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Abstract 
In view of the financial fraud of listed companies, this paper takes Kangmei 
Pharmaceutical Co., Ltd. which uses huge accounting error adjustment to conceal the fact 
of financial fraud as an example. Firstly sorts out the risk factors of the company's fraud, 
analyzes the fraudulent practices of the company, and analyzes the reasons why the 
fraud was not detected by the accounting firm of Zhujiang Zhengzhong, and finally 
elaborates the effective preventive measures of audit failure from three aspects: the 
auditor, the financial fraudster and the supervisor. 
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1. Introduction 

In recent years, the financial fraud of listed companies such as Kunming Machine Tools, Xintai 
Electric, and Ya Baite has been published in the media one after another, and financial fraud has 
increasingly attracted the attention of the capital market. on 30 April 2019, the publication of 
the 2018 annual financial report of Kangmei Pharmaceutical and the adjustment of accounting 
errors in previous years made the capital market turn its focus to financial fraud once again. 
The exposure of this financial fraud was undoubtedly a black swan in the capital markets, with 
the company's market capitalisation falling to $15 billion after being hit hard. The company's 
annual financial reports for 2016 and 2017, in which significant "accounting errors" occurred, 
in particular the "errors" in the over-counting of operating income of RMB 6.948 billion in 2016 
and RMB 8.898 billion in operating income and RMB 29.944 billion in monetary funds in 2017 
", which had a material and extensive impact on the financial statements and the accounting 
firm should have issued an adverse opinion or an unexpressed opinion, whereas CJSC did not 
find the apparent material error and both issued a standard unqualified audit opinion, which 
was clearly inappropriate and undoubtedly constituted an audit failure. 
The origin of modern auditing is to ensure that the financial information that is ultimately 
delivered to the users of the report is of high quality and useful for sound decision-making (Lu, 
2002) [1]. The series of financial fraud cases that have occurred in the capital markets since the 
turn of the century have shown that stakeholders in the financial reporting supply chain may 
instead act in their own interest to the detriment of the quality of reports and the interests of 
investors. Whether it was the early Enron incident (Ge Jiashu 2003[2]; Huang Shizhong 2002) 
[3], or the Chinese concept stock crises such as Green Nortech (Liu Hua 2012) [4] and Southeast 
Rongtong (Yuan Min 2013) [5], including Greenland (Zhang Xuanhong 2017) [6], 
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Wanfushengke (Wang Qi 2019) [7], Huazhe Cobalt Nickel (Jiang Xuezhen 2019) [8], which 
occurred in the Chinese capital market in recent years, or Fraud matters such as Kangmei 
Pharmaceutical (Huang Shizhong, 2019) [9] have likewise attracted extensive discussion.But 
most of these studies have launched analyses on financial fraud and rarely involve the auditing 
practice of a specific project. Audit failure in this paper refers to the auditor's failure to exercise 
diligence and conduct a strictly regulated audit in strict compliance with the provisions of the 
standard, giving an inappropriate audit opinion without obtaining sufficient and appropriate 
audit evidence, and indirectly protecting the listed company from financial malpractice. [10]. 

2. Cammy Pharmaceuticals Counterfeiting Methods 

2.1. Fraudulent Bank Documents Make Deposits Inflated 
According to the company's personnel, the company's accounts receivable was understated by 
RMB 6.41 billion; construction in progress was understated by RMB 631 million; and inventory 
before adjustment was RMB 15.7 billion and after adjustment was RMB 35.246 billion, an 
understatement of RMB 19.546 billion. Significant errors were discovered in the accounting of 
the company's accounts, as they used a large number of falsified bank documents to over-or 
under-count cash items in the balance sheet, resulting in a total over-count of monetary funds 
of RMB 29,944 million. 

2.2. Falsification of Business Vouchers to Falsify Operating Income 
The Company corrected the relevant data in its 2017 financial statements and compared the 
pre- and post-adjustment figures. It was learned that by falsifying a series of business vouchers 
and other operations, Kangmei Pharmaceuticals had inflated the company's operating income, 
monetary capital and net profit, and increased its total market capitalisation, while some 
related expenses such as selling expenses and finance costs were drastically reduced. The 
serious consequences of such actions are borne by investors. 
Operating income was RMB 26.477 billion before adjustment and RMB 17.519 billion after 
adjustment, resulting in an overstatement of operating income by RMB 8.898 billion. Monetary 
funds were RMB 34.150 billion before adjustment and RMB 4.206 billion after adjustment, 
resulting in an overstatement of monetary funds by RMB 29.944 billion. Selling expenses and 
finance costs were underestimated by a total of RMB 725 million. Net profit was also overstated 
by RMB 1.951 billion. Net profit was also overstated by RMB 1,951 million. 
 

Table 1. Financial data relating to Kangmei Pharmaceuticals' inventories (in RMB million) 

Projects 2019 Adjusted for 
2018 

Adjusted for 
2017 

Before 2018 
adjustments 

Before 2017 
adjustments 

Disclosure time June 2020 June 2020 April 2019 April 2019 April 2018 
Inventory turnover 

rate 
0.30 0.54 0.33 0.39 1.3 

Inventory growth rate -7.21% -3.97% 17.90% -2.94% 24.41% 
Inventory/total assets 48.63% 46.27% 53.98% 45.84% 22.85% 

Inventory 3140823.67 3384757.83 3524653.84 3420962.11 1570018.84 

Total assets 6458622.88 7314448.45 6529295.13 7462793.76 6872202.06 
Operating income 1144554.58 1706507.91 1757861.86 1935623.34 2647697.10 

Net profit -465520.72 37004.12 214355.64 112260.06 409464.62 
Cash paid for goods 
purchased, services 

received 
832910.29 1696396.91 1702305.41 1696396.91 2432439.48 
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Table 2. Selected data from Comet's corrected balance sheet (in $ billion) 

Projects 
2017 2018 

Before adjustment Errors After adjustment 
Monetary funds 341.50 -299.44 42.06 18.89 

Accounts receivable 43.51 6.41 49.92 63.18 
Other receivables 1.80 57.14 58.94 92.28 

Interest receivable 0.47 -0.47 0 0 
Inventory 157 195.46 352.46 342.96 

Construction in progress 10.85 6.32 17.17 29.87 

Deferred income tax assets 2.61 0.30 2.91 3.34 

Total assets 557.74 -34.28 523.46 550.02 

 
Table 3. Selected data from Comet's corrected income statement and cash flow statement (in 

$ billion) 

Projects 
2017 

2018 
Before adjustment Errors After adjustment 

Operating income 264.77 -88.98 175.79 193.56 
Operating costs 184.50 -76.62 107.88 135.42 
Selling expenses 7.41 4.97 12.38 9.74 

Overheads 13.34 -1.42 11.92 12.34 
Finance costs 9.69 2.28 11.97 18.86 

Income tax expense 7.32 0.02 7.34 2.40 
Net profit 41.01 -19.51 21.50 11.35 

Net cash flow from operating activities 18.43 66.83 85.26 -31.92 

2.3. Purchase and Sale of Shares by Transferring Part of the Funds to the 
Company's Related Party Accounts 

According to relevant sources, since the listing of Kangmei Pharmaceutical Company in 2001, 
there have been many senior executives who have increased their holdings in it, including Xu 
Dongjin. It also has a number of related parties, such as Puning International Information 
Consulting Services Limited, which has a shareholding of 1.87% and its controlling shareholder 
is Xu Dongjin, and Puning Jinxin Pawnbrokers Limited, which has a shareholding of 1.87% and 
its controlling shareholder is Ma Xingtian. 

3. The Difference between Intentional Financial Fraud by Management 
and Misinterpretation of Accounting Standards 

3.1. Different Meanings 
Errors in the interpretation of accounting standards can be due to errors in calculation, errors 
in the classification of accounts, or the use of incorrect accounting policies, negligence or 
misinterpretation of facts, to name but a few. Intentional financial fraud by management is the 
result of the unit's leadership and accounting staff intentionally breaking national laws, 
regulations, systems and standards in the accounting process, and choosing to make false 
accounts and prepare false statements in order to deceive investors, which is essentially a 
mistake. 
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3.2. Different Nature 
Accounting standards are misunderstood, and if it is just some unimportant accounting error 
acts, it will not be very harmful to the society, but management intentional financial fraud acts 
because of its illegal and hidden nature, its social harm is more significant. 

3.3. Different Causative Factors 
A misunderstanding of accounting standards is an intentional act or an unintentional act, 
whereas an intentional act of financial fraud by management is necessarily an intentional act. 

3.4. Different Treatment Methods 
For unimportant accounting errors, only the current data needs to be adjusted according to the 
actual situation, while for some more important accounting errors, they need to be adjusted by 
comparing the previous data. For the intentional financial fraud of the management, it is not 
only necessary to adjust the accounting errors, but also need to bear certain administrative, 
civil and even criminal responsibilities. 

3.5. Different Scope of Occurrence 
Mistakes in the understanding of accounting standards are more likely to occur in small units 
with weak internal controls, small amounts of operating profits or units with a smaller scope of 
operations. Intentional financial fraud by management is more likely to occur in proposed 
companies, and companies with a larger share of the market or listed companies, which have a 
larger scope of operations compared to the former. 

4. Accounting Error of Kangmei Pharmaceutical is a Typical Accounting 
Fraud 

The accounting errors of Kangmei Pharmaceutical revealed several important issues in the 
correction announcement. They are as follows: firstly, the huge amount of monetary funds 
being inflated, secondly, the inflated revenue and net profit, and thirdly, the major shareholders 
not appropriating excess funds as required, etc. Among them, the core problem still lies in the 
fact that shareholders with a relatively large shareholding have used illegal means to 
appropriate funds in order to increase their total profits. 
The financial officers of Kangmei Pharmaceuticals fabricated false financial statement data, 
mainly around these two issues: firstly, in order to cover up the illegal misappropriation of 
funds by the company's major shareholder, through the method of fictitious monetary funds, 
and then use these falsified financial data to adjust the balance sheet and cash flow statement. 
Secondly, in order to inflate the net profit of the company, the total expenses are minimised by 
increasing the operating income and adjusting the related costs, and then the income statement 
can be fabricated at will to make the figures look good and thus get more investments from 
investors. As you can see, the three main statements - balance sheet, cash flow statement and 
income statement - are all false, and these are of no use to the users of the statements. 
In summary, the "accounting error" incident of Kangmei Pharmaceutical Company is a typical 
accounting fraud in terms of scale and nature, i.e. whether in terms of the three aspects of 
"accounting error", i.e. the scope of the error, the intensity of the revision, the great harm caused, 
or the depth and breadth of the negative impact on society. The scope of the error, the intensity 
of the amendment, the great harm caused, and the depth and breadth of the negative impact on 
society. 
The disclosed audit report also concealed financial fraud. Both Kangmei Pharmaceutical and 
Guangdong Zhengzhong Zhujiang Accounting Firm Limited (hereinafter referred to as 
Zhengzhong Zhujiang) would constitute acts of misrepresentation. In its letter of enquiry to 
Kangmei Pharmaceuticals, the SSE stressed that "Kangmei Pharmaceuticals should strictly 
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distinguish the difference between the misinterpretation of accounting standards and the 
nature of intentional financial fraud by management". The apparent "accounting errors" of 
Kangmei Pharmaceuticals must not be used as a scapegoat for the substantive "accounting 
fraud"[1]. 

5. How to Detect Possible Material Financial Fraud in Advance 

5.1. For Accounting Firms 
(1) Periodic evaluation of the operation and maintenance of the practice. Accounting firms 
should have policies and procedures in place to evaluate the acceptance and maintenance of 
audit services on a regular basis. The following conditions must be met in order to handle the 
firm's audit business: First, the personnel in the firm must have a certain level of competence 
in the audit business, i.e. the quality of the business must meet the standards and sufficient time 
must be available. Second, they can consciously observe professional ethics and not break the 
law; and third, the client must have integrity. In assessing the basis of the client's integrity, the 
relevant investigation team can indirectly investigate the background of the client and 
understand the relevant information about the client. The accounting firm should have to 
conduct an annual review of the audited entity, including a series of audits of the companies or 
people approached by the audited entity and the relevant environment. 
(2) Rationalisation of human resources. Each audit project undertaken by the firm should be 
assigned a partner correspondingly. If the audit risk is high for some special projects, a second 
person in charge can be arranged to assist, such as a certified public accountant with extensive 
experience. The CPA for ongoing audits must be changed regularly. The human resources 
department of the accounting firm should pay more attention to the business skills of the 
auditors and provide them with regular professional training. Not only in-house training, but 
also other training resources can be utilised, which will help to further improve the professional 
competence of the CPA. In addition, the internal remuneration, performance appraisal scope 
and promotion appraisal criteria of CPAs should be built around audit quality. The 
organisational scope of cultivation should be quality-oriented to prevent the quality from being 
compromised by the sole concern for profit, and the human resources department should 
adhere to the idea of professional ethics and make use of the reputation punishment 
mechanism to publicly disclose auditors who violate professional ethics to punish them 
appropriately. 
(3) Auditors should always be vigilant about their work. In the course of performing audit work 
to always maintain professional skepticism, so that relative fairness can be achieved, and can 
maintain the independence of the work is also not easily undermined, independence and at the 
same time can effectively ensure that the auditors question the style of work, through special 
risk warning, prudent and objective evaluation of the evidence collected. Pearl River 
Accounting Firm directly used the evidence provided by the company, even though it found 
inconsistencies between the data collected by the company and the data evidence provided 
internally, it did not investigate in depth and did not meet the requirements of accounting 
standards, which is a hidden danger of audit failure. 

5.2. Corporate Level 
In order to avoid audit failures, it is important to start at the root of the problem and, above all, 
to stop the financial fraud that is causing serious damage to the effectiveness of capital markets. 
Auditors are required to follow strict requirements and perform their duties well to stop 
financial fraud from occurring. 
(1) Improve internal controls. Comet falsified certificates, the reason why the company's 
related parties occupied the company's funds to buy and sell the company's shares was because 



Volume 3 Issue 6, 2022 

DOI: 10.6981/FEM.202206_3(6).0068 

598 

Frontiers in Economics and Management 

ISSN: 2692-7608 

there were major problems in the management of the company's internal funds and related 
transactions. Therefore, the first thing the company should do is, to improve the internal control 
of this piece of work, you can establish a special internal control system, as a way to improve, 
so that each employee to implement a sense of responsibility attributed. The internal control 
system should be highly valued and implemented, reasonably supervised and given a higher 
voice to the audit department. It is important not only to improve the competence of internal 
auditors, but also to ensure that audits are carried out strictly. 
(2) Regulating corporate governance. The company should strengthen the system of 
independent directors and effectively play the role of directors in supervising the legitimate 
operation of the company, so that independent directors become an important part of 
improving corporate governance. It should keep all kinds of information and original 
documents of the company, standardise the operation of information disclosure while 
improving the information disclosure system, strive to make the capital market fully 
understand the company and try to avoid misunderstanding by investors or other information 
users as a result of unregulated information disclosure. Regularly review the company's growth 
strategy and continuously learn from experience and lessons learned to enhance the company's 
profit and value through legitimate means. 

5.3. Regulatory Level 
The State as well as relevant government departments should strictly regulate market 
competition to prevent leading industry players with a relatively large market share from 
manipulating the entire market. Strictly review the operation of professional investment 
institutions to avoid professional investment institutions from going with the tide in an 
unserious and irresponsible manner or making overly more aggressive, unobjective and unjust 
evaluations, resulting in judgments and decisions made by investors that would be affected 
adversely. Strict audit services of audit firms with reference to audit fees to avoid the interests 
of the firm and the audited entity, in addition to imposing fines on certified public accountants 
who fail in their audits and taking the severe disciplinary measures of suspension from practice 
and rectification, and those who cause serious adverse consequences to society should be 
punished by being banned from re-entering the relevant profession. Finally, the state should 
cultivate a keen market intuition among members of the community, have a solid knowledge 
base, be a rational market participant, learn the basics of financial investment, learn to make 
independent analysis and judgments, make rational investments and form a good market ethos. 
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