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With China’s economic growth slowing and increasing financial pressures from global headquarters and/or
capital markets, KPMG has seen a growing trend in pervasive and sophisticated financial reporting fraud in
China. We see this trend in both domestic private Chinese entities, and even in China subsidiaries of
multinational companies and listed companies, historically considered to be at lowerrisk for such fraud. The
consequences of financial reporting fraud are expensive and operationally disruptive if not detected early and
addressed professionally. Having regulators, lawyers and accountants poring through data and disrupting
business operations hurts share values; brand and market perception; and retention of good personnel,
clients and suppliers. This paper highlights trends we have observed and offer case studies of recent

experiences andinsights foryour consideration.
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@ vina ve e seeing

Despite the rapidly changing forms of financial
reportingfraudulent behaviourand misconduct,
we see that the majority of cases share classic
early warning signs, whichstill gounnoticed.

Financial reportingfraud schemes oftenstartas
smallerissues (e.g. bill & hold, cut-off
manipulation) to achieve short-term financial goals,
with the hope and intent that they can be reversed
in subsequent financial periods as business
performance improves. However, with China’s
slowing economic growth resulting in businesses
strugglingto meet management set targets, such
schemes are becoming increasingly difficult to
maintain and have adapted to becomemore
sophisticatedto avoid detection.

Below are some common “red flags” that
organizations shouldbe aware of, and maywarrant
further monitoringandinvestigation:

¢ Unusualsalestrends

e lrregular stocklevelsatdistributors

e |largeadvance paymentsfrom
customers

¢  Abnormalpaymentsto suppliers

¢ Increase of overdueaccounts
receivables

e Suddenincrease of newcustomers

¢ Uncharacteristic acquisitions/divestitures

Based on our experience, no particular
industry or sector isimmune fromfinancial
reportingrisks, but we see that theserisks
are amplifiedfor organizations that are
undergoing:

* Mergers & acquisitions: Opportunities
forfraud increase with the incentive to
maximise the success of potential deal
conditions.

* Regulation changes: Faced with an
uncertainregulatory environment,
financial statements are vulnerableto
manipulationas organisations seekto
meet conflicting stakeholderagendas
and expectations.

* Management rotations:Personnel
issues can oftentrigger financial
reportingfraud, as incoming and
outgoing management manipulate
financials for their ownagendas.

¢ Unreasonable KPI pressure: Negative
behaviours oftenappearin a culture of
metrics over compliance.




Financlal reporting fraud schemes

What happenswhen the early warning signs areignored?

When an organizationis in a volatile environment and without an adequate fraud risk management framework to
prevent, detectand respond to fraud, opportunitiesfor financial reporting fraudincrease exponentially. We list below
examplesof common ways to manipulate financial records:

e Bill&holdarrangements

e Over/under valuation of assets and liabilities inacquisitions
¢ Manipulation of accruals

»  Off-book bank accounts andtransactions

e "Hidden" liabilities

e Round-tripping transactions

¢ Related partytransactions atnonarm’slengthvalues

Instead of being committedby a single person or team, our experience is that most financial reportingfraud cases
involves cross department collusion, involving finance staff as well as other departments (e.g. sales, logistics),
adding to the complexity and difficulty in detecting these schemes.
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-9 Case Stuay

Case Study #1 —Global consumer products manufacturer

‘ Background

KPMG assisteda global leadingconsumer products manufactureron an internalinvestigation atits China
subsidiary. It was alleged thatvariousemployees, including the China CEO, were involved in a sophisticated
financial reporting fraud scheme involving overstatement of revenue and under-recording of sales rebates.

The China subsidiary’s business previously hadreported steady growth, but was increasingly unable to meet its
KPIs setby HQ. Thisresulted in a high pressure environment, with a highturnoverof key management staff. Early
warning signs of bill & hold issues wereignored, untilan incoming China CFO alerted HQ.

‘ Investigationapproach

We worked closely withthe company’s legal counsel to conduct forensic accounting investigation proceduresand
to provide forensic technology support. Our procedures included:

*  Executing anunannounced simultaneousinventory stock-take at all warehouses

e Collectingstructured and non-structured data fromvarious sources

« Performingforensic data analysison revenue, salesreturns, cost, AR aging andinventory data
* Reviewing supportingdocuments toascertainthe fundamental issues

» Circulatingindependent confirmationsto customersto reconcile thereceivable variances

» Completing site visits to confirmthe existence of certain customers

e Interviewingrelevant managementand employeesto performaroot causeanalysis

e Assistingthe company to respondto inquiries from regulators and financial auditors

* Quantifying the financialimpact of the financial reporting fraud scheme

‘ Financial and non-financial implications
Beyondthe immediate financial impactof the financial reporting fraud, the mostsignificant consequence was that
the internalinvestigation triggeredinquiries fromregulatorsin multiple jurisdictionsfor the companyand its
Chinese subsidiary.
The internalinvestigationrevealedthat, as a result of the financial reporting fraud, the company’stop line during

the review period was overstated by approximately CNY 250 million (roughly USD 38.5 million), and that its net
profit duringthe review period was overstated by approximately CNY 190 million (roughly USD 29.2 million).

Disciplinary actions were issuedto specific individuals identified during the course of the investigation, and
measures were simultaneously taken to keep operations stable and functional.

KPMG! .




_
Case Study #2 —-Hong Kong listed retailer

‘ Background

KPMG assisteda Hong Kong listedretailer withan internalinvestigationinto concems of financial statement fraud,
includingundisclosedrelated partytransactions and advance paymentsbeing made to supplierswithout reasonable
businessrationale.

The concems wereinitiallyraised by the external auditors and subsequently reportedto the regulators. It was
suspectedthat the schemehad beenongoingfor many years, andneither the governance body (e.g. the Board of
Directors) northe externalauditor couldidentify specificevidence of the suspected financial statement fraud.

‘ Investigationapproach

We worked closely withthe company’s independentinvestigation committee to investigate the suspected
financial statementfraud. Our procedures included:

* Collectingstructured and non-structured data fromvarious sources.
*  Reviewing supportingdocuments for identified high-risk transactions.

*  Performingunannounced site visits to multiple locations of identified suppliers to verify details of their
business operations.

¢ Interviewingrelevant directors, managementmembers, employees and suppliers to analyse their
potentialrelationships.

¢ Assisting theindependent investigation committee to respondto inquiries fromthe regulators and
externalauditors promptly withfacts.

e Assisting thecompanyand its independent investigation committee to evaluate the policies, procedures
and controls in relationto the advance payment process and provided recommendations for
improvement.

‘ Financial and non financialimplications

As a resultof the irregularitiesand control weaknesses in the company’sadvance paymentand financial reporting
processes identified through the investigation, the company could not meet its filingdeadlines and was suspended
from trading for more than oneyear, with the CEO steppingdown.

The company receivedinquiries fromthe regulators, anditis likely thatits shares willbe suspended further,
significantly increasingits risk of being de-listed from the Hong Kong stockexchange. Theregulator alsorequested
the company and its boardto assessits controls with respectto advance payments. KPMG assisted the company
with this request, to provide an assessmentand remediation plan for the company’s consideration.

Further, the Company has a new externallyrecruited CEO, who we will be workingto continue to implement and
evaluate the effectivenessof the remediation measures to enhance the company’s intemal control environment.




@ The path forward - prevention, detection and 1esponse

The above case studies illustrate the severe consequences of financial reporting fraud. Therefore, we recommend
your organization designs and implementsan appropriate framework with protocols thatprevent, detect and respond
to suchrisks andissues. We outline below questionsto consider to assess your organisation’s vulnerability to
financial reporting fraud, and to respondto potential financial reporting investigations.

Prevention - questions to consider

e Isyourfinanceteam “toohelpful” to the business?

* Areyourcompany'’s business results toogoodto be true?

* Areyourexistingcontrolseffective enough to preventfinancial fraud?

e s yourorganisationfacingunreasonable KPl pressures?

e Is yourcompany goingthrougha “vulnerable” period?

¢ Have you adopted and implemented anappropriate data analytics regime to detectfinancial fraud?

* |sthere an existing investigation protocol inresponse to indicators or allegations of financial fraud?

Detection and response - stakeholders to consider

A financial fraudinvestigation involves many stakeholders, no matter the size or industry of the organization.
We set out below key stakeholders to be considered, and the specific concerns each stakeholdermay have.

*  Governance body —how willthe Board of Directors justify that they met their required duty of carein
monitoring the organization's activities to prevent the occurrence of financial fraud?

« Corporate executives—how willthey respondto regulators, address board inquiries and prepare
remediation plans?

¢ Line management—how will they cooperate with the investigation while maintaining staff moraleand
publicimage?

e Forensicinvestigators —do they have theright skills andlocal andinternational coverage, and how will they
complete their investigation procedures and quantifications under tight schedules?

¢ Legal counsel-how willtheyensure legal privilege and guide the company in responding to regulators’
inquiries?

¢ Financial auditor—how willthey assess the situation, justify theirpast audit opinionsandverify the
investigation findings?

» Publicrelations advisors —how to ensure professional messaging to all relevantparties thatis timely on
point, consistent andappropriate to the particularcircumstances of the situation?
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Please scanthe QR code if you want to get this report.

The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we endeavour to provide
accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future. No one
should act on such information without appropriate professional advice after athorough examination of the particular situation.
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