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PROLOGUE

Ding Pingzhun

It is a meaningful thing for publishing a book, “800 Cases of Financial Affairs in IPO Audit
Projects”.

In October 1992, Vice Premier Zhu Rongji, who also was the Director of Securities Commis-
sion of the State Council, appointed Liu Hongru as the Chairman of China Securities Regulatory
Commission ( CSRC). (At that time, CSRC was just an administrative office of Securities Commis-
sion of the State Council. ) Liu Hongru said “the stock market is a volcano. You need a scapegoat,
so you ask me to do it”. Zhu Rongjisaid “I don’t need you to be a scapegoat, if anything goes
wrong, I will take the responsibility!”

From then on, China's securities market proved that IPO (Initial Public Offerings) is lava of
the volcano through 20 years development. For this reason, several times volcanic eruption led to
unrest of securities market. People learned lessons from the pros and cons of experiences and les-
sons, and realized that dependable IPO is the foundation for stabilizing the securities market.

In September 1992, the State Council decided the first nine pilot listed entities, which
launched the operation of China’s capital market. At that time, Zhu Rongji required that audit
should be done by the China-foreign cooperative joint venture accounting firms which had CPAs from
both at home and abroad. It was an advantage for companies which want to go public in A, B, and
H share markets. The former Chief Accountant of CSRC, Wang Jianxi, said to me, “the stock mar-
ket is an important field of CPA’s services. It is biased if these services are only done by China-for-
eign cooperative joint venture accounting firms. Chinese CPAs must enter this field” . According to
Wang Jianxi’s advice, 1 drew up a document “The Provisional Regulations for CPAs Performing Bus-
iness Relevant to Enterprises Experimenting with the Shareholding System” for the Ministry of Fi-
nance and State Commission for Restructuring the Economic System, issued on 17th September,
1992. Then, on 15th February 1993, approved by the Ministry of Finance and CSRC, the list of the
first batch of firms, which held the qualification of doing securities related business, was an-
nounced. Most of them were domestic firms.

From then on, over 20 years development, China’s securities market proved that doing securi-
ties related business is an important symbol of Chinese CPAs moving towards markets. The qualifica-
tion of doing securities related business is the “gold-lettered signboard” for accounting firms. The

revenue of doing securities related business has become an important part of the accounting firm.
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At that time, the “pilot enterprise”, raised funds from public investors for the first time and
listed for trading at securities exchanges, which is known as IPO now. The initials were not a popular
parlance in those days.

On May 17, 2006, the CSRC issued “Regulations of IPO and Being Listed” . The announce-
ment of the document means the resumption of IPOs, which has stagnated for years. Until 2009,
China’s securities market finally restarted IPOs. In that year, the financing amount reached 187, 9
billion yuan. In 2010, it increased to 478. 3 billion yuan. In 2011, because of the global financial
crisis, Central Bank implemented tight monetary policy. The whole financing amount falls, but still
could exceed 250 billion yuan. These data show that China’s securities market has already become
the world’s largest IPO market.

After the resumption of IPOs, one of the characteristics of China’s securities market is that
Shenzhen Medium and Small Plate and GEM became the main force of “making star” , the average
P/E of which is 40 — 50 times and the highest P/E is over 100 times. After getting into the stock
market through TPO, the interests of all parties will increase rapidly, thus the risk will be enlarged
rapidly. In the society, many of the billionaires getting rich overnight were built by the building
rich machine” —IPO. From the structure point of view, they are “legal compliance” . Nowadays,
the government advocates “harmonious society” . However, through IPO the social fortune distribu-
tions become unequal, which also becomes one of the unstable elements. Therefore, strictly verif-
ying IPO process and adhering to fairness, justice and transparency become a vital part of social sta-
bility.

Due to the above reasons, IPO becomes hot spot of China’s securities market. The listed com-
panies pay close attention to it. Intermediary agencies serve it. Government departments supervise
it. Tens of millions of shareholders stare at it. And many media track it. Because it is the first gate
for entering into the securities market. Once opening the gate, you may be a billionaire, because of
the fortune pouring in; or it may be a Pandora’s Box, which makes you ruin and tortures you for life.

IPO and listing on the stock exchange are complicated systematic projects, which need to meet
the listing regulation in various aspects. The financial data is the core data of IPO, which reflects re-
al value of enterprise. It is the important foundation of ensuring stable operation of the securities
market and letting people share reform achievements. Therefore, the problems of financial audit are
not only directly related to the success or failure of the IPO, but also associate with the long term
plan for “country prosperity and people rich” .

For ensuring the stability, healthy and smooth operation of the securities market and protecting
the vital interests of investors, especiallymedium and small shareholders, securities regulators have
been centered on the strict verification. According to the process, if a company wants to go public,
it has to be verified at each level. In addition to the strict verification of intermediary agencies and
CSRC, Bureau for Industrial and Commercial, Tax Bureau, Environmental Protection Bureau, Land
Office, SASAC, Ministry of Labor and Social Security, State Administration of Foreign Exchange,
NDRC and so on may announce examination oppnions. During the whole process, the company has

to thoroughly remould itself, and then becomes “Buddha” -—a listed company.
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Through releasing regulations, standardizing procedures and strict supervision, securities regu-
lators firmly control the gate of IPO. For example, the entity, which wants to apply for IPO, has to
meet the prescribed rigid conditions, including total net profit, net cash flow, sales and sales growth
rate, etc. , the soft conditions, including the statute of a subject, independence, standardized oper-
ation, compliance of financial accounting, and so on. These basic data and essential conditions are
the important basis for verifying IPO project. If the data and conditions cannot be met, it will affect
future operation of the securities market and harm the interests of the investors. Again, there is a set
of strict process for the verifying procedures. Firstly, whether the source of basic data and essential
condition are reliable? Whether the theory and reasoning process are reliable? In the working paper,
are the superior administrative units, the related associations, competitors, downstream users, and
potential users real and dependable? Next steps are determining the verifying objective, drawing up
verifying outline and then investigating in the field. During the process, in order to reveal the value
of long-term investing in the company, we also need to concern enterprise orientation and mode,
market situation and ranking, space of market growth and highlights of enterprise investments.
Through a series of procedures, finally, make sure whether the company’s financial reports are in ac-
cordance with the relevant standards, and whether the funds raised from IPO are sufficient for the
projects. The severity of securities regulators is to prevent illegal actions such as fraud, transfer ben-
efit and false announcement. Before the IPO project goes to the Issuance Examination Committee of
the CSRC, the enterprise and the intermediary agency will receive written feedbacks from securities
regulators again and again. According to the feedbacks, the enterprise will repeatedly interpret,
supplement and modify the applying materials. Meanwhile, the company will readjust based on the
feedbacks immediately. Until the securities regulators permit the project to go to the Issuance Exami-
nation Committee of the CSRC, the company just passes the first preliminary examination. In the Is-
suance Examination Committee of the CSRC, committee members vote for “approval” or “reject”,
according to their professional judgment. If the project is approved by the committee, securities reg-
ulators would make the final decision about when and the frequency of listing on the stock exchange,
based on the changing factors of macro-economy, securities market, and international capital mar-
kets, etc. After being on the waiting list, the enterprise finally passes the whole process of IPO.

Why are the securities regulators so strict? It is because that for a long time, in China’s securi-
ties market, the “scale” tends to majority shareholders and original shareholders. Hundreds and

" thousands of individual investors sink into the painful depths of being deprived. This is one of the
important reasons for long bear and short bull runs in China’s securities market. In order to ensure
fairness, justice and transparency of the securities market, securities regulators repeatedly inspect
many aspects, including sustainable profitability, independence, equity doubt, history and equity
transfer, standardized operation and excessive camouflage, etc. , thereby get the supervision from
society. Meanwhile, after being listed, with necessary administrative means, securities regulators
supervise strictly, release information timely, punish insider trading rigorously, even delist the com-
pany compulsively to strengthen the cultivation and restraint for market mechanism,

Therefore, all listed companies, intermediary agencies and even potential investors treat the
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feedbacks from securities regulators seriously, because these feedbacks hit the nail on the head to
IPO enterprise.

To the company which wants to go public, because of its desire to be listed, it focuses on the
feedbacks. It is not just for getting money. After 30 years of reform and opening, in addition to the
grow-up of a large number of state-owned enterprises ( because of the favors of state-owned banks,
they are not lack of funds. They are relatives of governments at all levels. ), there are a large num-
ber of private enterprises having grown up to become the main force in the development of China’s
economy. Some of these private enterprises, being national top 500, have great international influ-
ence and competitiveness. They have not only high industrial concentration, large enterprise scale
and economic strength, but also have transformed the traditional family-based management model in-
to modern enterprise management mode. The modernized private enterprises rise swiftly one by one.
Undoubtedly, being listed has become the certain choice for the further development and expansion
of private enterprises.

Of course, an enterprise can raise a large amount of money from IPO and earn the opportunity
of refunding, thereby provide sufficient funds for the further development and expansion of the enter-
prise. Through IPO, the enterprise can promote the establishment of normative operating manage-
ment mechanism, improve corporate governance structure and constantly enhance operation quality.
Before being listed, the enterprise has to meet the strict listing standards and pass the regulators ver-
ification. Therefore, a successful IPO is the most powerful proof of enterprise’s management level,
development prospect and profitability. After being listed, it helps companies to improve their credit
standing, reinforce the faithfulness of financial institutions, and gain convenience in bank credit
business. After IPO, the fluctuation of share price is a kind of evaluation mechanism for the listed
company. Enterprises go public and become public companies could help entities to take more social
responsibilities.

After being listed, stock trading information is announced to the public through various media
constantly , which can greatly improve enterprise’s awareness, enhance enterprise’s market status and
influence, as well as help enterprise to set up product brand image and expand the market.

Listed company can also use the means, such as stock options, to effectively motivate staffs and
managements. It helps company in attracting talents and stimulating innovation enthusiasm of em-
ployees and thereby enhancing enterprise’s developing potential and staying power.

Therefore, being listed has great significance and implications not only to promote enterprises
to become bigger and stronger, as well as to the whole society.

As for the timing of listing, it mainly depends on the changes of macroeconomic cycle and gov-
ernment policy cycle. In addition, the company should consider their own preparation condition and
capital requirements. The reform is going on. But I think, ultimately it should be decided by the
market.

The time of IPO process is long, which generally is at least one year, and some may even be
several years. There will be many external factors that limit whether IPO would be successful.

Therefore, numerous potential listed enterprises introduce in relevant legal and financial intermediary
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agencies and professionals in advance, which will standardize the company’s activities from legal and
financial perspectives. It could ensure that company can go public in the perfect timing, and make
sure that the process of IPO would not be impeded for their own reasons.

For the intermediary agencies of engaging in IPO activities and the employees in these organiza-
tions, executing verification yield much. More importantly, it is a part of their social responsibility.
Also it cultivates more talents in market competition for the firms and accomplishes the promotion of
their own brand.

Up to now, there are only 53 accounting firms obtaining the securities and futures related busi-
ness license. Comparing with the total amount of accounting firms (7790), firms having licenses,
which can involve in the [PO projects, are really few.

It is worth to be noticed that “Big Four” (operating in mainland) are not interested in the pop-
ular audit project for GEM companies. Why is that? In addition to the risk of the taboo to consider,
the extent of familiarity of “Big Four” to the IPO business of local medium and small companies is
not as good as those of domestic accounting firms. And there are common characteristics for GEM
companies, which are small scales of equity, high risks of operation, instability of performances,
poor ability to withstand external risks and vulnerable foundation of corporate governance, etc. The
projects “Big Four” involved are almost large ones for financial institutions or large stated-owned en-
terprises, and other large single project. Because of the larger scales, the audit fees are much high-
er. Moreover, the actions of the large central enterprise are the command from “supreme authori-
ties” . Even if anything is going wrong, they have solid backers. Under the protection from authori-
ties, there is no risk for the central enterprise going public. However, comparing with audit project
of large central enterprises, the TPO projects for GEM companies have more difficulties, lower re-
turns and higher risks. Facing this situation, “Big Four” think it is not worth it. At present, in the
accounting market, there is a tight relationship between audit fees and actual workload. Approxi-
mately, it is charged as the percentage of company’s total assets. Therefore, the larger amount of
company’s assets is, the higher the audit fee is charged. While, for GEM companies, according to
the asset scales, the audit fees are much lower than companies from main exchange markets. The
projects conducted by “Big Four” normally charge over 100 million. For the projects with low re-
turns but high risks, “Big Four” is not willing to do. So there is a huge market for domestic compa-
nies. Nevertheless, it has to be noticed that the domestic firms, competing in this market blindly,
ignore the extraordinary risks of this market.

For years, the miserable downturn situation of secondary market makes a sharp contrast with the
expansion of Chinese primary market. Some people think one of the key reasons for continuous
downturn of Chinese stock market is issuing shares constantly. The gate of IPO is opened too broad
and too quick. It is a theoretic and practical problem that needs to be discussed.

The purpose of studying the financial problem of IPO is to explore the listed company’s audit
quality conducted by the intermediary agencies. After being listed, numbers of companies “suddenly
turn hostile” , which has become the common phenomenon for the domestic listed companies. The
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generation of these problems is really to great extend related to IPO lax and the excessive camouflage
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of intermediary agencies. Therefore, enhancing a good quality of the IPO is the key to improve the
quality for listed companies.

Many cases prove, the accounting firm has played a great role in embellishing financial data
during the IPO process, which makes the CPAs encounter awkwardness after the GEM companies are
listed. In fact, the firm conducting IPO audit has a detailed understanding of the audited company in
counseling period. Generally, the accounting firm is able to provide an objective judgment to the
growth and sustainability of the company based on the company’s business form, income model,
technical level and the market prospects, and even can make accurate predictions for the perform-
ance of next reporting period. So, after being listed, even though the relationship between account-
ing firm and the company has been removed, inevitably people will suspect whether the early finan-
cial data whitewash is existing.

Related department leader of the CSRC has emphasized several times that the CSRC will
strengthen the supervision of the sponsor business, increase penalties, and formulate the regulatory
rules in the sponsor intermediary business, etc. CSRC also summarizes and discloses the reason for
company being rejected, which is mainly related to sustained profitability, standardized operation,
financial accounting, independence, subject qualification, raising funds and information disclosure ,
etc. . These issues are all related to the accounting firm conducting audit business.

Generally speaking, audit fees are determined by the accounting firm and the audited company
through consultation, the charge amount is closely related to the actual workload, so the more the
company assets are, the higher the audit fee is. In addition, based on the accounting firm’s reputa-
tion, the top local accounting firms conducted numbers of listing projects and have rich experiences,
so the charge is relatively high. Intermediary agencies, being professional bodies with good reputa-
tion, should check on the disclosed information of the listed company and play an “economic po-
lice” role. But in fact, the status and relationship of the listed companies and intermediary agencies
are contradictory in information disclosure system; these two parties have too close relationship in
their engagements, which seriously restricted the supervision function of the intermediary agencies.

In the interest chain of listing, the sponsors, CPAs, appraisers and lawyers charge high inter-
mediary fees. They are the beneficiaries, and also bear a guarantee that the issuer provides true, ac-
curate and full disclosure of information. However, those intermediary agencies, which have a pro-
fessional ability and zero distance with enterprises, often turn a blind eye on the enterprise fraud,
even providing suggestions to these enterprises, and “contributing” false wisdom. Many “fraud ca-
ses” are usually not only technical issues, but integrity issues. Therefore, strengthening the integrity
construction of the accountancy profession is an essential issue to ensure the true and reliability of
IPO’s data. Of course, the formation of the integrity environment of the capital market is a long-term
systematic project. The establishment and execution of the punishment mechanism encourage the
whole society to participate and supervise.

Currently, there are two kinds of theories in the stock market which have great debate and in-
fluence;

One is that, the downturn of the stock market is related to IPO’s gate opening too much and too
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fast, therefore we have to promote the stock index, stock market, and to tighten the IPO gate. Theo-
retically speaking, [PO has nothing to do with the stock bull market and bear market. The main
point is whether the audit and supervision are conducted properly before IPO. If every listed compa-
ny can ensure that its value is real, the growth rate is sustained and the pricing is reasonable after
the IPO audit, such stocks will make money. Se when in the appropriate time, why do not we make
the company go public, more shares on the market and more investors can make money. There is no
relationship between the CSRC “gate” and the speed of opening at all. If the listed company loses
money after being listed, the investors and especially private investors will suffer a lot. Therefore,
the authenticity and credibility of IPO should be checked first.

Beside, at present the issuing price of stocks are too high, and the shares below the par value
are correspondingly to increase. This is also attributed to the IPO audit. In fact, the pricing mecha-
nism that we have is imperfect at the moment.

Generally speaking, the issuing price of new shares shall be significantly lower than the first
day closing price. The investors, who buy IPO shares, in the first trading day, can usually get high
excess returns for the purchase of new shares. This phenomenon is obviously against the efficient
market theory. High yield of the first trading day of IPO shares is either caused by the underestima-
ted price of new shares, called primary market low price. Or the first day of the market overreac-
tion, called the secondary market premium.

From the primary market point of view, China’s stock market is not a fully competitive market.
Zhu Rongji aimed to develop the stock market to meet the fund demand of state-owned enterprises’
reform. This kind of influence still exists now. Therefore, over the last twenty years, in China’s
stock market, the issuing price of shares suffered gross interference. At the same time, based on the
stock total supply, China’s stock market is still in the supply shortage stage, therefore, the under-
writers do not need to worry about failure issuing and lower the share price.

From the secondary market perspective, China’s stock market is not an efficient market, and is
usually overreacting or under reacting to information. As some experts said, China’s stock market
even has not reached the “casino” field “level” , but a “no rules for the casino” . Private investors
accounted for the majority of China’s stock market. In the wind of speculation, private investors and
organizations have “seen” a state of mind, which also affects the share price and the real value of
the enterprise.

Generally speaking, in hottest stage of the stock market, the enthusiasm of investors run high,
thus companies will tend to equity financing. While in low stage, investor sentiment is low, thus
companies will tend to debt financing. This means when a company raising funds through IPO, the
market normally is in the up-trend, which can easily cause investors to be too optimistic to the new
shares prospects. At the same time, the noise traders in the secondary market are relatively more, so
the market will overestimate the new shares trading price. But this is only a short-term phenomenon,
in the long run, share price will gradually return to the intrinsic value of the stock, with the correc-
tion of expectation of the investors and the role of arbitrage played. Therefore, the stock price in fact

has no direct relationship with IPO.
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There are 53 accounting firms which have qualification of conducting securities and futures au-
dit business as aforesaid. Daxin Certified Public Accountants is the one which has a qualification
from the Ministry of finance and the CSRC for conducting securities and future business. In Decem-
ber 2012, Daxin Certified Public Accountants became one of the first eight pilot firms to be engaged
in H share enterprise audit business from main land China. Since September 2009, the resumption
of China’s Securities market, Daxin Certified Public Accountants undertoock more than 200 listed
companies’ audit projects. 39 companies’ IPO projects have been completed successfully. Until Sep-
tember 2011, Daxin Certified Public Accountants has serviced 130 listed companies, and then be-
come one of the firms, which possess the qualification of doing securities related business, serving
over 100 listed companies in the Chinese accountancy profession.

Daxin Certified Public Accountants has received the “written feedback” from the CSRC after
the listed application materials submitted. The project team and practitioners have studied seriously
and gave a positive teply to the feedback. Daxin Certified Public Accountants aims to solve the relat-
ed financial accounting issues and ensure most of the IPO enterprises can satisfy the Issuance Exami-
nation Committee of the CSRC requirements and successfully issued on the market. Yige Wu, the
Board Chairman, summed up the experiences for the past few years, and suggested that the past
years’ IPO materials (including the main boards, medium and small-sized board and GEM) should
be collected and edited for the future reference of the IPO business. He hopes that I can be the
“gatekeeper” , striving for the literature publication and expanding the social impact. I believe that
it is a very meaningful thing. The various ideas and comments mentioned above is all come from the
first reading of the draft. For me, engaged in collecting and publishing the Daxin Certified Public
Accountants’ IPO materials, is a precious experience in the IPO field. Otherwise, I am not going to
study these things all my life. 1 suppose that the published typical IPO cases of Daxin Certified Pub-
lic Accountants is very useful for the government supervision departments, listed companies, Pre-
IPO Companies, many securities traders, the accountancy profession, the legal profession, the ap-
praisal profession, and even the majority of investors. By reading the hundreds of thousands words of
IPO cases, I believe that it is the most detailed, most complete and most practical IPO book in our
country at the moment.

Yige Wu, also being the Secretary of the Daxin’s Party Committee, takes the organization and
publication of this book as an important measure for implementing the spirit of the sixth plenary ses-
sion of the Party’s 17" Central Committee. He suggests that an accounting firm should strengthen the
professional skills and the spiritual civilization, promote the accounting firm’s cultural and ideolog-
ical progress by summarizing the previous practical experiences; accomplishing the professional and
cultural construction with both hands. I cannot be more agree with him and therefore accept the
nomination as the Chief Editor of this book.

As the book is published, I suggest, in order to make readers understand the basis of the ques-
tions asked by the CSRC, and financial problems and solutions found in the application materials
provided by the IPO company; I write relevant introduction in each subject, which consists to the

backbone of the Part Two, a total of 845 cases, which the majority of instances are mainly from the



