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Seminar outline

Performing audits in Mainland China
Audit of privately-owned and state-owned 
enterprises
Auditor’s role in corporate governance
Risk indicators from fraud cases 
Responsibilities of auditors

4

Types of audits in Mainland China

By objective
Financial statement audits

- Statutory audits
(for annual examinations (年檢))

- Non-statutory audits
(for listing, M&A etc.)

Special purpose audits
- Tax audits for representative offices
- Liquidation audits, etc.
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Audit objective

Historical development

Fraud & error
detection

Credit 
assessment

Financial
statement
assurance

6

Audit risk in Mainland China

In accordance with Independent Auditing 
Standards (獨立審計准則), auditors should 
assess audit risk at various stages.  
For example, when:
accepting engagements
planning the nature, timing and extent of the 
audits
formulating audit procedures
preparing audit reports
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Audit risk in Mainland China

Audit risk
Inherent risk
Control risk
Detection risk

Engagement risk

8

Engagement risk 

We use our evaluation of inherent risk at the 
financial statement level when considering the 
engagement risks that we face when accepting 
or continuing with the audit engagement
Equivalent to business risk of auditors

- Facing litigation
- Damage of reputation
- Loss of clients
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The overall engagement risk

Three components: 
Entity-related matters 
Business-related matters
Audit-related matters 

10

Entity-related matters

The entity's financial position and profitability
Solvency / borrowing levels / ratios
Profitability / growth
Incidences of failure within the entity's industry
The reputation, character and integrity of management 
and the principal owners of the entity
Recent changes in management, auditors
Significant past, current and potential litigation
Significant judgements, fines or censures against the 
entity
Management remuneration tied to profits
Money-laundering alerts 
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Business-related matters

The risk of potential litigation costs
The risk of other costs (whether an audit failure 
is alleged or not), such as fee realisation
Whether our association with the entity may 
harm our professional image
Whether the entity or the proposed audit 
involve factors that may be viewed by existing 
clients as against their interests

12

Audit-related matters

Anticipated difficulties in obtaining audit evidence
Whether the proposed audit team possesses 
sufficient knowledge, skills and experience to 
respond to the engagement risks, fulfil our 
professional obligations and provide appropriate 
professional services
Aggressive accounting and/or tax policies; recent 
changes or prior period adjustments
Major areas of uncertainty or subjective issues
Significant unusual or related party transactions
Any professional reasons not to act as auditor

- e.g. independence
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Audit objectives

Perform audit procedures to express an audit 
opinion on whether the financial statements are 
fairly presented

- examine on a test basis
- do not aim to detect fraud, error, 

non-compliance with laws or regulations and 
other irregularities

14

Auditing guidance

General independent auditing standards 
(獨立審計基本準則)
Specific independent auditing standards 
(獨立審計具體準則)
Independent auditing practice pronouncements 
(獨立審計實務公告)
Provisional auditing guidelines 
(執業規範指南)
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GAAP used by PRC enterprises

PRC GAAP for statutory financial statements
- for enterprises established in the PRC

Plus:
IFRS or HK GAAP for PRC enterprises listing 
overseas

- H-share companies: IFRS or HKFRS
- B-share companies: IFRS, etc.

16

Seminar outline

Performing audits in Mainland China 
Audit of privately-owned and state-owned 
enterprises
Auditor’s role in corporate governance
Risk indicators from fraud cases 
Responsibilities of auditors
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Audit of privately-owned and 
state-owned enterprises

Privately-owned enterprise 
(民营企业)

State-owned enterprise 
(國有企業) 

18

Privately-owned enterprise issues
(民营企业)

Unclear local policies
- different preferential benefits (e.g. tax relief) granted 

by local authorities
- different local requirements for social welfare and 

staff benefits
- different local taxation policies (e.g. various tax 

rates, exemption policies)
Simple management structure, weak internal 
control system
Owner-manager

- family business, weak internal control system
Bad debts

- cash flow problems
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State-owned enterprise issue
(國有企業) 

State-owned assets
Assets invested or owned by the state (or 
through state-owned enterprises)
Transactions which involve state-owned assets 
require revaluation, unless specifically 
approved by authorities

- see next slide for the transactions

20

Asset Valuation
State-owned assets (國有資產) 

The following transactions of an enterprise (which 
has state-owned assets) require revaluation:
restructuring wholly or partly into a limited liability 
company or a company limited by shares
investing by means of non-monetary assets
merger, spin-off, liquidation
changes of equity-holding ratios of original 
equity-holders for unlisted entities

….to be continued
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Asset Valuation
State-owned assets (cont’d)

The following transactions of an enterprise 
(which has state-owned assets) require 
revaluation (cont’d)
transfers of equity for unlisted entities
sale or exchange of assets
lease of assets to non state-owned enterprises
confirmation of asset values under litigation
other situations as requested by law 

22

Relevant accounting rules and regulations

Accounting rules and regulations
Industrial accounting systems (行業會計制度)
Industrial financial rules (行業財務制度)

Privately-owned
enterprises

State-owned
enterprises

Since 1 July 1993…..
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Relevant accounting rules and regulations

Privately-owned enterprises

Since 2001…..

Industrial accounting systems 
Industrial financial rules

Accounting Regulations for Business Enterprise 
(企業會計制度)

Accounting Standards for Business Enterprise 
(企業會计准则)

– certain standards only

or

《企業會計制度》實施範圍有關問題規定 (財會[2001]11號)

24

Relevant accounting rules and regulations

Industrial accounting systems
Industrial financial rules

State-owned enterprises

Since 2003…..

If approved*

Accounting Regulations for Business Enterprises
Accounting Standards for Business Enterprises

– certain standards only

or

* 國務院國有資產監督管理委員會財政部關於做好執行《企業會計制度》工作的通知
(國資評價[2003]45號)
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Relevant accounting rules and regulations

Since 1 January 2003…..

New New

Accounting Regulations for Business Enterprises
Accounting Standards for Business Enterprises

– certain standards only

Privately-owned
enterprises

State-owned
enterprises

26

Audit approach

Audit procedures
- substantive audit tests
- compliance audit tests 

Special attention to:
- PRC specific practices 
- common accounting failures
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PRC specific practices

Government intervention
Foreign exchange
Scope of business
Investment restrictions
Asset valuation
Land use rights
Revenue recognition problems
Off-book transactions 

28

Government intervention

Administrative directives (行政指令)
- override existing rules and regulations
- monitor commercial behaviours
- restrict development of certain industries

Intervention from local bureau
- determine whether to adopt the state rules or 

local regulations
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Foreign exchange

Control in foreign exchange
Loans denominated in foreign currency must 
be registered with State Administration of 
Foreign Exchange (國家外匯管理局)

- otherwise, these loans are illegal and repayment 
is not permitted

30

Scope of business

Beyond the scope of business
- business scope is stated in business license
- changes in business scope requires approval

Lending activities
- “General provisions on lending” (貸款通則)

- Lending and borrowing activities must be 
conducted through an approved F.I. 
(i.e. inter-company lending and borrowing 
activities between non-F.I. are prohibited)

Restricted / prohibited industries
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Investment restrictions

Company law of the PRC (公司法)
CSRC notice

Total external investment:  
<50% of net assets

32

Asset Valuation
Non state-owned assets

Revaluation vs. historical costs for non state-
owned assets
revaluation is not allowed unless an approval is 
obtained from the authority under specific 
circumstances,e.g.:

- merger and acquisitions
- restructuring
- liquidation; etc

assets are generally stated in the financial 
statements at historical cost less depreciation
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Land use rights

Land use rights certificate 
- equivalent to a title deed 
- different types of land:

- different restrictions on their uses
- different levels of government approval

Land registration system 
- land search for ownership of land use rights
- computerization

Classification 
- intangible assets or fixed assets? 

(see next slide)

34

Classification of land use rights
Intangible assets or fixed assets?

Classified under intangible assets
- until the construction or development work 

commences  
Then classified under construction-in-progress
(work in progress for property developers) 

- until the construction or development work is 
completed

On completion, total costs of the properties 
(including land use rights) are transferred to 
fixed assets (inventories for property 
developers)

PRC accounting 
requirements
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Revenue Recognition Problems
Manipulating sales cut-off 

Deferred recognition of sales
issuance of sales invoices is delayed as: 

- the buyer has not checked and accepted the 
goods though the goods have already been 
dispatched

- sale proceeds have not been received
Real purposes

to stabilize sales between years or to meet 
sales budgets
to delay value-added tax (“VAT”) liability

36

Revenue Recognition Problems
Intra-group transactions

Transfer pricing
There is a MOF regulation “Cai Kuai (2001) 
No.64” to regulate sales between related 
parties of listed companies at inflated prices
However, there is no guidance for sales to 
related parties

- at very low prices 
- of unlisted enterprises at inflated prices
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Revenue Recognition Problems
Offset between sales and purchases 

A special arrangement with the supplier 
(without written agreement) in that purchases 
from, and sales to, the supplier are netted-off

- only the net amount is shown as sales and 
debtors

- both sales and purchases/inventories are 
therefore understated  

Concerns: 
- Is it a legal offset ?
- VAT implications ? 

38

Off-book transactions

Use of bank confirmations
Off-book assets

- Little gold pot
- Over-accrued provisions

Guarantees
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Use of bank confirmations

Domestic banks only confirm the items written 
on the bank confirmations

- completeness problem

Difficult to find out the off-balance sheet items
- cash deposit is pledged for a loan
- land is pledged for a loan

40

Off-book assets 

Little gold pot (小金庫) 
- High degree of collusion 
- Example:

- an entity has colluded with its supplier
- sales invoice is overstated by 20% of the value 

of the goods  
- cash is transferred to the supplier in the form of 

settlement of the invoice and a “little gold pot” is 
formed

Over-accrued provisions
- A provision might be accrued at year end for 

worker’s welfare expenses as if the expenses 
have been incurred.  The cash is transferred to 
another bank account for future use 
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Guarantees

Who can provide guarantees?
Are there any limitations on the scope or 
amount of guarantees?
What are the liabilities of guarantors?
Are there any special requirements in respect 
to guarantees granted by PRC entities to 
foreign entities outside the PRC?
How to determine the validity of guarantee 
agreements? 

42

Accounting failures in PRC enterprises 
Deferring profits from a profitable year

Over-accruals
e.g.

- Over-accrual of technological development 
expenses 

- Over-accrual of salary expenses

Violation of PRC GAAP’s matching principle
Misuse of PRC GAAP’s prudence principle



22

Audit practice in Mainland China

43

Accounting failures in PRC enterprises
Revenue manipulation

Recognize revenue from property sales before 
the related risks and rewards have been 
transferred to buyers
Recognize revenue but not the related cost of 
sales
Record sales in other payables to avoid tax 
payments

44

Accounting failures in PRC enterprises
Inter-company transactions - revenue

Sales to related parties at inflated prices for 
unlisted entities
To meet the sales target imposed by the head 
office, a special arrangement was made with 
another intra-group company that is one of its 
key buyers

- sales were overstated by issuing sales invoices 
to that company, though the goods might not 
even be manufactured
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Accounting failures in PRC enterprises 
Inter-company transactions - others

Purchase assets from related parties at 
unreasonably high prices
Lease the company’s properties to related 
parties at unreasonably high rentals
Fail to disclose the following items

- material contingencies
- e.g. outstanding litigations and guarantees 

provided to banks in favor of the entity’s major 
shareholders

- material transactions entered into with related 
parties

46

Accounting failures in PRC enterprises 
General

Offset assets and liabilities randomly
Other payables or other receivables is big 
“dumping ground” and the items in these 
accounts cannot be verified or supported



24

Audit practice in Mainland China

47

Other failures in PRC enterprises 
Intellectual properties

Infringements of intellectual property rights
Business environment

- laws and regulations in this area are not fully 
mature

- enforcement problems
- limited awareness (i.e. infringements are 

common)
Risk

- Litigations Contingencies
Example:  Sony vs. BYD

48

Other failures in PRC enterprises 
Customs duty

Differences between the actual value of the imported 
goods and the value declared for customs purposes
Import goods through agents which under-declare the 
customs value
Differences between the enterprise‘s physical inventory 
level (in terms of quantity) at the year end and the 
enterprise’s customs inventory level based on its customs 
register (海關加工合同或海關手冊)
Transfer of duty-free imported equipment to another party 
(without notifying customs) during supervision period
Lack of physical segregation of bonded materials
Domestic sales of bonded goods
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Seminar outline

Performing audits in Mainland China 
Audit of privately-owned and state-owned 
enterprises
Auditor’s role in corporate governance
Risk indicators from fraud cases 
Responsibilities of auditors

50

What is corporate governance?

No universally accepted definition of corporate 
governance
Corporate governance has always been a topic 
of debate

Source: World Bank Group

Corporate governance is about maximizing 
value subject to meeting a corporation’s 
financial and other legal and contractual 
obligations
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Modern enterprises are disciplined by 
internal and external factors

Representational
agents
•Accountants
•Credit lawyers
•Financial media
•Inv. advisors
•Researchers
•Corporate
governance
analysts

Source: World Bank Group

52

The PRC challenge
in corporate governance

Excessive power over controlling shareholders
Weak oversight mechanisms
Inadequate safeguards for outside investors/ 
stakeholders

- e.g. immature legal framework to protect minority 
shareholders

Quantity and quality of representational agents
Hierarchical systems of authority and control

- ‘rule by man’ rather than ‘rule by law’

Lack of transparency
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Governance developments 
in Mainland China

The China Securities Regulatory Commission 
(CSRC) has issued two corporate governance 
regulations: 

- “Guidelines for listed companies on establishing a 
system of independence directors”
《關於在上市公司建立獨立董事制度的指導意見》
(August 2001)

- “Standard of corporate governance for PRC listed 
companies”《上市公司治理準則》 (January 2002)

Adopting most of the international best practices

54

Audit committee’s role
in corporate governance

Mainland China
Monitor internal audit
Responsible for the 
communication between 
internal audits and 
external audits
Approve the enterprise’s 
financial information and 
the related disclosures
Examine the enterprise’s 
internal control system

Hong Kong
Monitor internal controls

- including internal audit 
& external audit

Approve the enterprise’s 
financial statements
Ensure the independence 
of external auditor
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Composition of audit committee

Mainland China
The convenor should be 
an independent director
Independent directors 
should constitute the 
majority of the committees
At least one independent 
director from the audit 
committee should be an 
accounting professional

Hong Kong
All members of the audit 
committee should be non-
executive directors and a 
majority of them, including the 
chairman, should be 
independent
A membership of three or 
more, with a quorum of two 
independent non-executive 
directors (INED) 
At least one INED has 
appropriate professional 
qualifications or accounting or 
related financial management 
expertise 

56

Relationship between independent 
directors and external auditors

Independent directors’s role in monitoring external auditor
Propose to the BOD re appointment and removal of auditor
Participate in the negotiation re engagement contract and fees
Monitor the audit scope
Receive reports directly from the auditor
Ensure the auditor’s independence when there are other 
professional services provided by the audit firm

Independent directors

External auditors
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Auditor’s role
in corporate governance

Independence
- from the contracted party; and 
- from the entity being audited

Be appointed for the engagement
Audit the financial statements in accordance with 
China’s Independent Auditing Standards 
(獨立審計準則) and express an audit opinion
Mainly responsible for the users of the audited 
financial statements

58

Auditor’s role in internal controls

Testing of internal controls is part of audit 
procedures
When any weaknesses of the internal control 
system are observed, auditors would 
communicate the observations and 
recommendations to the BOD

- through management letters
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Auditor’s role accounting treatments

Should consider whether:
- appropriate accounting treatments are adopted in 

order for the financial statements to give a true 
and fair view

- adequate disclosures have been made 

Should communicate with the BOD if there are 
any unresolved views on accounting treatments 
between the management and auditor
Could provide training

- for new accounting requirements promulgated by 
regulatory authorities

60

Auditor’s role
in communication with regulatory authorities

It is not the auditor’s primary responsibility to be 
accountable to the regulatory authorities

- Auditors are accountable to the shareholders 
and owe a duty to the entity to exercise due 
professional care when conducting the audit

Communications with regulatory authorities are 
restricted to the clarification of accounting 
treatments or filing procedures, etc.
Provide advice to client when clients are 
queried by regulatory authorities
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Management

External auditInternal audit

Continuous assurance

Combined assurance  

Entity’s 
employees 

Entity’s 
reputationCreditorsInvestorsRegulators

62

Corporate Governance
Increases Shareholders’ Value

Shareholders’ value

Loyalty of 
employees

Rating of 
analysts

Confidence 
of creditors

Confidence 
of investors

Trust of 
regulatory

bodies
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Seminar outline

Performing audits in Mainland China 
Audit of privately-owned and state-owned 
enterprises
Auditor’s role in corporate governance
Risk indicators from fraud cases 
Responsibilities of auditors

64

Why auditors cannot detect frauds?

Audit evidence
- such as for accounts receivable, ownership of 

assets, etc.

Professional skepticism
Audit evidence coming from “enquiry”
Internal controls of the client
Related parties and related party transactions
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Fictitious sales

Ying Guang Xia case
- 銀廣夏案例

66

Ying Guang Xia Case

Background (1)

30 million A-shares were issued in Nov 1993
Shares traded on the Shenzhen Stock 
Exchange since 1994
>40 intra-group entities in 2000
Principal activities

- various, including: 
- production of toothpaste, cement, marine 

products, Chinese wine, red wine, active charcoal, 
lecithin, essential oils, 

- property development, 
- anti-desertification projects, etc
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Ying Guang Xia Case

Background (2)
Since listing (1994), the group has been striving to 
maintain 10% return on equity 
In 1998,  “good news” emerged
A subsidiary (Tian Jin Guang Xia) has signed an 
export sales agreement with a Germany company 
which was a new customer

- 50 tons of lecithin and 80 tons of essential oils p.a.
- total sales p.a.: >DM 50 million

1999 net profits for Ying Guang Xia: Rmb 158 million  
- 76% of which was from Tian Jin Guang Xia

68

Ying Guang Xia Case

Background (3)
Ying Guang Xia then increased its production 
capacity (which was 13 times that of Tian Jin 
Guang Xia)
In 2001, more “good news” emerged
A 3-year export sales agreement has been 
signed with the same Germany company

- total sales p.a.: Rmb 2 billion
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Extract from the annual reports 
of Ying Guang Xia

41%44%42%64%Gross profits

191,646338,934303,359325,648Costs 
(principal 
activities)

324,317606,285526,038908,988Revenue 
(principal 
activities)

242,254294,954348,482544,195Accounts 
receivable

47,66424,633302,723555,000Cash & 
bank

1997199819992000Rmb (‘000)

70

Ying Guang Xia Case

Fraudulent areas
Assets were overstated
Revenue was overstated 
Net profit was overstated
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0
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900

1000

1997 1998 1999 2000

Net profits
Revnue
Gross profits

Ying Guang Xia Case

Risk indicators from financial statements
Financial ratios

- Unusual gross profit ratio (64%) in 2000
- Unusual growth c.f. industrial trend

72

Ying Guang Xia Case
Audit implications

Bank confirmation
Debtor / creditor confirmation
Test on internal control system
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Ying Guang Xia Case
Audit implications

VAT
Industrial environment
Physical inspection

74

Fictitious assets

Shen Yang Nan Tian case
- 瀋陽藍田案例
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Shen Yang Nan Tian Case

Background
Established in Oct 1992
Shares traded on the Shanghai Stock 
Exchange since 1996

- free float： 30 million shares
- Issue price：Rmb 8.38 per share
- P/E ratio： 13.97 times

Principal activity
- food production (e.g. fish and shrimps)

76

Shen Yang Nan Tian Case

Fraudulent areas
Forged information submitted for listing

- a forged approval from the supervisory authority 
regarding the disposal treatment of land use rights 

- 2 forged land use right certificates
- 3 forged approvals from the supervisory authority 

relating to the land use rights
- forged bank statements

Financial statements
- intangible assets were overstated by Rmb 11 million
- cash at bank was overstated by Rmb 27.7 million 

(which was 62% of the total cash at bank)
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Shen Yang Nan Tian Case

Risk indicators from financial statements
Unreasonable figures

- Intangible assets increased by Rmb 11 million
- Revenue from principal activities decreased by 

Rmb 124 million
- Costs for principal activities decreased by 

Rmb 118 million
- Accounts receivable increased by Rmb 6 million
- Cash and bank did not change much

How were the new intangible assets financed?

78

Shen Yang Nan Tian Case
Audit implications

Analytical review
- unreasonable variance

Verification of land use rights
- inspection of land use right certificate
- site visit
- land search

Confirmations
- auditors control the sending and receiving 

procedures
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Fictitious sales

Shen Yang Li Ming case
- 瀋陽黎明案例

80

Shen Yang Li Ming Case

Background
Issued A-shares in Dec 1998
Shares traded on the Shanghai Stock 
Exchange since 1999
Principal activities

- producing and selling of high style fashion and 
fine/ coarse wool-weaving products
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Shen Yang Li Ming Case

Fraudulent areas
Assets overstated by Rmb 89.96 million
Liabilities overstated by 19.56 million
Owners’ equity overstated by 74.31 million
Revenue from principal activities overstated by 
152.77 million；
Net profit overstated by 86.79 million
Reported EPS: Rmb 0.1864 

- Actual EPS: Rmb –0.2038

82

Shen Yang Li Ming Case

How?
Fictitious VAT invoices were issued to existing 
“customers” and fictitious VAT invoices were also 
accepted from existing customers

- no transactions took place
- overstated revenue and profits
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Shen Yang Li Ming Case

How? (cont’d)

Issued invoices for export sales to fictitious 
“customers”

- invoices for export sales can be produced by the 
entity (while invoices for domestic sales should be 
provided by the authority for VAT purposes)

- overstated revenue from export sales

Under-accrual of costs, expenses, etc

84

Shen Yang Li Ming Case

Risk indicators from financial statements
Cash flow statement

- No increase in cash inflow c.f. the increase in 
sales

Financial ratios
- Unusual ratios c.f. industrial standards
- Unusual increase in accounts receivable / sales 

ratio:
- 1995: 7.7% 
- 1996: 17.8%
- 1997: 26.4%
- 1998: 25.8%
- 1999: 44.5%
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Shen Yang Li Ming Case
Audit implications

Stock-taking
Debtor/creditor confirmation

- significant and long outstanding accounts 
receivable

Test of internal control system

86

Summary of tricks used in fraud cases

Fictitious sales 
Inappropriate sales recognition 
Fictitious transactions between related parties 
Fictitious assets (bank, land use rights, etc.)

- forged title documents 
Inappropriate capitalization of expenses 
Over-accrued provisions
Insufficient/false disclosures 
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Use of Judgement

Judgement

Experiences
Complicated 
economic 
environment 
& transactions

Different 
industrial 
background

Corporate 
governance 
environment

Legal 
environment

Understand
the 

business

88

Red-Flags

Unusual and unexplained variances
Unusual financial ratios (e.g. do not match with 
the industrial trend)
Increased operating expenses do not match up 
with increased sales
Sales/income increasing while operating costs 
are decreasing 

….to be continued
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Red-Flags (cont’d)

Excessive inventories
Cashflows do not match with the increase in 
sales and purchases
Mismatch between revenue/income and related 
taxes
Unusual transactions

- difficult to understand the commercial substance 
of the transactions

90

Seminar outline

Performing audits in Mainland China 
Audit of privately-owned and state-owned 
enterprises
Auditor’s role in corporate governance
Risk indicators from fraud cases 
Responsibilities of auditors
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Accounting & Audit responsibility

Client’s accounting responsibilities
- prepare the financial statements in accordance 

with relevant accounting requirements
- ensure the truthfulness, legitimacy and 

completeness of these financial statements and 
related information

- ensure these financial statements disclose the 
relevant information adequately 

In accordance with China’s Independent Auditing Standards

92

Audit responsibility

Audit responsibility
- perform an audit of financial statements in 

accordance with the requirements of “China’s 
Independent Auditing Standards of the Certified 
Public Accountants”

- report to the BOD whether the financial 
statements are presented fairly and whether 
they have been properly prepared in accordance 
with relevant accounting requirements 

Auditor’s audit responsibility cannot substitute, 
alleviate or eliminate the client’s accounting 
responsibilities 

In accordance with China’s Independent Auditing Standards
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Professional ethics

Independence
Competence
Skepticism
Confidentiality

Questions
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kpmg


