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Corporate Transparency and Financial 
Reporting in China 

• What is the status? 





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

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  



Accounting fraud by domestic IPO 
applicant 

•湖南万福生科2013 
– 万福生科持续五年财务造假 
– 万福生科通过预付账款导出现金给粮食经纪人，再
通过经纪人打回现金虚增收入，最终在建工程调整
虚增资产 

– 平安证券最严可能遭暂停保荐资格的处罚 
– 一位接近万福生科中介机构的人士表示，面对万福
生科的恶意造假，中介机构其实很难发现万福生科
的造假行为 



China Changjiang National Shipping (Group) Corporation (CSC)  



What can we conclude so far? 

• It appears China’s financial reporting 
system is (almost) broken 

• The billion dollar question: How can we 
fix the system? 
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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 



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 



Strongest corporate governance ≠ the 
most optimal corporate governance 

 

Strongest governance 



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 



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



How should we protect investors in 
China？ 
 - a tentative framework 

Free market 
approach 

Government-led 
approach 

Internal 
governance 

External 
governance 

Board structure 
(cell1) 

Regulation on executive 
pay 
(cell3) 

Shareholder activism 
(cell2) 

Legal system 
(cell4) 



Investor protection: China’s unique 
challenges 

• China’s culture, history, and political 
system 

• Weak country-level investor protection 
system 

• Extremely high ownership 
concentration 

• The dominance of SOEs 



China is different 
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• 问：您平常会看管理方面的书吗? 
• 答：我不去看那些管理理论的书，因为那些管理理念

都是美国的。人家理论也是有道理的，但毕竟国情不
一样，文化不一样，发展的阶段不一样。照搬硬抄肯
定也不成功。有的书是一句话写成一本书，看完之后
也不知道在说什么。 

• 你要从人性方面去考虑怎么管人。中国人是最难管，
因为中国人聪明，而且中国人都想当皇帝，都想当老
板。我一个是严格管理，我要他们怕我但不恨我;第二
你也要考虑他(的利益)。我们现在是激励机制和竞争机
制相结合。 

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  





Our specific research question 

• Do mainland Big Four provide the same audit 
quality for pure A firms and AB firms versus 
AH 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 



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 mainland 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 



A quote from the China Business 
Journal (continued) 

• 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 



IPO quality in China 

• China’s IPO market is a mess 
– There is too much government control 
– Rampant accounting frauds involving IPO 

applicants 
• What should we do to improve the efficiency 

of China’s IPO market? 
– Is moving away from government control the way 

forward? 
一抓就死，一放就乱? 



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 IPO 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 

• IPO firms’ initial financial reporting quality 
affects long-term financial reporting quality 



The future is bright 

• 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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