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Corporate Transparency and Financial
Reporting in China

e What is the status?
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Lee et al. (2012) identified a list of 32 Chinese RM fraud
cases cited by the SEC, U.S. media, or short sellers since

2010

Appendix A. Chinese reverse mergers identified as fraundulent by the media, short sellers or the SEC

since 2010

Date of reverse | Last exchange prior | Date of trading | Added to Pink | Delisted |Registration revoked
Name In sampla?
merger to citation/report halt Sheet (Form 25) by the SEC

4 dvanced Battery Technologies, Inc. 2004/04/21 NASDAQ 2011/11/15 2011/11/30 2011/12/16 - Yes
4 Power Energy Generation Systems, Ltd. 2007/02/09 NASDAQ 2011/06/27 2011/09/26 2012/04/13 - No*
IChina Agvitech, Inc. 2005/02/03 NASDAQ 2011/03/14 2011/05/20 2011/07/13 2012/10/17 Yes
IChina Intezrated Enersy. Inc. 2007/10/23 NASDAQ 2011/04/20 2011/06/15 2011/11/10 - fes
IChina Century Dragon Media. Inc. 201040430 AMEX 2011/03/21 2011/06/17 2011/10/07 - Yes
IChina Changjiang Mining & New Enersy Company. Ltd. | 20084 OTCBB 2011/04/07 - - Yes
IChina Education Alliance_ Inc 2004/12 NYSE 2011/12/21 2011/12/29 2012/01/11 - Yes
[China Electric Motor, Inc. 2009/05/06 NASDAQ 2011/05/31 2011/06/14 2011/10/06 - fos
IChina Green Agriculture, Inc. 2007/12126 NYSE i - - - Yes
IChina Intelligent Lighting and Electronies, Inc. 2010/01/15 AMEX 2011/03/24 2011L/06/17 2011/07/19 - Yes
IChina Marine Food Group 2007/11723 AMEX - - - - Yes
IChina MediaExpress Holdings, Inc. 2009/10/15 NASDAQ 2011/03/11 2011/05/19 2011/12/16 2012/08/28 No*
IChina North East Petroleum Holdings Limited 2004/03/29 AMEX 2012/03/01 2012/06/21 2012/07/06 - No*
IChina Ritar Power Coip. 2007/02 NASDAQ 2011/04/18 201110623 2011/07/05 - Yes
[China Valves Technology, Inc. 2007/12 NASDAQ 2012/07/13 2012/09/21 2012/09/21 - fos
IChina-Biotics, Inc. 2006 NASDAQ 2011/06/15 2011/07/01 20114 - Yes
ICleanTeck Innovations. Inc. 2010/07/02 NASDAQ 2011/03/02 2011/03/02 2011/ - Yes
Ducyuan Printing, Inc. 2006/10/06 NYSE 2011/04/01 2011/04/04 2011/ - Yes
Fuai International. Inc. 2006/11/20 NASDAQ 2011/03/29 2011/03/29 2011/ - No*
[Heli Electronics Corp. 2010/06/15 OTCBB - 2011/03/25 - 2012/03/02 No"
Fiangbo Pharmaceuticals, Inc. 2007/10/01 NASDAQ 2011/05/31 2011/08/04 2011/10/06 - Yes
[Keyuan Petrochemicals, Inc. 2010/04/22 NASDAQ 2011/04/01 2011/10/07 2012/04/13 - fes
IOrient Paper. Inc. 2007/10/30 AMEX - - Yes
Puda Coal. Inc. 2005/07/15 AMEX 2011/04/11 2011/08/18 2011/09/12 Yes
[RINO International Corp. 2007/10/05 NASDAQ 2010/11/17 2010/12/08 | 2010/12/20 Yes
EhengdaTech, Inc. 2006.03/31 NASDAQ 2011/03/15 2011/06/10 2011/12/16 Yes
ino Clean Enerey Inc. 2006/10/18 NASDAQ 2012/05/21 2012/09/25 - Yes
Bubave. Inc. 12/21/2000 NASDAQ 2011/04/07 2011/06/24 2011/11/10 No*
[Universal Travel Group 2006./07/12 NYSE 2011/04/11 2012/05/07 | 2012/04126 Yes
Wonder Auto Tecknology, Inc 2006./06/22 NASDAQ 2011/05/06 2011/09/12 | 2012/01/06 Yes
[Vuhe International, Inc. 2008/03/12 NASDAQ 2011/06/17 2011/07/21 2011/12/16 Yes

Source: Lee, Li and Zhang (2012), Stanford University working

paper
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Accounting fraud by domestic IPO
applicant
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What can we conclude so far?

* It appears China’s financial reporting

system is (almost)

broken

* The billion dollar c
fix the system?

uestion: How can we

TECHNOLOGICAL

UNIVERSITY



http://www.google.com.sg/url?sa=i&rct=j&q=&esrc=s&source=images&cd=&cad=rja&uact=8&docid=Sfa3DoWWadYTuM&tbnid=MonPQhl8LdvIbM:&ved=0CAUQjRw&url=http://www.freshdialogues.com/2011/05/10/how-to-predict-the-future-a-tom-friedman-lesson-plan/&ei=1t-OU964KcaokAXDi4DYDQ&bvm=bv.68235269,d.dGI&psig=AFQjCNH5o2rMOUpT3VkxMFVOdIqnezKrrw&ust=1401958596691654

Uncharted waters

* Any reform proposal could bring unintended
consequences (e.g., the Shanghai Free Trade
Zone)

* Prior (U.S.-based) research may offer little
guidance for China’s future reforms
— China’s unique institutional environment

- Endogeneity concern

* Opportunities for researchers interested in
China
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What has happened on the ground?

* China has done a lot of reforms with an
aim to increase the quality of
accounting information but they failed
most of the time

— The devil is in the details




Select examples

* The overhaul of the accounting standards
(1998, 2001, 2007)

* Significant changes to the auditing standards
and audit profession since early 1990s

— The disaffiliation program in 1998-2000

— A series of independent auditing standards and
implementation guidelines in 1995-2004

- “Forced” consolidation of audit firms since 2000
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How should we improve China’s
financial reporting quality: a conceptual
framework

* Cost and benefit analysis at the firm level

* Strongest reporting system # the most
optimal reporting system
* More broadly: strongest corporate

governance # the most optimal corporate
governance

- Financial reporting is a small part of a firm’s
overall corporate governance system
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Strongest corporate governance # the
most optimal corporate governance

SR

Strongest governance
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How should we improve China’s
financial reporting quality: a conceptual
framework

* Cost and benefit analysis at the society level

* Cost and benefit analysis at the society level
#cost and benefit analysis at the firm level

* Therefore, it is possible that an optimal
corporate governance system from a firm’s
perspective # an optimal corporate
governance system from a society’s perspective
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How should we improve China’s

financial reporting quality: a conceptual
framework

NI
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How should we protect investors in
China?
— a tentative framework

Free market Government-led
approach approach

N~
Internal Board structure Regulation on executive
governance (celll) pay
(cell3)
External Shareholder activism Legal system
governance (cell2) (cell4)
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Investor protection: China’s unique
challenges

* China’s culture, history, and political
system

* Weak country-level investor protection
system

* Extremely high ownership
concentration

e The dominance of SOEs




China is different
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The view of one Chinese billionaire, |

Zong Qinghou
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So where is the road to the bright future?

* Insight from some of my own recent
research
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Audit quality in China

* How much faith should you place on the
audits of the mainland Big Four?

* Is there any benefit from requiring H firms to
be audited by Hong Kong-based Big Four?

— Starting in 2010, companies cross-listed in Hong
Kong are no longer required to prepare two sets of
books and to be audited by Hong Kong-based
auditors
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The effect of China’s weak institutional

environment on the quality of Big Four audits

Bin Ke
Nanyang Technological University

Clive Lennox

Nanyang Technological University

Qingquan Xin
Cho ngging University
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Our specific research question

* Do mainland Big Four provide the same audit

%uality for pure A firms and AB firms versus
H firms?

— Pure A firms and AB firms are listed on mainland
only

- AH firms are listed on both mainland and Hong
Kong stock exchanges

- AH firms were required to prepare the H-share
financial statements audited by firms registered in
Hong Kong and the A-share financial statements
audited by firms in mainland China
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A quote from the KPMG website

* “Global capability and consistency are
central to the way we work. By
providing global organizations with the
same quality of service and behavior
around the world, we can work with
them wherever they choose to operate”




A quote from the China Business
Journal

* For a long time, there has been an
unspoken rule among the Big Four
accounting firms in mainland China: If an
audit client will go to Hong Kong for stock
listing, a mainlgand Big Four firm will
assign a strong audit team to conduct the
audit. However, if the audit client will be
listed on a mainland stock exchange, the
Big Four will assign a weaker audit team
to conduct the audit
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A quote from the China Business
Journal (continued)

e The main reason for such behavior is
not because of the differences in the
quality of audit clients across the two
markets, but because of the differences
in the ability and toughness of
securities regulators across the two
markets




What do we find?

* Big Four assign their less experienced auditors to
companies that are listed only in China
compared with clients cross-listed in Hong Kong

* The Big Four are less likely to issue modified
audit reports and they charge lower audit fees
for clients that are listed only in China

* Companies listed only in China have larger
earnings inflation than do companies cross-listed
in Hong Kong

- B IR (nan ja béi zhi)
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IPO quality in China

e China’s IPO market is a mess
— There is too much government control

- Rampant accounting frauds involving IPPO
applicants

* What should we do to improve the efficiency
of China’s IPO market?

- Is moving away from government control the way
forward?
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IPO Pricing Mechanisms and Financial
Reporting Quality

Jun Chen Zhejiang University

Bin Ke Nanyang Technological University
Donghui Wu Chinese University of Hong Kong
Zhifeng Yang City University of Hong Kong



Figure 1. PE multiples used in IPO offer prices
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Our research question

* How do alternative IPO pricing
approaches affect IPO firms’ reporting
quality?

- The government-based approach versus
the market-based approach




What do we find?

* IPO firms’ financial reporting quality is higher
when PO offering prices are determined by the
market-based approach

* We find no evidence that the market-based
approach leads to greater inflation of IPO
offering prices than the government-based
approach

* JPO firms’ initial financial reporting quality
atfects long-term financial reporting quality
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The future is bright

e For researchers interested in
China/ Asian economies

- Because there are too many important
issues waiting for us to tackle in Asia
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