the least interest.

Shapley Values | True Positives & False Negatives

Below, explanations are computed for true positive (tp) and false negative
(fn) predictions based on Shapley Values. The code is run four times with
manually setting for “tp” or “fn” and for both variants of normalized and
non-normalized data.

## start parallel computing
library (doParallel)

cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## manually due to long computation time
for (testyear in 2003:2019) {

## import predictor
setwd (filepath evaluation)

## manually set
## [for normalized version manually set to "predictor norm fix "]
predictor name <- pasteO ("predictor fix ",
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substr (testyear, 3, 4),
" .RData")

temp env <- new.env ()

load (predictor name, envir = temp env)

predictor <- temp env[[ls(temp env) [1]]]

## import test year data
setwd (filepath training)

## [for normalized version manually set to "test data norm fix "]
data name <- pasteO("test data fix ",
substr (testyear, 3, 4),
" RData")
temp env <- new.env ()
load(data name, envir = temp env)
test data <- temp env[[ls(temp env) [1]]]

## add empty columns for subsequently calculated feature weights
test data <- bind cols(test data,
setNames (data.frame (
matrix (NA, nrow = nrow(test data),
ncol = length(features weights shapley))),
features weights shapley))
test data <- test data %>%
mutate (across (all_of (features weights shapley), as.double))

## for efficient memory usage
rm(temp env)
gc ()

## measure computation time
start = Sys.time ()

## loop for observations
## manually set for the type of classification result ("tp" and "fn")

for (i in l:nrow(test data)) {
if (test dataS$classification result[i] == "tp") {

## specify x.interest (only features of single observation)
shapley features <- test dataf[i,] %>%
select (all_of (features))

## compute explainer for individual observation
shapley explain <- Shapley$new (predictor,
x.interest = shapley features)

## filter and select features' weights
shapley effects <- shapley explain$results %>%

filter (class == "Yes") %>%

select (feature, phi) %>%

mutate (feature = pasteO("s ", feature)) %>%
t() %%

as.data.frame () %>%

setNames (. [1,]) %>%

slice (-1) %>%

mutate (across (everything (), as.numeric))
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## for efficient memory usage
rm(shapley explain, shapley features)
gc ()

Sys.sleep (30)

gc ()

## insert features' weights
common_columns <- intersect (names(test data), names (shapley effects))

for (column in common columns) {
test data[i, column] <- shapley effects[[column]]

}

## for efficient memory usage

rm(column, common columns, shapley effects)
gc ()

Sys.sleep (60)

gc ()

## meausre computation time
print( Sys.time() - start )

## stop parallel computing
stopCluster (cl)

## save filled data

## [for normalized version manually set to "test data norm "]

## [manually setting "tp" or "fn'"]

setwd (filepath evaluation)

save (test data, file = pasteO("test data ", substr(testyear, 3, 4),
" filled shapley ", "tp", ".RData"))

rm(test data, predictor)
gc ()

Sys.sleep(240)

gc ()

}

Shapley Values | False Positives

Below, explanations are computed for false positives (fp) predictions based
on Shapley Values. Due to the high number and long computation time, 50
false positive classifications are randomly selected. The code is run twice
with manually setting for both variants of normalized and non-normalized
data.

## start parallel computing
library (doParallel)
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cl <- makePSOCKcluster (8)
registerDoParallel (cl)

## manually due to long computation time
for (testyear in 2003:2019) {

## import predictor
setwd (filepath evaluation)

## [for normalized version manually set to "predictor norm fix "]
predictor name <- pasteO ("predictor fix ",
substr (testyear, 3, 4),
" .RData")
temp env <- new.env ()
load(predictor name, envir = temp env)
predictor <- temp env[[ls(temp env) [1]]]

## import test year data
setwd (filepath training)

## [for normalized version manually set to "test data norm fix "]
data name <- pasteO("test data fix ",
substr (testyear, 3, 4),
" .RData")
temp _env <- new.env ()
load(data name, envir = temp env)
test data <- temp env([[ls(temp env) [1]]]

## add empty columns for subsequently calculated feature weights
test data <- bind_cols(test_data,
setNames (data. frame (
matrix (NA, nrow = nrow(test data),
ncol = length(features weights shapley))),
features weights_shapley))
test data <- test data %>%
mutate (across (all_of (features weights_ shapley), as.double))

## for efficient memory usage
rm(temp env)
gc ()

## measure computation time
start = Sys.time ()

## select randomly 50 fp observations
fp indices <- which(test data$classification result == "fp")
selected indices <- sample (fp indices, min(length(fp indices), 50))

## loop for observations
for (i in selected indices) {
## specify x.interest (only features of single observation)

shapley features <- test data[i,] %>%
select (all_of (features))
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## compute explainer for individual observation
shapley explain <- Shapley$new (predictor,
x.interest = shapley features)

## filter and select features' weights
shapley effects <- shapley explain$results %>%

filter (class == "Yes") %>%

select (feature, phi) %$>%

mutate (feature = pasteO("s ", feature)) %>%
t() %>%

as.data.frame () %>%

setNames (.[1,]) %>%

slice(-1) %>%

mutate (across (everything (), as.numeric))

## for efficient memory usage
rm(shapley explain, shapley features)
gc ()

Sys.sleep (30)

gc ()

## insert features' weights

common columns <- intersect (names(test data), names(shapley effects))

for (column in common columns) {
test data[i, column] <- shapley effects[[column]]

}

## for efficient memory usage

rm(column, common columns, shapley effects)
gc ()

Sys.sleep (60)

gc ()

}

## measure computation time
print( Sys.time() - start )

## stop parallel computing
stopCluster (cl)

## save filled data

## [for normalized version manually set to "test data norm "]

setwd (filepath evaluation)

save (test data, file = pasteO("test data ", substr(testyear, 3, 4),
" filled shapley ", "fp", ".RData"))

rm(test data, predictor)

gc ()
Sys.sleep (240)

gc ()

}
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Shapley Values | Visualization

Individually performed for selected examples to be illustrated. Below,
illustrated for fyear = 2014, GVKEY = 14304, AAER = 3931 (additionally
conducted for fyear = 2010, GVKEY = 25405, AAER = 3840).

## select specific observation with individual shapley values (non-normalized)
df 2014 14304 raw shapley <- test data 14 filled shapley tp.RData %>%

filter (gvkey == 14304) %>%

filter (fyear == 2014) %>%

filter (row_number () == 1) %>%

select (features weights shapley) %>%

transpose () %>%

rename (effect = V1) %$>%

mutate (feature = features) %>%

select (feature, everything())

## select specific observation with individual shapley values (normalized)
df 2014 14304 norm shapley <- test data norm 14 filled shapley tp.RData %>%

filter (gvkey == 14304) %>%

filter (fyear == 2014) %>%

filter (row_number () == 1) %>%

select (features _weights shapley) %>%

transpose () %>%

rename (effect = V1) %>%

mutate (feature = features) %>%

select (feature, everything())

## ggplot of explanation
plot 2014 14304 raw shapley <- df 2014 14304 raw shapley %>%

mutate (is special = ifelse(feature == "rect", "highlight", "normal")) %>%
ggplot (aes (x = reorder (feature, effect), y = effect, fill = is special)) +
geom bar (stat = "identity", alpha = 0.8) +
scale fill manual (values = c("highlight" = "orange",
"normal" ="darkgrey")) +
coord flip() +
labs(title = "Shapley Values, non-normalized",
x = "Feature",
y = "Effect") +
guides (fill = FALSE) +
theme (
plot.title = element_text (hjust = 0.5)

) +

scale y continuous(limits = c(
—max(abs(df_20l4_14304_raw_shapley$effect)),
max (abs (df 2014 14304 raw_shapley$effect))))

print (plot 2014 14304 raw_shapley)

## ggplot of explanation
plot 2014 14304 norm shapley <- df 2014 14304 norm shapley %>%

mutate (is special = ifelse(feature == "rect", "highlight", "normal")) %>%
ggplot (aes (x = reorder (feature, effect), y = effect, fill = is special)) +
geom bar (stat = "identity", alpha = 0.8) +
scale fill manual (values = c¢("highlight" = "orange",
"normal" ="darkgrey")) +

coord flip() +
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labs(title = "Shapley Values, normalized",
x = "Feature",
y = "Effect") +
guides (fill = FALSE) +
theme (
plot.title = element_text (hjust = 0.5)
) +

scale y continuous(limits = c(
—max(abs(df_2014_14304_norm_shapley$effect)),
max(abs(df_2014_14304_norm_shapley$effect))))

print (plot 2014 14304 norm shapley)

plot 2014 14304 combined shapley <-
plot 2014 14304 norm shapley +
plot 2014 14304 raw shapley

## save illustrations

ggsave (file="plot 2014 14304 raw shapley.svg",
plot = plot 2014 14304 raw shapley,
width = 5, height = 5)

ggsave (file="plot 2014 14304 norm shapley.svg",
plot = plot 2014 14304 norm shapley,
width = 5, height = 5)

ggsave (file="plot 2014 14304 combined shapley.svg",
plot = plot 2014 14304 combined shapley,
width = 10, height = 5)

Combined visualization of LIME and Shapley Values

## additional combined plot

plot 2014 14304 combined <-
plot 2014 14304 combined lime /
plot 2014 14304 combined shapley

## save illustration

ggsave (file="plot 2014 14304 combined.svg",
plot = plot 2014 14304 combined,
width = 10, height = 10)
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Appendix E: Code — Model Interpretability Evaluation

Setup

## basic packages
library (tidyverse)
library (knitr)

library (rmarkdown)

## data processing
library (data.table)
library (Matrix)

## visualizations
library (patchwork)

Set target and features

variable names <- c("fyear", "gvkey", "sich", "p aaer", "misstatement",

"understatement", "act", "ap", "at", "ceq", "che", "cogs",
"CShO", "dlcll’ lldltisll, "dlttll, "dpll, "ibll, llinvtll, "j_VaO",

"ivst", "lct", "1t", "ni", "ppegt", "pstk", "re", "rect",
"sale", "sstk", "txp", "txt", "xint", "prcc f", "dch wc",
"ch rsst", "dch rec", "dch inv", "soft assets", "ch cs",

"ch cm", "ch roa", "ch ib", "issue", "bm", "dpi", "reoa",
"EBIT", "c rev", "c rec", "c cogs", "c inv", "c reserve",

"c _debt", "c mkt sec", "c_inc_exp se", "c_asset", "c pay",

"c liab", "reason", "explanation", "prediction",
"classification result")

features <- c¢("act", "ap", "at", "ceqg", "che", "cogs", "csho", "dlc",
"dltis", "dltt", "dp", "ib", "invt", "ivao", "ivst", "lct",
"1t", "ni", "ppegt", "pstk", "re", "rect", "sale", "sstk",
"txp", "txt", "xint", "prcc f")

target <- c("misstatement")

fraud cat <- e¢("c _rev", "c rec", "c cogs", "c inv", "c reserve", "c debt",
"c_mkt sec", "c inc exp se", "c _asset", "c pay", "c liab")

"y

inv", "reserve", "debt",

npayn, "liab")

fraud categories <- c("rev", "rec", "cogs",
"mkt sec", "inc exp se", "asset",

## names for additional columns of features' weights

features weights lime <- pasteO("w ", features)

features weights shapley <- pasteO("s ", features)

features weights all <- c(features weights lime, features weights shapley)

## add columns for score values per items depending on number of fraud categories a

ffected and based on items' ranks
features rank lime <- pasteO(features weights lime, " rank")
features rank shapley <- pasteO(features weights shapley, " rank")

"
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Combine data frames per year

Necessary because of separated computations of each class and type of
explanation. Combines data frames for year e.g. based on: -

test data 03 filled tp.RData - test data 03 filled fn.RData -

test data 03 filled fp.RData

Normalized dataset
for (testyear in 2003:2019) {
## LIME

setwd (filepath evaluation)

data name <- pasteO("test data norm ", substr(testyear, 3, 4),
" filled ", "tp.RData")

temp _env <- new.env ()

load(data name, envir = temp env)

test data <- temp env([[ls(temp env) [1]]]

df expl raw <- test data

for (class result in c("fn", "fp")) {

## import data per year data and result

data name <- pasteO("test data norm ", substr(testyear, 3, 4),
" filled ", class _result,".RData")

temp env <- new.env ()

load(data name, envir = temp env)

test data <- temp env[[ls(temp env) [1]]]

common_columns <- intersect (names(df expl raw), names (test data))

## weights lime to be filled
for (i in l:nrow(test data)) {
if (test data$classification result[i] == class_result) {
for (column in common columns) {
df expl raw[i, column] <- test data[[i, column]]

}

## Shapley

## Add columns for Shapley's weights
df_expl raw <- bind cols(df_expl raw, setNames (data.frame (
matrix (NA, nrow = nrow (df expl raw),
ncol = length (features weights shapley))),
features weights_ shapley))
df expl raw <- df expl raw %>%
mutate (across (all_of (features weights shapley), as.double))

for (class result in c("tp", "fn", "fp")) {
## import data per year data and result

data name <- pasteO("test data norm ", substr(testyear, 3, 4),
" filled shapley ", class_result,".RData")
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temp env <- new.env ()
load(data name, envir = temp env)
test data <- temp env[[ls(temp env) [1]]]

## weights lime to be filled
for (i in l:nrow(test data)) {
if(test_data$classification_result[i] == class result) {
for (column in features weights shapley) {
df expl raw[i, column] <- test data[[i, column]]

}

## store filled data frame per year
setwd (filepath interpretation)
save (df expl raw, file = pasteO("df expl norm ",

substr (testyear, 3, 4), ".RData"))
rm(df expl raw)
gc()
}
Non-normalized dataset
for (testyear in 2003:2019) {
## LIME
setwd (filepath evaluation)
data name <- pasteO("test data raw ", substr(testyear, 3, 4),
" filled ", "tp.RData")

temp env <- new.env ()

load(data name, envir = temp env)

test data <- temp env[[ls(temp env) [1]]]
df expl raw <- test data

for (class result in c("fn", "fp")) {

## import data per year data and result

data name <- pasteO("test data raw ", substr(testyear, 3, 4),
" filled ", class result,".RData")

temp env <- new.env ()

load(data name, envir = temp env)

test data <- temp env[[ls(temp env) [1]]]

common columns <- intersect (names(df expl raw), names (test data))

## weights lime to be filled
for (i in l:nrow(test data)) {
if (test _dataS$classification result[i] == class_result) {
for (column in common columns) {
df expl raw[i, column] <- test data[[i, column]]

}
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## Shapley

## Add columns for Shapley's weights
df _expl raw <- bind cols(df_expl raw,
setNames (data. frame (
matrix (NA, nrow = nrow(df expl raw),
ncol = length(features weights shapley))),
features weights shapley))
df expl raw <- df expl raw %>%
mutate (across (all_of (features weights shapley), as.double))

for (class result in c("tp", "fn", "fp")) {

## import data per year data and result

data name <- pasteO("test data raw ", substr(testyear, 3, 4),
" filled shapley ", class_result,".RData")

temp env <- new.env ()

load(data name, envir = temp env)

test data <- temp env[[ls(temp env) [1]]]

## weights lime to be filled
for (i in l:nrow(test data)) {
if (test dataS$classification result[i] == class_result) {
for (column in features weights shapley) {
df expl raw[i, column] <- test data[[i, column]]

}

## store filled data frame per year

setwd (filepath interpretation)

save (df expl raw, file = pasteO ("df expl raw ",
substr (testyear, 3, 4),
".RData"))

rm(df_expl raw)

gc ()

Bind over years
Bind for normalized data sets

## import data frame of first year (2003)
setwd (filepath interpretation)

load ("df expl norm 03.RData")

df expl norm total <- df expl raw

for (testyear in 2003:2019) {
data name <- pasteO("df expl norm ", substr(testyear, 3, 4), ".RData")
temp env <- new.env ()
load(data name, envir = temp env)
df expl norm <- temp env[[ls(temp env) [1]]]

## bind subsequent years on total data frame
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df expl norm total <- rbind(df expl norm total, df expl norm)

}

## save filled data
setwd (filepath interpretation)
save (df expl norm total, file = "df expl norm total.RData")

Bind for non-normalized data sets

## import data frame of first year (2003)
setwd (filepath interpretation)

load ("df expl raw 03.RData")

df expl raw total <- df expl raw

for (testyear in 2003:2019) {

data name <- pasteO("df expl raw ", substr(testyear, 3, 4), ".RData")
temp _env <- new.env ()
load(data name, envir = temp env)

df expl raw <- temp env([[ls(temp env) [1]]]
df expl raw total <- rbind(df expl raw total, df expl raw)
}

## save filled data
setwd (filepath interpretation)
save (df _expl raw_total, file = "df expl raw total.RData")

Filter for analyzed observations and calculate ranks

Below, features ranks are calculated depending on their contribution to the
classification, measured by LIME and Shapley Values. Ranks are assigned
from 1 to 28. A rank of 1 is assigned to the feature with the highest LIME
or Shapley Value for a classification as a misstatement (=1) and following
ranks are assigned in a descending order.

## import total data frames
load ("df expl raw total.RData")
load ("df expl norm total.RData")

df expl raw <- df expl raw_ total[apply (
df expl raw total[features weights all],
1,
function(x) any(!is.na(x))), ]

df expl norm <- df expl norm total[apply (
df expl norm total[features weights all],
1,
function(x) any(!is.na(x))), ]

df expl raw$fraud cat count <- rowSums (df expl raw[fraud cat], na.rm = TRUE)
df expl norm$fraud cat count <- rowSums (df expl norm[fraud cat], na.rm = TRUE)
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## Function for calculating ranks per row for the features values
rank values for features <- function(row, features) {

values <- as.numeric (row[features])

ranks <- rank(-values, ties.method = "first")

rank names <- paste(features, "rank", sep = " ")

names (ranks) <- rank names

return (ranks)

## Ranks for raw & lime
df ranks <- t(apply(df expl raw[features weights lime],
r
rank values for features,
features = features weights lime))
df ranks <- as.data.frame (df ranks)
df expl raw <- bind cols(df expl raw, df ranks)

## Ranks for raw & shapley
df ranks <- t(apply(df expl raw[features weights shapley],
’
rank values for features,
features = features weights shapley))
df ranks <- as.data.frame (df ranks)
df expl raw <- bind cols(df expl raw, df ranks)

## Ranks for norm & lime
df ranks <- t(apply(df expl norm[features weights lime],

1,
rank values for features,
features = features weights lime))

df ranks <- as.data.frame (df ranks)
df expl norm <- bind_cols(df expl norm, df ranks)

## Ranks for norm & shapley
df ranks <- t(apply(df expl norm[features weights shapley],

1,
rank values for features,
features = features weights shapley))

df ranks <- as.data.frame (df ranks)
df_expl norm <- bind_cols(df_expl norm, df_ranks)

## Remove ranks for observations without weights
df expl norm <- df expl norm %>%
rowwise () %>%

mutate (
all na vars = all(is.na(c_across(all_of (features_weights_lime)))),
across (all_of (features rank lime), ~ ifelse(all na vars, NA, .)

) %

select(-all na vars) %>%

ungroup ()

df expl norm <- df expl norm %>%
rowwise () %>%
mutate (
all na vars = all(is.na(c_across(all_of (features_weights_shapley)))),
across (all_of (features rank shapley), ~ ifelse(all na vars, NA, .))
>

oP
oe

)
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select(-all na vars) %>%
ungroup ()

df expl raw <- df expl raw %>%
rowwise () %>%

mutate (
all na vars = all(is.na(c_across(all_of (features weights lime)))),
across (all_of (features_rank lime), ~ ifelse(all na vars, NA, .)

) >%

select(-all na vars) %$>%

ungroup ()

df expl raw <- df expl raw %>%
rowwise () %>%

mutate (
all na vars = all(is.na(c_across(all_of (features weights shapley)))),
across (all_of (features_rank shapley), ~ ifelse(all na vars, NA, .))

) $>%

select(-all na vars) %>%

ungroup ()

## save filtered data

setwd (filepath interpretation)

save (df expl raw, file = "df expl raw.RData")
save (df expl norm, file = "df expl norm.RData")

rm(df ranks)
gc ()

Descriptives
TP and FN according to number of fraud categories affected

Below the frequencies of true positive and false negative classifications
are calculated for both model variants and grouped by the number of account
categories affected by misstatements.

## calculate tp and fn frequencies for different classification results
df norm fraud cat count tp <- df expl norm %>%

filter(classification result == "tp") %>%
select (fraud cat count) %>%
table ()

df norm fraud cat count fn <- df expl norm %>%

filter(classification result == "fn") %>%
select (fraud cat count) %>%
table ()

df raw fraud cat count tp <- df expl raw %>%

filter (classification result == "tp") %>%
select (fraud cat count) %>%
table ()

df raw fraud cat count fn <- df expl raw %>%
filter(classification result == "fn") %>%
select (fraud cat count) %>%
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table ()

## combine dataframe

df fraud cat count tpandfn <- rbind(df norm fraud cat count tp,
df norm fraud cat count fn,
df raw fraud cat count tp,
df raw fraud cat count fn)

df fraud cat count tpandfn <- as.data.frame (t(df fraud cat count tpandfn([,]))

## save changes in form of additional columns
setwd (filepath interpretation)
save (df norm fraud cat count,

file = "df norm fraud cat count.RData")

TP and FN according to account categories affected by fraud

Below the frequencies of true positive and false negative classifications

are calculated for both model variants and grouped by the account

categories affected by misstatements.

## calculate the frequencies of accounts affected by misstatements
fraud cat sums <- df expl norm %>%

filter (misstatement == 1) %>%
select (all_of (fraud cat)) %>%
colSums ()

## calculate tp and fn frequencies for different classification results
## normalized variant
df norm fraud cat tpandfn <- data.frame (

category = character (),

tp = integer(),

fn = integer ()

)
for (fraud category in fraud cat) {

tp_norm <- df expl norm %>%

filter (!'sym(fraud category) == 1) %>%
filter(classification result == "tp") %>%
nrow ()

fn norm <- df expl norm %>%

filter (!'sym(fraud category) == 1) %>%
filter(classification result == "fn") %>%
nrow ()

df temp results <- cbind(fraud category,
tp_norm,
fn norm)

df norm fraud cat tpandfn <- rbind(df norm fraud cat tpandfn,
df temp results)
}
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## non-normalized variant

df raw fraud cat tpandfn <- data.frame (
category = character(),
tp = integer(),
fn = integer /()

for (fraud category in fraud cat) {

tp_raw <- df expl raw %>%

filter (!!sym(fraud category) == 1) %>%
filter(classification result == "tp") %>%
nrow ()

fn raw <- df expl raw %>%

filter (!!sym(fraud category) == 1) %>%
filter(classification result == "fn") %>%
nrow ()

df temp results <- cbind(fraud category,
tp_raw,
fn raw)

df raw fraud cat tpandfn <- rbind(df raw fraud cat tpandfn,
df temp results)
}

## save changes in form of additional columns
setwd (filepath interpretation)
save (df norm fraud cat tpandfn,

file = "df norm fraud cat tpandfn.RData")
save (df raw fraud cat tpandfn,
file = "df raw fraud cat tpandfn.RData")

Match features and fraud categories

Matching fraud categories with related features according to Bao et

al. 2020 p. 229. However, I chose to drop the mapping of Net Income (Loss)
(“ni”) and Receivables, Total (“re”) to Misstated Revenues (“c_rev”) and
Misstated Costs of Goods Sold (“c_cogs”) as these would not be able to
provide valuable guidance for potential users.

## load processed data sets
load ("df expl raw.RData")
load ("df expl norm.RData")

## Match features to fraud categories
c rev_items <- c("sale")

c rec items <- c("rect")

c_cogs_items <- c("cogs")

c inv_items <- c¢("invt")

c_reserve items <- c("ceq")
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c debt items <- c()
c_mkt sec items <- c("ivst")

c _inc exp se items <- ¢("ceq", "csho", "dp", "ib", "ni",

"sstk", "txt", "xint", "prcc f")
c _asset items <- c¢("act", "at", "che", "ivao", "ppegt")
c _pay items <- c("ap")
c liab_items <- e("dlc", "dltis", "dltt", "lct", "1lt",

## Create dummy data frame
fraud cat dummies <- data.frame (matrix(
0,
nrow = length (fraud cat),
ncol = length (features)
)

## create names for dummy columns
features dummies <- pasteO("d ", features)

rownames (fraud cat dummies) <- fraud cat
colnames (fraud cat dummies) <- features dummies

items list <- list(
c_rev_items,
Cc rec items,
c_cogs_items,
c inv_items,
c_reserve items,
c debt items,
c_mkt sec items,
c _inc exp se items,
c_asset items,
c _pay items,
c liab items
)
## Fill dummy data frame
for (i in seq_along(fraud cat)) {

fraud cat dummies[i, features %in% items list[[i]]]

}

Feature Dummies

Add dummy vector

"pstk",

"tXp")

L=

1

e

"

4

Below, dummy columns for subsequent mapping between relevant features and

fraud categories are added to the dataframes.

load ("df expl norm.RData")
load ("df expl raw.RData")

## add empty dummy columns
df_expl norm_ranks <- bind cols(
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df expl norm,
setNames (
data. frame (
matrix (0,
nrow nrow (df expl norm),
ncol = length (features dummies))),
features dummies))

df expl raw ranks <- bind cols(
af_exgl_rgw,
setNames (
data. frame (
matrix (0,
nrow nrow (df expl raw),
ncol = length (features dummies))),
features dummies))

## save changes in form of additional (empty) dummy columns
setwd (filepath interpretation)

save (df expl norm ranks, file = "df expl norm ranks.RData")
save (df expl raw ranks, file = "df expl raw ranks.RData")

Fill dummy columns

Below, the dummy columns are filled. The more categories are affected, the
more corresponding feature dummies will be set to 1.

## loop for norm data
for (row in l:nrow(df expl norm ranks)) {
for (fraud category in fraud cat) {
for (dummy in features dummies) {
df expl norm ranks[row,dummy] <- ifelse (
df expl norm ranks[row, fraud category] == 1,
df expl norm ranks[row,dummy] +
fraud cat dummies[fraud category,dummy],
df expl norm ranks|[row,dummy])
}
}
}

## replace sums > 1 with 1, so that actual dummy-columns result
df expl norm ranks <- df expl norm ranks %>%
mutate (across(all_of (features dummies), ~ if_else(. > 0, 1, 0)))

## loop for raw data
for (row in l:nrow(df expl raw ranks)) {
for (fraud category in fraud cat) {
for (dummy in features dummies) {
df expl raw ranks[row,dummy] <- ifelse (
df expl raw ranks[row,fraud category] == 1,
df expl raw ranks[row,dummy] +
fraud cat dummies|[fraud category,dummy],
df expl raw ranks[row,dummy])

}
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## replace sums > 1 with 1, so that actual dummy-columns result
df expl raw ranks <- df expl raw ranks %>%
mutate (across (all_of (features_dummies), ~ if else(. > 0, 1, 0)))

## save changes in form of columns

setwd (filepath interpretation)

save (df expl norm ranks, file = "df expl norm ranks.RData")
save (df expl raw ranks, file = "df expl raw ranks.RData")

Apply dummy columns on features ranks

The code below keeps only ranks of features being related to the affected
fraud category, i.e. dropping variables not being related to any fraud
category.

## set names for rank columns for each feature after applying dummies ("ad")
ranks_after dummy lime <- pasteO("w ", features, " rank ad")
ranks_after dummy shapley <- paste0O("s ", features, " rank ad")
ranks_after dummy all <- c¢(ranks after dummy lime, ranks after dummy shapley)

## load data frames
load ("df expl norm ranks.RData")
load ("df expl raw ranks.RData")

## Add columns for final ranks
df expl norm_ranks <- bind cols(
df expl norm ranks,
setNames (data. frame (matrix (0,
nrow nrow (df expl norm ranks),
ncol = length(ranks after dummy all))),
ranks after dummy all))

df expl norm ranks <- df expl norm ranks %>%
mutate (across (all_of (ranks_after_ dummy all), as.double))

df _expl raw_ranks <- bind cols(
df expl raw_ ranks,
setNames (data. frame (matrix (0,
nrow
ncol
ranks after dummy all))

nrow (df expl raw ranks),
length (ranks after dummy all))),

df expl raw ranks <- df expl raw ranks %>%

mutate (across (all_of (ranks after dummy all), as.double))
## Multiply scores with dummies (norm data)
df expl norm ranks_ad <- df expl norm ranks %>%
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mutate
mutate

w_act rank ad =
w ap rank ad = w

w_act rank * d act) %>%
_ap_rank * d ap) %>%

mutate (w_at rank ad = w at rank * d at) %>%

mutate
mutate

w_ceq rank ad =
w_che rank ad =

w_ceq rank * d ceq) %>%
w _che rank * d che) %>%

mutate (w _cogs rank ad = w_cogs_rank *_d_cogs) $>%

(
(
(
(
(
(
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (
mutate (

w_csho rank ad =
w dlc rank ad =

w dltis rank ad

w dltt rank ad =
w dp rank ad = w
w ib rank ad = w
w_invt rank ad =
w_ivao rank ad =
w_ivst rank ad =
w lct rank ad =

w 1t rank ad = w
w ni rank ad = w
w_ppegt rank ad

w_pstk rank ad =
w re rank ad = w
w_rect rank ad =
w_sale rank ad =
w_sstk rank ad =
w_txp rank ad =

w_txt rank ad =

w_xint rank ad =
w prcc f rank ad

w_csho rank * d csho) %>%
w dlc rank * d dlc) %>%

= w dltis rank * d dltis) %>%
w_dltt rank * d dltt) %>%
~dp rank * d dp) %>%

~ib _rank * d_ib) %>%

w invt rank * d invt) %>%
w_ivao rank * d ivao) %>%
w ivst rank * d ivst) %>%
w_lct rank * d lct) %>%

1t rank * d 1t) %>%

~ni rank * d ni) %>%

= w_ppegt rank * d ppegt) %>%
w_pstk rank * d pstk) %>%
~re rank * d re) %>%

w_rect rank * d rect) %>%
w _sale rank * d sale) %>%
w_sstk rank * d sstk) %>%
w_txp rank * d txp) %>%
w_txt rank * d txt) %>%
~xint rank * d xint) %>%
w prcc f rank * d prcc f)

=

df expl norm ranks ad <- df expl norm ranks ad %>%

mutate (

s_act rank ad =

s_act rank * d act) %>%

mutate (s ap rank ad = s ap rank * d ap) %>%

mutate

s_at_rank ad = s

_at rank * d:at) >%

mutate (s ceq rank ad = s ceq rank * d ceq) %>%

mutate
mutate

s _che rank ad =
s _cogs_rank ad =

s _che rank * d che) %>%
s_cogs_rank * d cogs) %>%

mutate (s csho rank ad = s csho rank * d csho) %>%

mutate
mutate
mutate
mutate
mutate
mutate
mutate

mutate

s _dlc rank ad =
s dltis rank ad
s _dltt rank ad
s dp rank ad =
s_ib rank ad =
s _invt rank ad
s_ivao_rank ad
s _ivst rank ad =
s _lct rank ad =

I w I

s_dlc _rank * d dlc) %>%
= s _dltis rank * d dltis) %>%
s _dltt rank * d dltt) %>%
_dp rank * d dp) %>%
_ib_rank * d_ib) %>%
s invt rank * d invt) %>%
s_ivao_rank * d ivao) %>%
s ivst rank * d ivst) %>%
s_lct rank * d lct) %>%

mutate (s 1t rank ad = s 1t rank * d 1t) %>%
mutate(s ni rank ad = s_ni rank * d ni) %>%

mutate
mutate
mutate
mutate
mutate
mutate
mutate
mutate
mutate

(
(
(
(
(
(
(
(
(
(
(
(
(
mutate (
(
(
(
(
(
(
(
(
(
(
(
(
mutate (

s_ppegt rank ad
s_pstk rank ad
s _re rank ad =
s_rect rank ad
s _sale rank ad =
s _sstk rank ad =
s _txp rank ad =
s_txt rank ad =
s _xint rank ad =
s_prcc_f rank ad

I

= s _ppegt rank * d ppegt) %>%
s _pstk rank * d pstk) %>%
_re rank * d re) %>%
s_rect rank * d rect) %>%
s _sale rank * d sale) %>%
s_sstk rank * d sstk) %>%
s _txp rank * d txp) %>%
s_txt rank * d txt) %>%
s _xint rank * d xint) %>%
= s _prcc_f rank * d prcc_ f)

## Multiply scores with dummies (raw data)
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df expl raw ranks ad <- df expl raw ranks %>%

mutate (
mutate

w_act rank ad = w_act rank *
w_ap rank ad =

w_ap rank * d_

d act) %>%
ap) %>%

mutate (w_at rank ad = w at rank * d at) %>%

>%

>%

(

(
mutate (w _ceq rank ad = w_ceq rank * d ceq) %>%
mutate (w_che rank ad = w_che rank * d che) %>%
mutate (w_cogs rank ad = w_cogs rank * d cogs) %>%
mutate (w_csho rank ad = w csho rank * d csho) %>%
mutate (w _dlc rank ad = w dlc rank * d dlc) %>%
mutate (w dltis rank ad = w_dltis rank * d dltis)
mutate (w_dltt rank ad = w dltt rank * d dltt) %>%
mutate (w dp rank ad = w dp rank * d dp) %>%
mutate (w ib rank ad = w_ib rank * d ib) %>%
mutate (w_invt rank ad = w_invt rank * d invt) %>%
mutate (w _ivao rank ad = w _ivao rank * d ivao) %>%
mutate (w_ivst rank ad = w_ivst rank * d ivst) %>%
mutate (w _lct rank ad = w lct rank * d lct) %>%
mutate(w 1t rank ad = w_1t rank * d 1t) %>%
mutate (w ni rank ad = w ni rank * d ni) %>%
mutate (w ppegt rank ad = w_ppegt rank * d ppegt)
mutate (w pstk rank ad = w pstk rank * d pstk) %>%
mutate (w re rank ad = w_re rank * d re) %>%
mutate (w _rect rank ad = w rect rank * d rect) %>%
mutate (w_sale rank ad = w_sale rank * d sale) %>%
mutate (w_sstk rank ad = w sstk rank * d sstk) %>%
mutate (w _txp rank ad = w_txp rank * d txp) %>%
mutate (w_txt rank ad = w_txt rank * d txt) %>%
mutate (w xint rank ad = w_xint rank * d xint) %>%
mutate (w prcc f rank ad = w _prcc f rank * d prcc f)

df expl raw ranks ad <- df expl raw ranks ad %>%

mutate (

s act rank ad = s _act rank *

d act) %>%

mutate (s _ap rank ad = s_ap rank * d _ap) %>%
mutate (s _at rank ad = s at rank * d at) %>%
mutate (s_ceq rank ad = s_ceqg_rank * d_ceq) %>%

mutate
mutate

s che rank ad = s che rank *
S_cogs_rank_ad = s_cogs_rank

d che) 3%>%
* d_cogs)

mutate (s csho rank ad = s csho rank * d csho)

mutate
mutate
mutate
mutate
mutate
mutate
mutate

mutate

mutate(s 1t rank ad = s 1t rank * d_

s_dlc rank ad = s_dlc_rank *

d dlc) %>%

>%
>%

s dltis rank ad = s_dltis rank * d dltis)

s _dltt rank ad
s dp rank ad =
s_ib rank ad =
s_invt rank ad
s_ivao_rank ad s_ivao_rank
s_ivst rank ad s_ivst rank
s lct rank ad = s _lct rank *

I n n

s_invt rank

dp) %>%
ib) %>%

* d invt)
* d_ivao)
* d _ivst)
d lct) %>%
1t) %>%

mutate (s ni rank ad = s ni rank * d ni) %>%
s _ppegt rank ad = s ppegt rank * d ppegt)

mutate
mutate
mutate
mutate
mutate
mutate
mutate

s pstk rank ad = s pstk rank

s _re rank ad = s re rank * d_

s _rect rank ad s _rect rank
s _sale rank ad s_sale rank
s sstk rank ad = s _sstk rank
s _txp rank ad = s_txp rank *

* d pstk)
re) %>%

* d rect)
* d_sale)
* d sstk)
d txp) %>%

mutate (s txt rank ad = s _txt rank * d txt) %>%

mutate

(
(
(
(
(
(
(
(
(
(
(
(
(
mutate (
(
(
(
(
(
(
(
(
(
(
(
(
mutate (

s _xint rank ad = s xint rank

* d xint)

s dltt rank * d_dltt) %>%
_dp rank * d_
_ib rank * d_

oP
\A
o°

>%
>%

>%

%>
>%
%>

o°

o°

>%

>%

>%

s prcc f rank ad = s prcc f rank * d prcc f)
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## save changes in form of additional columns

setwd (filepath interpretation)

save (df expl norm ranks ad, file = "df expl norm ranks ad.RData")
save (df expl raw ranks ad, file = "df expl raw ranks ad.RData")

Calculate maximum ranks of related contributing features

Below, columns for maximum ranks of are added. For fraud categories with
only one related feature, the value of this feature is adapted. For fraud
categories with multiple related features the minimum value (i.e. the
highest rank) is calculated.

## set names for maximum rank columns for each fraud category
max_ranks_ lime <- pasteO("w max rank ", fraud categories)

max ranks_shapley <- pasteO("s max rank ", fraud categories)
max_ ranks all <- c(max ranks lime, max ranks shapley)

## load data frames
load ("df expl norm ranks ad.RData")
load ("df expl raw ranks ad.RData")

## Add columns for final ranks
df expl norm ranks ad <- bind cols(
df expl norm_ranks_ ad,
setNames (data.frame (matrix (0,
nrow
ncol

nrow (df_expl norm_ ranks_ad),
length (max ranks all))),

max_ranks_all))

df expl norm ranks ad <- df expl norm ranks ad %>%
mutate (across (all_of (max_ranks_all), as.double))

df expl raw ranks ad <- bind_cols(
df expl raw ranks ad,
setNames (data. frame (matrix (0,
nrow nrow (df expl raw ranks ad),
ncol = length (max ranks all))),

max ranks_all))
df expl raw ranks ad <- df expl raw ranks ad %>%
mutate (across (all_of (max_ranks_all), as.double))
## select maximum feature ranks depending on fraud category (normalized data)

df expl norm ranks final <- df expl norm ranks ad %>%
mutate (w max rank rev = w_sale rank ad) %>%

)
mutate (w max rank rec = w_rect rank ad) %>%
mutate (w max rank cogs = w_cogs rank ad) %>%
mutate (w max rank inv = w_invt rank ad) %>%
mutate (w max rank reserve = w_ceq rank ad) %>%
mutate (w_max rank debt = 0) %>%
mutate (w max rank mkt sec = w_ivst rank ad) %>%
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mutate (w max rank inc exp se
ifelse (w_ceq rank ad == 0,
ifelse (w_csho rank ad ==
ifelse (w_dp rank ad == 0,
ifelse (w_ib rank ad == 0,
ifelse(w _ni rank ad == 0,
ifelse (w pstk rank ad == 0
ifelse (w_re rank ad == 0,
ifelse (w_sstk rank ad ==
ifelse (w_txt rank ad == 0,

ifelse (w _xint rank ad == 0

ifelse (w prcc_f rank ad ==

na.rm = TRUE)
) %

mutate (w max rank asset = pm
ifelse(w_act rank ad == 0,
ifelse(w_at rank ad == 0,

(

(
ifelse (w_che rank ad == 0,
ifelse (w_ivao rank ad == 0
ifelse(w_ivst rank ad == 0
ifelse (w_ppegt rank ad ==
na.rm = TRUE)
) $>%

= pmin (

Inf, w ceq rank ad),

, Inf, w csho rank ad),
Inf, w dp rank ad),
Inf, w ib rank ad),
Inf, w ni rank ad),

, Inf, w pstk rank ad),
Inf, w re rank ad),

, Inf, w sstk rank ad),
Inf, w _txt rank ad),

, Inf, w xint rank ad),
0, Inf, w prcc f rank ad),

in (
Inf, w act rank ad),
Inf, w at rank ad),
Inf, w che rank ad),
, Inf, w ivao rank ad),
, Inf, w_ivst rank ad),
, Inf, w ppegt rank ad),

mutate (w max rank pay = w_ap rank ad) %>%
mutate (w max rank liab = pmin (

ifelse (w _dlc rank ad == 0,
ifelse(w dltis rank ad ==
ifelse (w_dltt rank ad ==

ifelse(w_lct rank ad == 0,
ifelse(w_1t rank ad == 0,

ifelse(w_txp rank ad == 0,
na.rm = TRUE)

)

Inf, w dlc rank ad),
0, Inf, w dltis rank ad),
, Inf, w dltt rank ad),
Inf, w lct rank ad),
Inf, w 1t rank ad),

Inf, w_txp_rank ad),

df expl norm ranks final <- df expl norm ranks final %>%

mutate (s_max_ rank rev = s_sa
mutate (s max rank rec = s re
mutate (s_max_rank cogs = s_c
mutate (s max rank inv = s i
mutate (s max rank reserve =
mutate (s max rank debt = 0)
mutate (s max rank mkt sec =

mutate (s max rank inc exp se

ifelse(s_ceq rank ad == 0,
ifelse (s csho rank ad ==
ifelse(s_dp rank ad == 0,
ifelse(s_ib rank ad == 0,
ifelse(s_ni rank ad == 0,

ifelse(s_re rank ad == 0,

(
(
(
(
(
ifelse (s pstk rank ad ==
(
ifelse (s _sstk rank ad ==
(
(
(

ifelse(s_txt rank ad == 0,
ifelse(s_xint rank ad == 0
ifelse (s prcc f rank ad ==
na.rm TRUE)

) $>%

le rank_ad) %>%
ct rank ad) %>%
ogs_rank ad) %>%

invt rank ad) %>%

s_ceq rank ad) %>%
$>%
s_ivst rank ad) %>%

= pmin (

Inf, s ceq rank ad),

, Inf, s csho rank ad),
Inf, s dp rank ad),
Inf, s _ib rank ad),
Inf, s ni rank ad),

, Inf, s pstk rank ad),
Inf, s _re rank ad),

, Inf, s sstk rank ad),
Inf, s txt rank ad),

, Inf, s xint rank ad),
0, Inf, s prcc f rank ad),

mutate (s max rank asset = pmin(

ifelse?s_act_rank_a == 0,
ifelse (s _at rank ad == 0,
ifelse(s_che rank ad == 0,

Inf, s act rank ad),
Inf, s at rank ad),
Inf, s che rank ad),
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ifelse(s ivao rank ad == 0,
ifelse(s ivst rank ad == 0,
ifelse (s ppegt rank ad ==
na.rm = TRUE)

) >%

mutate (s max rank pay = s_ap

Inf, s ivao rank ad),
Inf, s ivst rank ad),
, Inf, s ppegt rank ad),

rank ad) %>%

mutate (s max rank liab = pmin(

ifelse(s dlc rank ad == 0, Inf, s dlc rank ad),
ifelse(s dltis rank ad == 0, Inf, s dltis rank ad),
ifelse(s _dltt rank ad == 0, Inf, s dltt rank ad),
ifelse(s lct rank ad == 0, Inf, s lct rank ad),
ifelse(s 1t rank ad == 0, Inf, s 1t rank ad),
ifelse(s txp rank ad == 0, Inf, s txp rank ad),
na.rm = TRUE)

)

## select maximum feature ranks depending on fraud category (non-normalized data)

df expl raw ranks final <- df expl raw ranks ad %>%
mutate (w max rank rev = w sale rank ad) %>%

w max rank rec = w_rect rank ad) %>%
w max rank cogs = w_cogs rank ad) 3%>%

w_ceq rank ad) %>%
$>%

mutate (

mutate ( r
mutate (w max rank inv = w_invt rank ad) %>%
mutate (w max rank reserve =
mutate (w max rank debt = 0)

mutate (w max rank mkt sec =

mutate (w max rank inc exp se

ifelse (w_xint rank ad ==
ifelse(w_prcc_f rank ad ==

w_ivst rank ad) %>%

= pmin (

, Inf, w xint rank ad),
0, Inf, w prcc f rank ad),

ifelse (w_ceg rank ad == 0, Inf, w_ceqg rank ad),
ifelse(w_csho_rank ad == 0, Inf, w_csho_rank ad),
ifelse(w _dp rank ad == 0, Inf, w dp rank ad),
ifelse(w_ib rank ad == 0, Inf, w_ib rank ad),
ifelse(w_ni rank ad == 0, Inf, w_ni rank ad),
ifelse (w_pstk rank ad == 0, Inf, w pstk rank ad),
ifelse(w_re rank ad == 0, Inf, w_re rank ad),
ifelse (w_sstk rank ad == 0, Inf, w_sstk rank ad),
ifelse(w_txt rank ad == 0, Inf, w_txt rank ad),

(

(

na.rm TRUE)

) %$>%

mutate (w max rank asset = pmin(

ifelse(w_act_rank ad == 0,

Inf, w act rank ad),

ifelse(w_at rank ad ==
ifelse(w_che rank ad ==

, Inf, w at rank ad),
;, Inf, w che rank ad),

(
(
(
ifelse (w_ivao _rank ad == 0,
(
(

ifelse(w_ivst rank ad == 0,
ifelse (w _ppegt rank ad ==
na.rm TRUE)

) >%

mutate (w max rank pay = w_ap

Inf, w_ivao_rank ad),
Inf, w _ivst rank ad),
, Inf, w ppegt rank ad),

rank ad) %>%

mutate (w max rank liab = pmin(

ifelse(w _dlc rank ad == 0,
ifelse(w_dltis rank ad ==
ifelse(w_dltt rank ad == 0,
ifelse(w_lct rank ad == 0,
(
(

Inf, w dlc rank ad),
, Inf, w dltis rank ad),
Inf, w dltt rank ad),

Inf, w lct rank ad),
ifelse(w_1t rank ad == 0, Inf, w 1t rank ad),
ifelse(w_txp rank ad == 0, Inf, w_txp rank ad),
na.rm TRUE)

)
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df expl raw ranks final <- df expl raw ranks final %>%

mutate (s max rank rev = s sale rank ad) %>%
mutate (s max rank rec = s _rect rank ad) %>%
mutate (s max rank cogs = s cogs rank ad) %>%
mutate (s max rank inv = s _invt rank ad) %>%

oe

(
( -

( _invt_
mutate (s max rank reserve = s ceq rank ad) %>%
mutate (s max rank debt = 0) %>
mutate (s max rank mkt sec = s ivst rank ad) %>%
mutate (s max rank inc exp se = pmin (

ifelse (s ceq rank ad == 0, Inf, s ceq rank ad),
ifelse(s csho rank ad == 0, Inf, s csho rank ad),
ifelse(s dp rank ad == 0, Inf, s dp rank ad),
ifelse(s ib rank ad == 0, Inf, s ib rank ad),
ifelse(s ni rank ad == 0, Inf, s ni rank ad),
ifelse (s pstk rank ad == 0, Inf, s pstk rank ad),
ifelse(s re rank ad == 0, Inf, s re rank ad),
ifelse (s _sstk rank ad == 0, Inf, s sstk rank ad),
ifelse (s _txt rank ad == 0, Inf, s _txt rank ad),
ifelse (s xint rank ad == 0, Inf, s xint rank ad),
ifelse(s prcc_f rank ad == 0, Inf, s prcc_ f rank ad),
na.rm = TRUE)
) %

mutate (s max rank asset = pmin (
ifelse(s_act rank ad == 0, Inf, s _act rank ad),
ifelse(s _at rank ad == 0, Inf, s at rank ad),
ifelse(s che rank ad == 0, Inf, s _che rank ad),
ifelse (s _ivao rank ad == 0, Inf, s ivao rank ad),
ifelse(s ivst rank ad == 0, Inf, s ivst rank ad),
ifelse (s _ppegt rank ad == 0, Inf, s ppegt rank ad),
na.rm = TRUE)
) >%

mutate (s _max rank pay = s_ap_rank_ad) %>%
mutate (s max rank liab = pmin(

ifelse (s _dlc rank ad == 0, Inf, s dlc rank ad),
ifelse(s_dltis_rank ad == 0, Inf, s dltis rank ad),
ifelse (s _dltt rank ad == 0, Inf, s dltt rank ad),
ifelse(s_lct _rank ad == 0, Inf, s_lct rank ad),
ifelse(s 1t rank ad == 0, Inf, s 1t rank ad),
ifelse(s_txp_rank ad == 0, Inf, s_txp_rank ad),
na.rm = TRUE)

)

## set all max ranks which are not between 1 and 28 to NA
df expl norm ranks final <- df expl norm ranks final %>%
mutate (across (
.cols = max ranks all,
.fns = ~ ifelse(. >=1 & . <= 28, ., NA)
))

df expl raw ranks final <- df expl raw ranks final %>%
mutate (across (
.cols = max_ranks_all,
.fns = ~ ifelse(. >= 1 & . <= 28, ., NA)
))

## save changes in form of additional columns
setwd (filepath interpretation)
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save (df expl norm ranks final, file = "df expl norm ranks final.RData")
save (df expl raw ranks final, file = "df expl raw ranks final.RData")

Visualization of explanations
Preprocessing of data frames for visualizations

Below, the data frames for the variants LIME vs Shapley Values and
normalized vs. non-normalized are preprocessed. This includes
transformations into a long data format.

## max ranks lime (normalized)
df norm lime visualize <- df expl norm ranks final %>%
filter(classification result %in% c("tp", "fn")) %>%
select (fyear, gvkey, classification result,
fraud cat count, any of (max ranks lime))

## transform into long format
df norm lime visualize long <- df norm lime visualize %>%

pivot_longer (cols = starts_with("w max rank "),
names to = "Category",
values to = "Rank") %>%

drop_na ()

## remove prefix of Category items

df norm lime visualize long <- df norm lime visualize long %>%
mutate (Category = gsub(""w max rank ", "", Category)) %>%
mutate (Category = as.factor (Category))

df norm lime visualize long$Category <- factor(
df norm lime visualize long$Category,
levels = c¢("rev", "rec", "cogs", "inv", "reserve", "mkt sec", "pay",
"asset", "liab",
"inc exp se"))

## max ranks lime (non-normalized)
df raw lime visualize <- df expl raw ranks final %>%
filter(classification result %in% c("tp", "fn")) %>%
select (fyear, gvkey, classification result,
fraud_cat_count, any of (max ranks_lime))

## transform into long format
df raw lime visualize long <- df raw lime visualize %>%
pivot_longer (cols = starts_with("w max rank "),
names to = "Category",
values to = "Rank") %>%
drop_na ()

## remove prefix of Category items

df raw lime visualize long <- df raw lime visualize long %>%
mutate (Category = gsub(""w max rank ", "", Category)) $%$>%
mutate (Category = as.factor (Category))

df raw lime visualize long$Category <- factor
df raw lime visualize long$Category,
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inv

levels = c("rev", "rec", "cogs", ",
"asset", "liab",

"inc exp se"))

## max ranks shapley values (normalized)
df norm shapley visualize <- df expl norm ranks final %>%
filter(classification result %in% c("tp", "fn")) %>%
select (fyear, gvkey, classification result,
fraud cat count, any of (max ranks shapley))

## transform into long format
df norm shapley visualize long <- df norm shapley visualize %>%
pivot_longer (cols = starts_with("s max rank "),
names to = "Category",
values to = "Rank") %>%
drop_na ()

## remove prefix of Category items

df norm shapley visualize long <- df norm shapley visualize long %>%
mutate (Category = gsub(""s max rank ", "", Category)) %>%
mutate (Category = as.factor (Category))

df norm shapley visualize long$Category <- factor(
df norm shapley visualize long$Category,

levels = c¢("rev", "rec", "cogs", "inv", "reserve", "mkt sec", "pay",

"asset", "liab",
"inc exp se"))

## max ranks shapley values (non-normalized)
df raw shapley visualize <- df expl raw ranks final %>%
filter(classification result %in% c("tp", "fn")) %>%
select (fyear, gvkey, classification result,
fraud cat count, any of (max ranks shapley))

## transform into long format
df raw shapley visualize long <- df raw shapley visualize %>%

pivot longer(cols = starts with("s max rank "),
names to = "Category",
values to = "Rank") %>%

drop_na ()

## remove prefix of Category items

df raw shapley visualize long <- df raw shapley visualize long %>%
mutate (Category = gsub(""s max rank ", "", Category)) %>%
mutate (Category = as.factor (Category))

df raw shapley visualize long$Category <- factor(
df raw shapley visualize long$Category,
levels = e¢("rev", "rec", "cogs", "inv", "reserve", "mkt sec",
"asset", "liab",
"inc_exp se"))

" "

"reserve", "mkt sec", "pay",

pay“,
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Jitter Visualization

The code below was run four times manually adjusted for LIME vs Shapley
Values and normalized vs. non-normalized variants. Here shown for LIME
based on models trained on normalized data.

## create ggplot object
plot expl lime norm <- ggplot(
df norm lime visualize long,
aes (x = Category, y = Rank, color = classification result)) +
geom point(position = position_jitterdodge (
jitter.width = 0.2,
jitter.height = 0.05,
dodge.width = 0.5),
alpha = 0.3) +

## add vertical lines to separate between groups of fraud categories

geom_segment (aes(x = 7.5, xend = 7.5, y = 28.5, yend = -1),
linetype = "dashed", color = "darkgrey") +

geom_segment (aes(x = 9.5, xend = 9.5, y = 28.5, yend = -1),
linetype = "dashed", color = "darkgrey") +

## add horizontal lines stating the number of related features
annotate ("segment", x = 0.3, xend = 7.3, y = 0,

yend = 0, color = "darkgrey") +

annotate ("text", x = 3.5, y = -2, label = "1 related\nfeature",
color = "black", size = 2.5) +

annotate ("segment", x = 7.7, xend = 9.3, y = 0,
yend = 0, color = "darkgrey") +

annotate ("text", x = 8.5, y = -2, label = "6 related\nfeatures",
color = "black", size = 2.5) +

annotate ("segment", x = 9.7, xend = 10.3, y = 0,
yend = 0, color = "darkgrey") +

annotate ("text", x = 10, y = -2, label = "11 related\nfeatures",
color = "black", size = 2.5) +

## adjust axis
scale_y reverse (breaks = seq(28, 0, by = -4), limits = ¢(28.5, -2)) +

## adjust colors for "tp" and "fn"
scale color_manual (values = c("tp" = "green", "fn" = "red")) +

## settings for labels

labs (
title = "LIME, normalized",
x = "Category",
y = "Maximum rank of related feature"
) <P
theme minimal () +
theme (
panel.grid = element blank(),
axis.line = element_ line(color = "black"),
plot.title = element_text(size = 12, hjust = 0.5),
axis.title.x = element_text(margin = margin(t = -10), size = 10),

axis.title.y = element_text(size = 10),

axis.text.x = element_text (margin = margin(t = 13), angle = 45),
legend.position = "bottom",

legend.box.margin = margin(t = -10),

legend.title = element_text(size = 10)
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print (plot expl lime norm)

Combined visualization of LIME and Shapley Values

## save illustrations

ggsave (file="plot expl lime norm.svg",
plot = plot expl lime norm,
width = 5, height = 5)

ggsave (file="plot expl lime raw.svg",
plot = plot expl lime norm,
width = 5, height = 5)

ggsave (file="plot expl shapley norm.svg",
plot = plot expl shapley norm,
width = 5, height = 5)

ggsave (file="plot expl shapley raw.svg",
plot = plot expl shapley raw,
width = 5, height = 5)

## additional combined plot
plot expl lime <-
plot expl lime norm +
plot_expl lime raw

plot expl shapley <-
plot expl shapley norm +
plot expl shapley raw

plot expl <-
plot _expl lime /
plot expl shapley

## save combined plot

ggsave (file="plot expl.svg",
plot = plot expl,
width = 10, height = 13)

Boxplot Visualization

The code below was run four times manually adjusted for LIME vs Shapley
Values and normalized vs. non-normalized variants. Here shown for LIME
based on models trained on normalized data.

## create ggplot object
plot _expl lime norm box <- ggplot(
df norm lime visualize long,
aes (x = factor(Category), y = Rank, fill = classification result)) +
geom_boxplot (
width = 0.4,
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position = position_dodge (width = 0.5),
alpha = 0.8,
outlier.size = 1) +

## add vertical lines to separate between groups of fraud categories

geom_segment (aes(x = 7.5, xend = 7.5, y = 28.5, yend = -1),
linetype = "dashed", color = "darkgrey") +

geom_segment (aes(x = 9.5, xend = 9.5, y = 28.5, yend = -1),
linetype = "dashed", color = "darkgrey") +

## add horizontal lines stating the number of related features
annotate ("segment", x = 0.3, xend = 7.3, y = 0,

yvend = 0, color = "darkgrey") +

annotate ("text", x = 3.5, y = -2, label = "1 related\nfeature",
color = "black", size = 2.5) +

annotate ("segment", x = 7.7, xend = 9.3, y = 0,
yvend = 0, color = "darkgrey") +

annotate ("text", x = 8.5, y = -2, label = "6 related\nfeatures",
color = "black", size = 2.5) +

annotate ("segment", x = 9.7, xend = 10.3, y = 0,
yend = 0, color = "darkgrey") +

annotate ("text", x = 10, y = -2, label = "11 related\nfeatures",
color = "black", size = 2.5) +

## adjust axis
scale y reverse (breaks = seq(28, 0, by = -4), limits = c¢(28.5, -2)) +

## adjust colors for "tp" and "fn"
scale fill manual (values = c("tp" = "green", "fn" = "red")) +

## settings for labels

labs (
title = "LIME, normalized",
x = "Category",
y = "Maximum rank of related feature"
) +
theme minimal () +
theme (
panel.grid = element blank(),
axis.line = element_ line(color = "black"),
plot.title = element text(size = 12, hjust = 0.5),
axis.title.x = element_text(margin = margin(t = -10), size = 10),
axis.title.y = element_text(size = 10),
axis.text.x = element_text (margin = margin(t = 13), angle = 45),
legend.position = "bottom",
legend.box.margin = margin(t = -10),

legend.title = element_text(size = 10)

print (plot _expl lime norm box)
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Combined visualization of LIME and Shapley Values boxplots

## save illustrations

ggsave (file="plot expl lime norm box.svg",
plot = plot expl lime norm box,
width = 5, height = 5)

ggsave (file="plot expl lime raw box.svg",
plot = plot expl lime norm box,
width = 5, height = 5)

ggsave (file="plot expl shapley norm box.svg",
plot = plot expl shapley norm box,
width = 5, height = 5)

ggsave (file="plot expl shapley raw box.svg",
plot = plot expl shapley raw box,
width = 5, height = 5)

## additional combined plot
plot expl lime box <-
plot expl lime norm box +
plot expl lime raw box

plot expl shapley box <-
plot expl shapley norm box +
plot expl shapley raw box

plot expl box <-
plot_expl lime box /
plot expl shapley box

## save combined plot

ggsave (file="plot expl box.svg",
plot = plot expl box,
width = 10, height = 13)

Descriptive illustration of all explanations by feature

The code below illustrates the explanation ranks for all features and all
explained observations.

Preprocessing of data frames

## preprocess dataframes into long format
df expl norm ranks_final long lime <- df expl norm ranks final %>%

select (fyear, gvkey, classification_result, fraud cat_count, all _of(features_rank
_lime)) %>%

pivot longer (cols = all of(features_rank lime), names_to = "Variable", values_to
= "Rank") %>%

filter (Rank >= 1 & Rank <= 28) %>%

mutate (Variable = str_remove_all (Variable, "“w | rank$")) %>%

mutate (classification result = ifelse(classification result %in% c("tp", "fn"), "
other", classification result))
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df expl raw ranks final long lime <- df expl raw ranks final %>%

select (fyear, gvkey, classification result, fraud cat count, all_of (features rank
_lime)) %>%

pivot_longer (cols = all of (features rank lime), names to = "Variable", values to
= "Rank") %>%

filter (Rank >= 1 & Rank <= 28) %>%

mutate (Variable = str_remove_all (Variable, ""w_| ranks$")) %>%

mutate (classification result = ifelse(classification result %in% c("tp", "fn"),
other", classification result))

"

df expl norm ranks final long shapley <- df expl norm ranks final %>%
select (fyear, gvkey, classification result, fraud cat count, all_of (features_rank
_shapley)) %>%

pivot_longer (cols = all_of(features_rank shapley), names _to = "Variable", values_
to = "Rank") %>%

filter (Rank >= 1 & Rank <= 28) %>%

mutate (Variable = str_remove_all (Variable, ""s | rank$")) %>%

mutate (classification result = ifelse(classification result %in% c("tp", "fn"), "

other", classification result))

df expl raw ranks final long shapley <- df expl raw ranks final %>%
select (fyear, gvkey, classification result, fraud cat count, all of (features rank
_shapley)) %>%

pivot_longer (cols = all of (features rank shapley), names to = "Variable", values
to = "Rank") %>%

filter (Rank >= 1 & Rank <= 28) %>%

mutate (Variable = str_remove_all (Variable, ""s | rank$")) %>%

mutate (classification result = ifelse(classification result %in% c("tp", "fn"), "

other", classification result))
Jitter plot for all features and their epxlanation ranks

Below, jitter plots for all explanations are created, highlighting false
positives classifications in contrast to other classificiation results.
This is again manually conducted four times for the different variants LIME
vs Shapley Values and normalized vs. non-normalized data.

## create ggplot object
plot expl shapley norm feature ranks <- ggplot(df expl norm ranks final long shaple
2
aes (x = Rank, y = fct rev(factor (Variable)), color = classification_result))
+
geom point(position = position_jitterdodge(jitter.width
3, dodge.width = 0.5), alpha = 0.2, size = 0.5) +

0.3, jitter.height = 0.
## adjust x- and y-axis
scale x reverse(limits = ¢(29, 0), breaks = 28:1, labels = 28:1) +

## set color for classification result
scale color_manual (

values = c("fp" = "red", "other" = "blue"),
name = "Classification Result"
) +

## set lables and title

labs (
title = "Shapley Values, normalized",
x = "Rank of explanation",
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y = "Feature"

) +

# style

theme minimal () +

theme (
plot.title = element_ text(size = 12, hjust =
axis.text.x = element_text(angle = 45, hjust
axis.title.x = element_text(size = 10),
axis.title.y = element_text(size = 10),
axis.line = element_ line(color = "black"),
panel.grid.minor = element blank(),
legend.position = "bottom",
legend.box.margin = margin(t -10),
legend.title = element_text(size = 10)

)

Combined visualization of feature ranks of LIME and

## save illustrations

0.5
=1

ggsave (file="plot expl lime norm feature ranks.svg",
plot = plot expl lime norm feature ranks,

width = 5, height =

3)

ggsave (file="plot expl lime raw feature ranks.svg",
plot = plot expl lime raw feature ranks,

width = 5, height =

ggsave (file="plot expl shapley norm feature ranks.svg",

5)

plot = plot expl shapley norm feature_ ranks,

width = 5, height =

5)

)
)

4
I4

ggsave (file="plot expl shapley raw feature ranks.svg",
plot = plot expl shapley raw feature ranks,

width = 5, height =

## additional combined plot

plot expl lime feature ranks <-
plot_expl lime norm feature ranks +
plot expl lime raw feature ranks

plot expl shapley feature ranks <-

3)

plot expl shapley norm feature ranks +

plot expl shapley raw feature ranks

plot expl feature ranks <-

plot expl lime feature ranks /
plot expl shapley feature ranks

## save combined plot

ggsave (file="plot expl feature ranks.svg",
plot = plot expl feature ranks,

width = 10, height =

13)

Shapley Values
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Appendix F: Compustat Data Items used as Features for Model Training

Abbreviation Feature

act Current Assets, Total

ap Account Payable, Trade

at Assets, Total

ceq Common/Ordinary Equity, Total

che Cash and Short-Term Investments
cogs Cost of Goods Sold

csho Common Shares Outstanding

dlc Debt in Current Liabilities, Total
dltis Long-Term Debt Issuance

dltt Long-Term Debt, Total

dp Depreciation and Amortization

ib Income Before Extraordinary Items
invt Inventories, Total

ivao Investment and Advances, Other

1vst Short-Term Investments, Total

Ict Current Liabilities, Total

It Liabilities, Total

ni Net Income (Loss)

ppegt Property, Plant and Equipment, Total
pstk Preferred/Preference Stock (Capital), Total
re Retained Earnings

rect Receivables, Total

sale Sales/Turnover (Net)

sstk Sale of Common and Preferred Stock
txp Income Taxes Payable

txt Income Taxes, Total

xint Interest and Related Expense, Total
prcc_f Price Close, Annual, Fiscal

The table lists the 28 COMPUSTAT data items identified by Bao et al. (2020) and used for model training.
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Appendix G:Categorization of Misstatement Types

Abbreviation Account category affected
asset Capitalized costs as asset

cogs Misstated cost of goods sold
debt Misstated allowance for bad debt
inc_exp se Misstatement of other expense /shareholder equity account
inv Misstated inventory

liab Misstated liabilities

mkt sec Misstated marketable securities
pay Misstated payables

rec Misstated accounts receivable
reserve Misstated reserve account

rev Misstated revenue

The table lists the types of misstatements and their abbreviations as categorized by Dechow et al. (2011) in their AAER

database.
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Performances of RUSBoost Models

10n

Detailed Classificati
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Appendix

Appendix I: Features’ Maximum Ranks in Relation to Misstatement Types

LIME, normalized

LIME, non-normalized
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Each panel illustrates boxplots for the highest rank of a feature’s explanation which is related to the type of misstatement of the analyzed
observation. As the first six categories are matched to a single feature. “asset” and “liability” in contrast are matched with 6 features and
“inc_exp_se” with 11 features. The category “debt” is not included as there is no misstatement case for this type between 2003 and 2019 in

the database.
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