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Artificial Intelligence Techniques for Fraud 
Detection 

Guangsheng Lai 

School of Physics and Information Engineering, Jiangsu Second Normal University, Nanjing, Jiangsu 210016, 
P R China; 529497288@qq.com 

Abstract: In the wake of increasing digital fraud, this paper introduces an innovative application of Artificial 
Intelligence (AI) in detecting fraudulent activities across finance, healthcare, and e-commerce sectors. It 
presents a detailed analysis of machine learning methodologies, specifically focusing on the advantages of 
supervised, unsupervised, and deep learning techniques. The paper addresses the challenges such as data 
imbalance, model interpretability, and ethical implications in AI-based fraud detection. It also discusses the 
necessity of high-quality datasets and advocates for the integration of traditional and advanced machine 
learning methods to enhance accuracy and adaptability in fraud identification. However, it acknowledges the 
limitations including computational demands and overfitting risks. The study underscores the importance of 
collaborative efforts between AI experts and industry professionals to develop ethical, efficient, and reliable AI 
solutions for fraud detection. 

Keywords: Artificial Intelligence (AI); Fraud Detection; Machine Learning; Deep Learning; 
Supervised learning 

 

1. Introduction 

Fraud detection, a critical facet in safeguarding various industries, has evolved with the 
integration of Artificial Intelligence (AI) techniques. The constant threat of fraudulent activities, 
spanning financial, healthcare, e-commerce[1–3], and other sectors, necessitates sophisticated 
solutions that go beyond traditional methods. AI, with its capacity to analyze vast datasets, recognize 
intricate patterns, and identify anomalies, presents a powerful approach to combatting fraud. This 
intersection of AI and fraud detection not only enhances the speed and accuracy of identifying 
deceptive practices but also adapts to the evolving nature of fraudulent behaviors across different 
domains. The introduction of Fraudulent Activities is shown in Figure 1. 

Fraud detection encompasses a broad spectrum of deceptive practices, ranging from financial 
fraud like credit card scams [4,5] and identity theft [6] to industry-specific malfeasance such as 
insurance[7] and telecommunications fraud[8]. The effectiveness of AI in fraud detection hinges on 
the diverse array of data sources[9] it can leverage. Transaction records, user profiles, IP addresses, 
timestamps, and more contribute to the data pool. Real-time processing is paramount, allowing the 
system to analyze incoming data promptly and respond swiftly to potential threats[10]. 

At the core of AI-driven fraud detection are various machine learning techniques tailored to 
different needs[11,12]. Supervised learning[13] utilizes labeled data to train models on known 
instances of fraud and non-fraud, enabling predictions on new data. Unsupervised learning, on the 
other hand, identifies patterns and anomalies without labeled data[14,15], often employing clustering 
and outlier detection methods[16,17]. Feature engineering, a crucial step in the process, involves 
selecting and transforming relevant features from the data[18]. This strategic manipulation enhances 
the model's ability to detect fraud by aggregating transaction data, creating new variables, and 
normalizing existing ones. 

Anomaly detection, a pivotal aspect of AI-powered fraud detection[19], involves the 
identification of unusual patterns or outliers that may signify fraudulent activity. Employing 
statistical methods, clustering algorithms, and machine learning models, anomaly detection adds a 
layer of sophistication to the system's capabilities. Behavioral analysis, another integral component, 
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assesses historical user or entity behavior to identify deviations from normal patterns. By establishing 
baselines for regular behavior, the system can efficiently flag activities falling outside these 
norms[20]. Operating in real-time or near real-time, fraud detection systems ensure a swift response 
to potential threats, showcasing the dynamic and proactive nature of AI in combating fraudulent 
activities across diverse industries[21]. 

 

Figure 1. The introduction of Fraudulent Activities. 

2. Machine Learning 

Machine Learning (ML) [22] is a subset of artificial intelligence (AI) that empowers computers 
to learn from data and improve their performance without being explicitly programmed. The 
primary objective of machine learning is to enable systems to recognize patterns, make decisions [23], 
and improve their performance over time based on experience. Unlike traditional rule-based 
programming, where explicit instructions are provided to accomplish a task, machine learning 
algorithms use data to iteratively refine their models, allowing them to adapt and generalize to new 
situations[24,25]. 

There are several types of machine learning, each serving distinct purposes. The comparison of 
different machine learning is shown in Table 1. Supervised learning involves training a model on a 
labeled dataset, where the algorithm learns to map input data to corresponding output labels[26]. 
Unsupervised learning, in contrast, deals with unlabeled data, aiming to discover patterns and 
structures within the information. Reinforcement learning involves an agent learning by interacting 
with an environment and receiving feedback in the form of rewards or penalties, allowing it to 
optimize its behavior over time. These diverse approaches cater to different applications, from 
predicting outcomes to clustering data and even training agents for autonomous decision-
making[27]. 

Table 1. The comparison of different machine learning. 

Dataset Core Formula Characteristic Limitations 

Bayesian 

Classification  
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Supports incremental 

training, assumes 

feature independence. 

Unable to handle 

feature combinations. 

 Fraudulent 

Activities

Financial Fraud

Healthcare Fraud

E-commerce Fraud

Detection Significance: Effective detection is important to safeguard the interests of 

insured parties and ensure the sustainable development of healthcare systems  .

Harm: It contributes to the rising cost of healthcare and drains significant resources from 

medical insurance funds, affecting the quality of care and trust in the healthcare system.

Background: Healthcare fraud involves illegitimate claims or deceitful reporting by 

healthcare providers or consumers, exploiting the medical insurance system designed to 

protect against economic losses from health risks.

Harm: Such fraud results in financial losses for companies and individuals, 

undermining consumer confidence in e-commerce platforms.

Background: E-commerce fraud refers to deceptive transactions in the online 

marketplace, which has become an integral part of people's daily lives.

Detection Significance: Fraud detection is key in risk management systems, 

helping prevent financial loss and maintaining consumer trust.

Background: Financial fraud is the act of obtaining financial benefits through dishonest 

means, disrupting financial market order and harming socio-economic development.

Harm: It causes monetary losses, undermines the integrity of financial systems, and may 

fuel other illegal activities.

Detection Significance: Detecting financial fraud is crucial to protect financial ecosystems.
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high accuracy. 
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some algorithms. 
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Deep 

Learning 
( ) ( )i i
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Strong learning ability, 

high accuracy. 

The computational 

and annotation costs 

are high, and some 

hyperparameters 

need to be 

determined 

empirically. 

The versatility of machine learning is reflected in its wide range of applications across various 
industries. In healthcare, machine learning is employed for disease diagnosis, personalized treatment 
plans, and drug discovery[28]. In finance, algorithms are used for fraud detection, risk assessment, 
and algorithmic trading[29]. Marketing benefits from machine learning through customer 
segmentation, personalized recommendations, and predictive analytics[30]. In natural language 
processing (NLP), machine learning enables sentiment analysis, language translation, and chatbot 
interactions[31]. These applications showcase the adaptability of machine learning in solving 
complex problems and making data-driven decisions. 

While machine learning has achieved significant successes, it is not without challenges. Issues 
such as bias in algorithms, interpretability of models, and the need for large labeled datasets pose 
ongoing concerns. The future of machine learning involves addressing these challenges, exploring 
more advanced techniques like deep learning, and pushing the boundaries of what AI systems can 
achieve. As machine learning continues to evolve, its integration with other emerging technologies, 
such as quantum computing[32] and explainable AI[33], holds promise for overcoming existing 
limitations and unlocking new possibilities for solving complex problems in diverse fields. 

3. Traditional ML Approaches to Fraud Detection 

Preprints (www.preprints.org)  |  NOT PEER-REVIEWED  |  Posted: 15 December 2023                   doi:10.20944/preprints202312.1115.v1

https://doi.org/10.20944/preprints202312.1115.v1


 4 

 

Traditional machine learning (ML) [34,35] approaches have played a pivotal role in the realm of 
fraud detection, providing effective means to analyze and interpret data patterns indicative of 
fraudulent activities. These methods leverage supervised learning techniques, where algorithms are 
trained on historical data labeled with instances of fraud and non-fraud. The primary goal is to enable 
the system to generalize from past examples, learning to distinguish between normal and anomalous 
behavior in new data. 

Supervised learning forms the cornerstone of traditional ML approaches to fraud detection[36]. 
During the training phase, the algorithm learns from a labeled dataset, identifying patterns and 
features associated with known instances of fraud. This knowledge is then applied to new, unlabeled 
data to predict whether a particular transaction or activity is likely to be fraudulent. Common 
supervised learning algorithms in fraud detection include decision trees[37], logistic regression[38], 
and support vector machines[39]. For example, the structure diagram of the decision tree is shown in 
Figure 2. The effectiveness of these models relies on the quality and representativeness of the training 
data. 

Root Decision Node

Branch Branch

Branch Branch Branch Branch

Decision Node Decision Node

Leaf Node Leaf Node Leaf Node Leaf Node  

Figure 2. The structure diagram of the decision tree. 

In addition to supervised learning, traditional ML approaches [40,41] often incorporate 
unsupervised learning techniques, particularly for anomaly detection. Anomalous behavior in data, 
which may signify fraudulent activity, is identified without the use of labeled examples. Clustering 
algorithms, such as k-means[42], and density-based methods, like isolation forests[43], are commonly 
employed to detect outliers or patterns that deviate from the norm. Unsupervised learning is valuable 
in scenarios where labeled fraud data is scarce, providing a complementary approach to supervised 
methods[44]. 

Feature engineering is a critical aspect of traditional ML approaches in fraud detection. The 
selection and transformation of relevant features from the data enhance the model's ability to discern 
fraudulent patterns. Feature engineering may involve creating new variables, aggregating 
transaction data, or normalizing existing features. Furthermore, the interpretability of models is 
essential for understanding the rationale behind fraud predictions. Transparent models, such as 
decision trees[45], offer insights into the features contributing to a prediction, aiding analysts in 
comprehending and validating the model's decisions. 

Despite their effectiveness, traditional ML approaches for fraud detection have limitations. They 
may struggle to adapt to rapidly evolving fraud tactics and may be less effective in handling highly 
imbalanced datasets. As fraudsters continuously refine their techniques, there is a growing need for 
more advanced and adaptive methods. The future of fraud detection lies in the integration of 
traditional approaches with emerging technologies, such as deep learning and ensemble methods, to 
enhance accuracy and robustness. Additionally, addressing challenges like model interpretability 
and ethical considerations[46,47] remains a focal point for refining and advancing traditional ML 
techniques in the context of fraud detection. 

4. Deep Learning Approaches to Fraud Detection 
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Deep Learning has emerged as a potent tool in the realm of fraud detection, leveraging complex 
neural networks to automatically learn and extract intricate patterns within large datasets[48]. In 
contrast to traditional machine learning methods, deep learning approaches delve into multiple 
layers of abstraction [49,50], enabling the automatic discovery of features and representations that 
may be challenging to capture using manual feature engineering. This adaptability is particularly 
advantageous in the context of fraud detection, where fraudulent patterns can be dynamic and non-
linear[51]. 

Deep learning models applied to fraud detection often involve architectures such as deep neural 
networks, convolutional neural networks (CNNs), recurrent neural networks (RNNs), and more 
recently, transformer-based models. Deep neural networks are adept at learning hierarchical 
representations of features from transactional and user behavior data[52]. CNNs are effective for 
spatial data, such as images associated with fraud detection[53], while RNNs are valuable for 
capturing temporal dependencies in sequential data[54]. Transformer models, originally developed 
for natural language processing, have shown promise in capturing long-range dependencies and 
contextual information relevant to fraud detection[55,56]. 

The Transformer model consists of two main parts, the Encoder and the Decoder. The model of 
the Transformer is shown in Figure 3. The left part is the encoder which is composed of multiple layers 
of attention mechanisms and feed-forward neural networks and follows the residual normalization 
process, where the output of each layer is a multidimensional vector, and the output vector of each 
layer is the input of the next layer. On the right is the decoder, which also has the two layers of the 
encoder, but between them there is an Encoder-Decoder Attention, which is used to help the decoder 
to focus on the relevant parts of the input sentence[57]. 

 Residual Connection & Normalization

Feed-Forward Neural Network

Residual Connection & Normalization

Multi-Head Attention

Residual Connection & Normalization

Multi-Head Attention

Residual Connection & Normalization

Multi-Head Attention

Residual Connection & Normalization

Feed-Forward Neural Network

Fully Connected Layer

Softmax

input output

N×

×N

 

output probability distribution 

 

Figure 3. Transformer Model Diagram. 

Training deep learning models [58] for fraud detection requires substantial amounts of labeled 
data, which can be a challenge due to the imbalance between normal and fraudulent instances[59]. 
Data preprocessing techniques, including resampling, oversampling, and undersampling, are 
employed to address this imbalance [60]. Additionally, transfer learning, where a model pre-trained 
on a large dataset is fine-tuned for fraud detection, can enhance performance[61]. Training strategies 
also involve the use of autoencoders for unsupervised feature learning and anomaly detection[62], 
enabling the model to identify patterns indicative of fraud without explicit labels. 

Despite their success, deep learning approaches to fraud detection face challenges, including 
interpretability and explainability[63,64]. The inherent complexity of deep neural networks can make 
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it challenging to understand the reasoning behind specific predictions, raising concerns about the 
transparency of decision-making processes. Ethical considerations, such as bias in algorithms and the 
potential for discriminatory outcomes, are also critical concerns that researchers and practitioners in 
the field are actively addressing to ensure fair and unbiased fraud detection. 

The future of deep learning in fraud detection involves addressing current challenges and 
integrating with traditional machine learning approaches. Hybrid models that combine the strengths 
of deep learning and traditional methods are being explored to enhance robustness and 
interpretability[65]. Further advancements in explainable AI[66], regularization techniques[67], and 
the development of more efficient training strategies are anticipated to propel deep learning 
approaches to the forefront of fraud detection, contributing to the ongoing efforts to mitigate evolving 
threats and protect against fraudulent activities in diverse domains. 

5. Common Fraud Detection Datasets 

High-quality datasets play a crucial role in the development, training, and evaluation of fraud 
detection models. They serve as the foundation for teaching algorithms to distinguish between 
legitimate and fraudulent patterns within the data. Common fraud detection datasets provide 
researchers and practitioners with representative samples of real-world scenarios, enabling them to 
build robust models that can generalize well to diverse and evolving fraud patterns[68]. 

Several widely used datasets are instrumental in advancing research and development in fraud 
detection. The Credit Card Fraud Detection dataset, available on platforms like Kaggle, comprises 
anonymized credit card transactions, with a significant class imbalance between normal and 
fraudulent instances[69]. The IEEE-CIS Fraud Detection dataset, introduced by the Institute of 
Electrical and Electronics Engineers (IEEE), focuses on e-commerce transactions, offering a diverse 
set of features for comprehensive model training , the composition of the data set is shown in Figure 
4. Another notable dataset is the Synthetic Financial Datasets for Fraud Detection, which provides 
synthetic but realistic financial data for assessing the performance of fraud detection algorithms. 

 

Figure 4. The composition of the data set. 

Common fraud detection datasets share certain characteristics essential for the effectiveness of 
machine learning models. Imbalanced class distribution, where the majority of instances are non-
fraudulent, mirrors the real-world scenario but necessitates careful handling to prevent model 
bias[70]. Temporal aspects, such as time-based patterns in transaction data, are often present to 
capture the dynamic nature of fraudulent activities. Datasets may also include features like 
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transaction amounts, timestamps, and user behavior, providing a holistic representation of the factors 
contributing to fraud. 

While common fraud detection datasets offer valuable resources, challenges persist. The rapidly 
evolving nature of fraud necessitates continuous updates and expansions of datasets to reflect 
emerging patterns and tactics employed by fraudsters. Furthermore, ensuring the privacy and 
security of sensitive information within datasets is of paramount importance, prompting the 
development of synthetic datasets that mimic real-world characteristics without compromising 
individual privacy[71]. The collaborative efforts of the research community, industry, and regulatory 
bodies are crucial for addressing these challenges and maintaining the relevance of common fraud 
detection datasets in the ongoing pursuit of effective fraud prevention and detection strategies. 

6. Conclusion 

In conclusion, the integration of AI techniques into fraud detection has marked a transformative 
leap in the ability to combat deceptive practices across various industries. The dynamic and adaptive 
nature of AI enables the analysis of vast datasets, the identification of intricate patterns, and the 
detection of anomalies that may signify fraudulent activities. From machine learning algorithms, 
including supervised and unsupervised learning, to advanced deep learning architectures like neural 
networks, AI methods provide a comprehensive toolkit for discerning fraudulent patterns in diverse 
data sources. 

The significance of AI in fraud detection is evident in its applications across sectors such as 
finance, healthcare, e-commerce, and beyond. Through personalized medicine, predictive analytics, 
and real-time transaction monitoring, AI contributes to the proactive identification and prevention 
of fraudulent behaviors. The adaptability of machine learning models allows for continuous learning 
and adjustment to evolving fraud tactics, making these techniques indispensable in the ongoing 
battle against fraudsters. 

Common challenges, including the need for labeled datasets, model interpretability, and ethical 
considerations, underscore the importance of ongoing research and development in the field. As 
technology progresses, the integration of traditional and deep learning approaches, along with 
advancements in explainable AI and ethical considerations, is shaping the future landscape of fraud 
detection. Collaborative efforts between researchers, industry experts, and regulatory bodies are 
essential to address emerging challenges, ensure data privacy, and foster the responsible and effective 
use of AI techniques in the pursuit of securing financial transactions, sensitive information, and the 
integrity of various systems against fraudulent activities[72]. The continued refinement of artificial 
intelligence for fraud detection not only safeguards businesses and individuals but also reflects the 
collective commitment to staying one step ahead in the ever-evolving landscape of digital security. 
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