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Abstract 

With the steady development of China's economy and the deepening reform of the 
securities market, listing through initial public offerings (IPOs) has become an 
important part of many companies' development strategies. IPO listings are extremely 
attractive to companies in terms of financing scale, financial risks, or enhancing the 
company's reputation. However, with the repeated suspension and restart of IPO review, 
the phenomenon of IPO barrier lake gradually appeared. Therefore, some companies 
that are eager for success frequently use financial fraud to make the financial statement 
data meet the issuance conditions and successfully go public. The Issuance Examination 
Committee has gradually tightened its review, and the penalties imposed by the 
security’s regulatory authorities on IPO financial fraud are also increasing. All this shows 
that the regulators are paying more and more attention to preventing IPO financial fraud. 
Based on this paper, research on the financial risk control of the enterprise IPO process, 
and put forward the countermeasures that the CPA should take. 
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1. Introduction 

With the continuous deepening of my country's stock market reform, the initial public offerings 
(IPOs) that have been suspended for more than a year are gradually unfrozen, and a large 
number of companies to be listed have submitted review materials to apply for listing. However, 
with the gradual advancement of various reviews, a large number of listed companies have 
been exposed to significant financial fraud. On September 27, 2011, Wanfu Biotech was 
successfully listed. In less than a year, it was exposed to a major financial fraud scandal. There 
were "false records" in its financial data from 2008 to 2011, and the cumulative total of false 
records Increase revenue by about 740 million yuan. Regardless of the degree of fraud or its 
subjective intentions, the financial fraud scandal of Wanfu Shengke can be said to be a 
blockbuster in China's securities industry and the financial sector, because it not only exposed 
the financial scandal of Wanfu Shengke, a listed company. And also exposed the internal logic 
of the long-term corporate financial fraud activities for "package listing" in the IPO process [1]. 

2. IPO audit risk source analysis 

Audit risk is the possibility of a material misstatement in the financial statements and the CPA's 
improper audit opinion. Compared with the general audit, the IPO audit commission 
relationship is complicated. The audit process requires the participation of sponsors, 
accountants, actuaries, valuers, lawyers and intermediaries; from the reorganization of the 
audit unit to the final completion of the listing, the CPA usually Need multiple extended audits. 
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The period for auditing the financial statements is three years and the workload is relatively 
heavy. At the same time, once a company is successfully listed, it can raise a lot of funds, and 
companies applying for IPO may use various illegal means to go public. This will increase the 
risk of material misstatement of financial statements and increase the difficulty of auditing. 
Figure 1 shows the source of IPO audit risk. 

 

 
Fig. 1 Analysis of IPO audit risk sources 

 

2.1. Internal control risks 

In recent years, in companies that have not passed their IPO applications, there are deficiencies 
in their internal control, which has become another fatal factor in addition to profits, profit 
manipulation, and related party transactions. For example, in Chengdu Guoteng Electronics, the 
interests of the board of supervisors are consistent with those of the executives, and the board 
of supervisors is in vain, resulting in the failure of internal control. Hangzhou Juxing Technology, 
the company's president, vice chairman, and chairman of the board of supervisors have a close 
relationship, resulting in major defects in internal control. Shanghai Fengke Biological 
Technology Co., Ltd., due to internal control defects, had a large amount of income during the 
reporting period to collect payment for goods sold through bank accounts of natural persons. 
In an IPO audit, if the audited entity does not have an internal control system or has serious 
internal control defects, but the certified public accountant fails to identify and report, the 
authenticity, validity and reliability of the accounting information provided by the audited 
entity cannot be guaranteed , Then the following audit work is invalid, it is likely to bring audit 
risks to the accounting firm, and even bear corresponding legal liabilities. 

2.2. Accounting policies and accounting estimates risk 

Companies use changes in accounting policies and changes in accounting estimates to 
whitewash financial statements. This is the most common method in the IPO process. Common 
methods include: changing asset impairment; amortizing deferred income changes; changing 
asset depreciation methods; Change the scope of consolidation of financial statements; change 
the measurement method of intangible assets; change the method of confirming revenue, cost, 
etc. Financial statement auditing is the CPA’s own assessment of whether the audited unit’s 
accounting policy choices are consistent and whether the accounting estimates are appropriate. 
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Once the company’s accounting policies do not match the accounting estimates, it will have a 
significant impact on the company’s financial statement audit, and fraud may exist. Therefore, 
whether accounting policies and estimates are reasonable will ultimately affect the audit report 
issued by certified public accountants. The risks of changes in accounting policies and 
accounting estimates cannot be ignored [2]. 

2.3. Profit manipulation risk 

According to the provisions of the Securities Law, both the issuance of new shares and the 
allotment of shares require the company to continue to make profits for the last three 
consecutive times. This is only one of many restrictions. To obtain the conditions for listing and 
allotment, this basic condition should be met first. Therefore, when a company applies for an 
IPO, the performance of the company does not meet the listing requirements, and the 
company's profit manipulation behaviors will emerge in an endless stream. There may even be 
no depreciation or amortization of assets, which invisibly increases revenue and reduces costs 
and expenses, which undoubtedly increases registration Audit risk for accountants. For 
example, Jinli Agricultural Science and Technology Co., Ltd. did not accrue depreciation of fixed 
assets in 2006, and did not amortize intangible assets and long-term deferred expenses, 
thereby reducing costs by 22.27 million yuan and inflating profits by 22.27 million yuan. In 
2012, Xindadi, known as the “first stock of fraudulent listing on the GEM”, had already passed 
the Issuance Examination Committee mark. However, due to media exposure that the company 
had trimmed its financial statements by reducing costs and increasing revenue, the China 
Securities Regulatory Commission listed it. Included in the list of IPO companies whose review 
has been terminated. 

3. Sources of risk factors 

3.1. Analysis of risk factors for material misstatement 

Every year, many companies are rejected by the Securities Regulatory Commission for various 
reasons that do not meet the listing requirements. By analyzing the reasons for IPO rejections 
over the years, this article finds that the focus of the CSRC and the main reasons for the rejection 
of IPO companies are also the IPO audit process. The focus of the major misstatement risk in 
China. This article sorts out the reasons for 201 IPO rejection companies announced by the 
China Securities Regulatory Commission from 2010 to 2017. Through the analysis and 
classification of these reasons, it is found that the problems of rejected companies are mainly 
distributed in two major aspects: continuous profitability and standardized operation, as 
shown in the table. 1 shown. Moreover, the two major aspects of sustained profitability and 
standardized operation can also be subdivided into six specific factors, so as to determine the 
important influence factors of the major misstatement risk in the audit risk [3]. 

 

Table 1. Distribution of reasons why companies were denied IPO 
Reason/year 2010 2011 2012 2014 2015 2016 2017 total Percentage 

Suspicion of sustainable profitability 40 52 22 2 3 10 5 134 66.67% 
There are flaws in standard operation 3 12 8 4 9 5 2 43 21.39% 

Both 2  3  3 3 2 13 6.47% 
other 2 6 2 1    11 5.47% 
total 47 70 35 7 15 18 9 201 100% 

 

Among them, sustained profitability is the main reason for the rejection of IPOs, accounting for 
66.67%. Companies with flaws in standardized operations account for 21.39%, and both 
account for 6.47%. There are many factors that affect sustained profitability and standardized 
operation. Through specific analysis of the reasons for IPO rejection, this article summarizes six 
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dimensions from these two aspects as the influencing factors of the major misstatement risk of 
IPO audit. 

3.2. Check the risk factor analysis 

At present, my country's IPO needs to go through five stages: restructuring, counseling, 
declaration, approval and issuance. The participation of certified public accountants is 
indispensable in these five stages. Figure 2 shows the basic process of a company's IPO. In the 
restructuring stage, CPAs provide enterprises with restructuring audit and capital verification, 
and annual report audits for enterprises. According to the requirements of listing, combined 
with the actual situation of the enterprise, help enterprises conduct financial feasibility analysis 
and assist them in improving accounting work and internal control system Etc.; in the listing 
counseling stage, the certified public accountant mainly trains and counsels the directors, 
supervisors and actual controllers of the company, so that they can quickly and 
comprehensively grasp the relevant laws and regulations of the listing and the relevant 
knowledge of the listing operation; During the review stage, the certified public accountant 
needs to help the company provide relevant declaration materials, issue relevant special audit 
instructions, and assist the company in making amendments based on the feedback from the 
regulatory authorities; in the listing stage, the certified public accountant will participate in the 
company’s listing roadshow and review matters after the meeting Perform verification and 
issue reports, etc. 

 

 
Fig. 2 The basic process of a company's IPO 

 

Throughout the process, CPAs have multiple identities. They must not only provide 
independent audit certification for IPO companies, but also help companies in restructuring 
and coaching. They must not only supervise and supervise, but also provide accounting and 
auditing services for companies. However, the auditing standards require that CPAs should 
maintain formal and substantial independence in their assurance business. Formally, the CPA 
must have no relatives or other relationships with relevant stakeholders, no source of income 
in the audited entity, and no senior position [4]. In essence, CPAs should maintain an 
independent and objective mental stand when performing auditing or other assurance services, 
and should not be interfered by external factors, or restricted and influenced by individuals and 
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other organizations. However, as IPO frauds, fraudulent listings and other violations of laws 
and regulations continue to explode, regulatory authorities have put forward higher 
requirements for the review and approval of IPOs. In reality, some accounting firms have 
violated the principle of independence to assist enterprises in fraud and fraud, etc. The 
regulatory authorities imposed severe penalties. For example, in the Ludadi and Wanfu 
Shengke cases, the Shenzhen Pengcheng Certified Public Accountants and Zhonglei Certified 
Public Accountants were both punished by revoking their securities practice qualifications. 

4. Analysis of risk control measures 

4.1. Establish a financial risk early warning system 

The financial risk early warning system is to monitor and prevent a series of potential risks in 
the company's ordinary business activities under the premise of company informatization. 
Mainly from two aspects of short-term financial early warning system and long-term early 
warning system. The short-term financial early-warning system uses monthly, quarterly, semi-
annual and annual as the compilation interval, budgets various cash flows of the company, and 
discovers the company's potential financial risks. The long-term financial early warning system 
mainly uses various financial indicators as the monitoring objects, such as profitability, 
solvency, and operational capability indicators. Companies use various indicators to effectively 
monitor their financial risks and improve the company's financial risk early warning 
capabilities. The paper takes a certain company as a case [5]. The key to establishing a financial 
risk early warning system is to set up financial early warning lines for important financial 
indicators, monitor various financial indicators, and timely track and feedback various 
problems faced by the company in the production and operation process, and prepay The 
occurrence of financial risks. Based on the financial indicators of comparable listed companies 
in the same industry, the paper roughly sets the financial indicator warning line of the company. 
Some indicators are shown in Table 2. 

 

Table 2. Early warning lines of company financial indicators 
Indicator name Cordon 

Assets and liabilities 40.05% 
The ratio of accounts receivable to total assets 24.66% 

Inventory turnover 2.69 
Sales margin 23.06% 

 

4.2. Strengthen the audit of key content 

Modern risk-oriented auditing pays more attention to the reasonable allocation of audit 
resources and strengthens the audit in the areas of major misstatement risks. CPAs must 
increase the audit of key content during the formulation of audit plans and the audit process, 
such as the continued profitability of the audited unit Ability, if an IPO company wants to 
successfully go public, sustained profitability is a rigid indicator and a focus of the CSRC. 
Therefore, when auditing an IPO, auditors must pay attention to whether the company's 
financial indicators have deteriorated and production capacity has fallen. The CPA should focus 
on checking the internal decision-making documents of the audited unit’s management, check 
whether the audited unit has related party transactions or unexplainable abnormal 
transactions, and whether the business and profits are heavily dependent on related companies. 
Secondly, it is necessary to conduct key audits on the internal control status of the audited unit 
[6]. Whether the audited unit's internal control system is sound and reasonable, and whether 
the internal control procedures are effectively implemented will seriously affect whether the 
audited unit has errors or fraud. A sound control system can reduce the probability of major 
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misstatements in the audited unit. On the contrary, if the audited unit's internal control system 
is insufficient or not effectively implemented, the possibility of major misstatement risks will 
increase. Therefore, during the audit, the internal control of the enterprise must be audited. 

4.3. Optimize the shareholding structure and reduce opportunities for 
financial fraud 

The emergence of a dominance of a stock is likely to invalidate the company's internal control 
and provide opportunities for IPO financial fraud. Therefore, it is necessary to optimize the 
ownership structure, eliminate the hotbed of financial fraud and reduce the chance of financial 
fraud. There are several ways to optimize the equity structure: Bring in mature strategic 
investors. The participation of mature strategic investors can introduce professional 
governance capabilities into the company, and at the same time avoid unnecessary fluctuations 
caused by large-scale shareholding reduction after the listing, which affects the company's daily 
governance. Restrict the voting rights of major shareholders. Restricting the voting rights of 
major shareholders in the company's articles of association can not only prevent the abuse of 
voting rights by major shareholders, but also mobilize the enthusiasm of small and medium 
shareholders to participate in decision-making. Convert absolute holding into relative holding. 
By appropriately increasing the shareholding ratio of other shareholders, the relative 
diversification of equity is achieved [7]. The joint control of multiple major shareholders creates 
checks and balances within the company, which can avoid the emergence of a single word. 

4.4. Establish a scientific organizational structure 

The accounting firm must establish a scientific organizational structure. A scientific and 
reasonable organizational structure is the carrier for the effective operation of the accounting 
firm’s quality control system, and it is a logistical guarantee for reducing audit project 
inspection risks. From the perspective of the entire CPA industry, with the development of the 
economy, accounting firms have gradually transformed from a limited liability system to a 
special general partnership system, and the division of legal responsibilities under the special 
general partnership system is more reasonable. After the property of the partnership 
enterprise bears the responsibility for external repayment, only the partner in fault shall bear 
unlimited liability, and the other partners shall no longer bear the liability. This is conducive to 
the development of accounting firms in the direction of large-scale, reasonable risk-taking, and 
effective management. In addition to adopting a special general partnership form of 
organization, accounting firms must also rationally design their internal organizational 
structure. Generally, large and medium-sized accounting firms with securities qualifications 
adopt the chief accountant responsibility system under the leadership of the board of directors, 
and set up audit services under the chief accountant. Department, Taxation Department, 
Consulting Department and other business departments, and also set up collaboration 
departments such as Human Resources Department, Finance Department, Training 
Department, and Quality Control Department. In the undertaking and implementation of audit 
projects, the cooperation and collaboration of various departments are required to jointly 
ensure the quality of audit services and improve the ability of accounting firms to deal with 
risks. However, if the firm’s collaboration department is in vain, it will be difficult to provide a 
guarantee for improving audit quality. 

5. Conclusion 

The low professional ethics of directors and supervisors are likely to breed IPO financial fraud, 
the actual controller is dominant to create conditions for IPO financial fraud, the lack of auditing 
independence of accounting firms is not conducive to the discovery of IPO financial fraud, fraud 
costs and illegal benefits. Matching is the five reasons why IPO financial fraud has been 
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repeatedly prohibited; the corresponding policy recommendations mainly include 
strengthening professional ethics education for directors and supervisors, optimizing the 
ownership structure, improving the responsibilities of the audit committee, improving the 
appointment mechanism of the firm, and improving the advance compensation system etc. 
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