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Abstract 
In recent years, with a series of penalties imposed by the CSRC on accounting firms for 
violation of regulations, audit failure cases have been exposed continuously. Successive 
audit failures continue to reduce the public's trust in third-party audit institutions. The 
problems behind the audit failure of accounting firms are worthy of profound reflection 
by the whole CPA industry. The problem of audit failure of accounting firms has become 
one of the hot topics concerned by both theoretical and practical circles. The study of this 
problem has certain theoretical and important practical significance.This paper takes 
Ruihua certified public accountants as the research object and analyzes the audit failure 
of kangdexin as a specific case, mainly including the following four parts: firstly, it 
introduces the research background and briefly describes kangdexin's violations and 
fraud process, secondly, it analyzes the causes of audit failure, and finally puts forward 
corresponding preventive countermeasures for various problems, In order to provide 
feasible suggestions for firms and relevant regulators, so as to maintain the health of the 
capital market and protect the interests of small and medium-sized investors. 
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1. Introduction 

In recent years, in addition to the fluctuation of the stock index, some stocks have been 
"thundering" one after another in the A-share market. The behavior of listed companies such 
as Kangmei pharmaceutical, Furen pharmaceutical, kangdexin and Zhangzi Island is 
unimaginable. The amount involved in the event is huge, which not only caused great losses to 
stock market investors, but also seriously damaged the capital market environment. 
Among them, kangdexin (* ST Kangde) 11.9 billion financial fraud cases have attracted much 
attention. According to the CSRC, kangdexin falsely increased operating costs and related 
expenses through fictitious purchase orders and production orders during 2015-2018, falsely 
increasing profits by 11.9 billion yuan. The CSRC gave "extremely bad behavior and extremely 
serious consequences" to describe the kangdexin case. Meanwhile, Ruihua certified public 
accountants, who was responsible for the audit of kangdexin's annual financial statements for 
six consecutive years (2013-2018), was also to blame. After the incident, the CSRC immediately 
filed a case against Ruihua. As an independent third party, if the audit institution fails to 
perform its duties diligently, the CSRC will adhere to the "double investigation of one case" and 
will not tolerate it. Ruihua's audit failure case of kangdexin is quite representative in China's 
securities market. This paper will discuss the causes of audit failure from the perspectives of 
audit institution Ruihua, enterprise itself kangdexin and external supervision, and put forward 
corresponding suggestions to prevent audit failure, so as to provide reference and reference for 
future audit business.  
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2. Kangdexin's Violations and Fraud Process 

2.1. Illegal Disclosure of Major Information 
2.1.1. Capital Occupation of Major Shareholders 
The guidelines for the articles of association of listed companies stipulates that listed 
companies shall regularly disclose the relationship between related parties and specific related 
transactions. The controlling shareholders shall not occupy the funds of the listed company in 
a non operational way. If the directors, supervisors and senior managers who connive at and 
help major shareholders occupy the funds of the listed company constitute a crime, they shall 
be transferred to the public security organ for criminal responsibility. 
According to the investigation of CSRC, Kangde Group signed the cash management service 
agreement with Xidan Branch of Bank of Beijing in 2014, which stipulates that the funds of 
subsidiaries of Kangde group to set up accounts in Bank of Beijing shall be controlled by Kangde 
group and uniformly transferred to the account of 3258 of Kangde group. In addition, the 
agreement also stipulates that the fund transfer of related parties is not displayed in the bank 
statement, and the displayed amount is the cumulative deposited amount minus the allocated 
amount. This explains why kangdexin is still sued for breach of contract even when the book 
capital is sufficient, because kangdexin's monetary capital has been occupied by Kangde 
investment for a long time, the cash flow supporting the company's operation has dried up, and 
it is unable to repay the above creditor's rights and interests.  
Kangdexin has abundant monetary capital balance from 2014 to 2018, and the balance at the 
end of the year is more than 10 billion yuan, which is also consistent with the company's 
reputation as a cash cow in the capital market. However, the cash management service 
agreement makes the book amount since 2014 as a mirror, which can be seen but not obtained, 
Under the cover of this illegal agreement, Kangde group arbitrarily withdraws Kangde's new 
bank deposits without the consent of the board of directors and the board of supervisors. It can 
be seen that its internal control system has not been implemented in practice. The transaction 
volume of related funds in 2014-2018 was RMB 6.523 billion, RMB 5.837 billion, RMB 7.672 
billion, RMB 17.150 billion and RMB 15.931 billion respectively, especially in 2017 and 2018, 
The capital occupation even exceeded 15 billion yuan, with a significant amount and a bad 
nature. However, in the annual report, the amount of related party transactions disclosed by 
kangdexin was only more than 100000 yuan, and only 512 yuan in 2019. There were serious 
violations in the financial statements. According to the relevant provisions of the guidelines for 
the articles of association of listed companies, this arrangement constitutes a connected 
transaction between kangdexin and Kangde group, which constitutes a serious crime. 
2.1.2. Providing Illegal Guarantee for Controlling Shareholders 
As a 100% wholly-owned subsidiary of kangdexin holdings, Zhangjiagang optoelectronic 
materials signed three certificate of deposit pledge contracts with Beijing Branch of Xiamen 
International Bank from 2016 to 2017. In 2018, we signed the deposit certificate pledge 
contract with AVIC Trust Co., Ltd. to provide guarantee to Kangde group by pledging the 
certificate of deposit of large amount special account of photoelectric materials. However, the 
above guarantee was not disclosed in kangdexin's financial statements for 2016-2018, and the 
above guarantee business was not voted at the general meeting of shareholders and decided by 
the board of directors, Such transactions constitute illegal guarantees and illegal information 
disclosure. 
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2.2. False Financial Data 
2.2.1. Fictitious Net Profit 
Since 2015, kangdexin has falsely increased its net profit by fictitious customers and suppliers, 
designing false transactions and forging corresponding original vouchers. The seemingly 
perfect profit data of kangdexin is seriously flooded. The fictitious net profit exceeded the book 
value for four consecutive years from 2015 to 2018. In other words, kangdexin's net profit in 
the four years was actually at a loss, In particular, in 2018, when the fraud of financial data was 
revealed, kangdexin's fictitious net profit was 881.49% of the book net profit, and the actual 
annual loss was - 2.196 billion yuan. The above behavior reflects the false records of the 
financial data in the relevant annual report disclosed by kangdexin. 
2.2.2. The Carrying Amount of Monetary Capital Is False 
The book value of kangdexin's monetary capital is sufficient, showing a "cash cow" trend on the 
surface, and its essence is the short number created by illegal disclosure. Kangde group, the 
controlling shareholder, has occupied the company's funds for a long time, and the agreed book 
amount and bank flow do not show the actual capital flow of the company's related parties. 
There are serious violations that the book amount of monetary funds is inconsistent with the 
actual situation. 

3. Cause Analysis of Audit Failure 

3.1. Certified Public Accountants Lack Independence  
In the process of practicing, accountants should ensure the dual independence of form and 
heart. Strictly abide by the audit standards, adhere to professional ethics, resist the temptation 
of interests, avoid excessive contact with the personnel of the auditee outside the work, and 
maintain an objective and independent state. 
Ruihua is the "right-hand assistant" that kangdexin can falsely increase profits of 11.9 billion 
and transfer funds of 12.2 billion in just four years from 2015 to 2018 without being noticed by 
the outside world. Ruihua has issued a "pass" for kangdexin for four consecutive years. If 
Ruihua, a domestic leader, is not lack of professional ability, there are sufficient reasons to 
suspect that Ruihua has a lack of independence in the audit process The dereliction of duty of 
turning a blind eye, especially the follow-up investigation by the CSRC revealed that 
kangdexin's fraud means were not very superb. It created an extracorporeal circulation of funds 
through fictitious customers and suppliers to improve the net profit. However, Ruihua's 
accountants did not implement due audit procedures, and did not investigate the possible 
related party transactions Doubts such as the inconsistency between the performance of 
operating cash flow and Book deposits have further obtained new evidence and have not been 
recorded in the audit manuscript, which makes people have to doubt the independence of 
accountants and firms.  

3.2. The Number of Audit Firms is Large, and the Audit Supply Exceeds Demand 
At present, China's audit market is in the buyer's market, and accounting firms are relatively 
passive. Since the number of accounting firms in China is twice that of listed companies, the 
supply side is seriously surplus, and the supply and demand in the audit market is seriously 
unbalanced, on the premise of the buyer's market, accounting firms with good performance are 
to maintain their own market share, while accounting firms with slightly poor performance are 
to survive and maintain normal operation, We must try our best to contract as many businesses 
as possible, and some problems will inevitably arise. First of all, in order to "stand out" in many 
competitors, accounting firms are likely to offer a lower price than other accounting firms, and 
malicious low-price competition may make accounting firms have to choose products with 
lower quality than the original price to seek value compensation, and can not maintain the 
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original audit quality. Secondly, in order to compete for or not lose customers, accounting firms 
sometimes make unreasonable requirements that customers often default to. For example, 
some accounting firms have not signed a business agreement at the end of the audit. This is not 
conducive to maintaining the independence of the audit, but also poses a certain threat to the 
authenticity and fairness of the audit report. Finally, when accounting firms undertake business, 
in order to improve the success rate of contracting, they will find more customers who have 
"friends" with themselves in the industry, and inevitably omit some necessary procedures for 
undertaking business, so that the audit quality can not be guaranteed.  

4. Countermeasures Against Audit Failur 

4.1. Adhere to Independence and Professional Ethics 
Fundamentally speaking, audit failure is the loss of audit independence. Audit independence is 
particularly critical to audit quality, which is the key to determine whether to find major 
misstatements in customers' accounting statements. If the independence of Certified Public 
Accountants cannot be maintained in the audit process, or if there is an inseparable interest 
relationship between audit institutions and customers, the audit quality cannot be guaranteed, 
and audit failure will naturally occur. Audit independence requires auditors not only to ensure 
substantive independence, but also to maintain spiritual independence. Considering that 
Ruihua's auditors in the case failed to show a diligent and responsible attitude and keen 
professional doubt, it is difficult not to doubt their integrity of independence and lack of 
professional ethics. Therefore, starting from point to area, certified public accountants should 
always keep in mind to maintain independence during the audit, and be objective and fair in 
both internal and external behavior. When working externally, we should maintain 
independence, adhere to professional standards, implement audit procedures in accordance 
with the requirements of audit standards, and maintain due professional doubts about 
conclusions. Keep the requirements of independence in mind and realize the coordination and 
unity of form and substance. 

4.2. Improve the Quality Control System and Improve the Quality of Audit 
Reports 

Accounting firms should improve their internal quality control system, standardize internal 
processes, improve audit business processes, and effectively operate human performance 
evaluation, so as to lay an internal foundation for improving audit quality. The quality control 
and supervision department shall review and supervise the audit work with strict quality 
control standards. During the business undertaking period, the quality control and supervision 
department shall supervise the project members to perform the preliminary risk assessment 
procedures and understand the operation status and industry risks of the auditee; During the 
audit process, the quality control and supervision department shall spot check the audit 
working papers at any time to understand the progress from the project team and maintain the 
compliance of the audit project; Require accountants to summarize and save audit drafts and 
relevant materials in time; Establish the auditor rotation system, and regularly replace the 
project responsible person and the signing certified public accountant to prevent the lack of 
independence of auditors; During the audit report period, the three-level review system for the 
audit report and working papers shall be strictly implemented to avoid the auditor's illegal 
approval of one person with multiple accounts in order to catch up with the project. The 
manuscript reviewers shall conduct preliminary research on the audit project before the 
review work to ensure the proper release of the audit report, Prevent the neglect of industry 
risks and enterprise risks due to their own non-contact with the project. A responsibility 
evaluation mechanism shall be added in the follow-up work. In case of audit failure, the project 
leader, the signing certified public accountant and the review partner shall be investigated for 
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responsibility. In the performance appraisal of auditors, indicators such as audit results, audit 
work efficiency and professional ability evaluation are added to mobilize the enthusiasm of 
auditors and effectively strengthen the efficiency of audit work. 
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