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Abstract With the advent of the internet age and the outbreak of COVID—19, many companies have
embraced online trade. However, due to the way the cyber economy works, the number of companies
engaged in financial fraud by falsifying their transaction amounts and customer numbers has been
gradually increasing. The purpose of this study is to analyze financial fraud of companies in the Internet
era and to present solutions. Therefore, this study analyzed the financial fraud behavior of Luckin
Coffee in China as an example and studied the causes and countermeasures of financial fraud. As a
result, it was found that the cause of financial fraud lies in the opacity of cash flows from online
transactions. The recommendations proposed by this study is to improve internal control systems in

companies, develop risk management system, and establish comprehensive external supervision system
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1. Introduction sum of the economic activities generated by it.

The network economy is an economy that is

After the outbreak of COVID—19, many experts based on the information industry, which takes
predicted that network development-related knowledge as the core and network information
industries will emerge to become the big hitting as the support, and adopts the most direct way
industries of the future. The foundation of the to narrow the distance between service providers

network economy is the internet, especially the and service targets [1].
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The development of the network economy has
caused massive changes in the business models
of many enterprises, and the operation model of
traditional retail has gradually transformed into a
new type of retail operation [2]. Bricks and
mortar retail sales used to play a significant role
with the

emergence of the internet age, as well as the

in commercial distribution; however,

rapid development in big data analysis, IoT
(Internet of Things), and artificial intelligence,
state of the

been

the operating traditional retail

industry  has changing and innovating
constantly, and has formed a new retail industry
characterized by information technology [3]. The
new retail industry is not only the carrier of
commercial distribution, logistics, and financial
flow, but it is also an important channel for
information flow.

The shift in the ways of doing business in the
retail industry as well as the application of
information technology has led to several changes
to certain financial ~management activities.
Informatization has provided valuable chances
for the

enterprises to develop creatively; such enterprises

financial management in big retail
have been able to improve the creativity and
quality of their way of financial management [4].

Nevertheless, the development in information
technology has not only advantages, but also
disadvantages. More and more listed companies
have exploited the manipulability of technology
used in the network economy, and have inflated
their transaction amounts and customer numbers
for the purpose of attracting investors for
illegitimate profits [5]. Due to the manipulability
of the internet, listed companies can falsify their
order forms or the digital information from
customers. This kind of behavior would greatly
decrease the authenticity of the data; however, it
is not easy to be noticed in report forms, which
makes financial fraud more covert [6].

This paper is based on fraud triangulation

theory and GONE Theory, and applies a case

study and financial analysis to examine the
motives behind the Luckin Coffee incident. The
paper ends with a conclusion and some
recommendations.

The novelty of this paper is that it analyzes a
new financial fraud mode among enterprises in
the internet age, and it proposes a theoretical
foundation towards consummating corporate
governance and internal control structures and
management and control

improving corporate

systems in order to facilitate normative and

healthy development in these kinds of enterprises.

2. Theoretical Background and

Motivation

2.1 Fraud Triangulation Theory

W. Steve Albrecht, the founder of the American
Association of Certified Fraud Auditors, conducted
an in—depth study of fraud triangulation theory
and formed the fraud triangulation theory that is
widely used now. Albrecht proposed that three
elements—pressure, opportunity, and excuse—
interact with each other to form a closed and
complete fraud triangle [7].

The lack of legal awareness among senior
leaders along with their low moral standards
caused weak internal control in the corporation,
and corporate cheats had found reasons to justify
their behavior [8]. Even though Luckin Coffee
kept raising money because of the high pressure
from competitors, multiple financing did not
help get rid of its financial trouble. Rather, the
capital turnover in this company Wwas not
completed, which caused massive pressure. The
online sales mode of Luckin Coffee saw the use
of new retail technology, and there were no
cashiers in offline stores. All orders had to be
made through an app, which caused a great
obstacle for auditors. The accounting firm was

not able to testify the real order quantity of
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Luckin Coffee; audited

were fake data provided by the company, which

what the accountants

provided the opportunity for Luckin Coffee to

commit financial fraud.

2.2 GONE Theory

GONE Theory, also known as the four—factor
theory, was proposed by G. Jack Bologna, Robert
J. Lindquist, and Joseph T. Wells in 1993. The key

idea of this theory is that the motivation of

corporate fraud is based on four elements:
Greed, Opportunity, Need, and Exposure
(GONE). The interaction among these four

elements determines the risk degree of enterprise
financial fraud [9].

The poor behavior of the management layer
and the directors caused the element of greed;
the concealment of fake online orders and the
low level of supervision generated the element of
opportunity; the element of motivation was
caused by the need to avoid being caught by a
supervisory agency and the slump in its share
price; and the element of exposure was caused
by the high difficulty of being punished after
The whole
environment around Luckin Coffee can satisfy
the four elements of GONE Theory, and under

the interaction of these elements, financial fraud

financial fraud was exposed[10].

was conducted.

3. Financial Analysis of Luckin Coffee

3.1 Introduction to Luckin Coffee

The first Luckin Coffee
Beijing's Galaxy Soho in October 2017. After

that, it started trial operations in 13 cities in

store opened in

China, including Beijing, Shanghai, and Tianjin.

During the trial operations, 3 million orders
werefulfilled, 5 million cups of coffee were sold,
and the number of served customers was over

130 million. As of the end of March 2019, 2,370

stores had opened in 28 cities across China, with
plans to significantly increase the number of
stores in 2019. On May 17, 2017, Luckin Coffee
was listed on NASDAQ, and had raised $695
million. On August 14, 2019,
financial report after IPO stated that the total

revenue exceeded ¥900 million, and 5.9 million

Luckin's first

new trading users were added. On November 13,
2019, Luckin Coffee

results, claiming a revenue of ¥1,541.6 billion in

announced its financial
Q3, a year—on—vyear increase of 540.2%; the net
loss was ¥531.9 million, up 9.7% from a year
earlier, but narrowed from a net loss of ¥680
million in Q2.

On January 31, 2020, Muddy Waters, a firm
known for its short—selling bets, said it had
received an 89—page anonymous short—selling
report alleging that Luckin Coffee (NASDAQ: LK),
a Chinese online coffee brand, had falsified data.
The report read: “After Luckin’s $645 million
IPO, the company began fudging financial and
operating data in the third quarter of 2019,
which has evolved into a hoax.” On June 27,
Luckin Coffee said
company would cease trading on the NASDAQ on

in a statement that the

June 29 and proceed with delisting. On February
5, 2021, Luckin Coffee announced on its website
that the

protection in New York and was in negotiations

company had filed for bankruptcy

with interested parties to restructure the

company’s financial obligations.

3.2 Luckin Coffee Financial Analysis
As shown in Fig. 1, in Q2 and Q3 of 2019,

Luckin Coffee’s total assets suddenly increased
significantly compared to Q1. As shown in Fig. 2,
Luckin Coffee’s operating revenue in Q2 and Q3
of 2019 showed a trend of rapid growth, but its

operating profit was always negative, and there

was no obvious trend of negative profit
narrowing. This phenomenon had to make
people doubtful whether there were really

inflated monetary funds in Luckin Coffee [11].
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unit; million CNY

mTotal assets  mTotal liabilitias

Fig. 1. Assets and liabilities of Luckin Coffee in 2019
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Fig. 2. Earnings statement of Luckin Coffee in 2019

4. Reasons Behind the Financial Fraud

For Luckin Coffee, going to the United States
to obtain financing and occupying the market
was the biggest pressure. Going public meant
that the company could have broader financing
channels, which was more conducive to the
promotion of the company’s brand. However, the
premature listing and rapid expansion had
caused a huge funding gap [12]. Moreover, due
to the first free cup offer and a large number of
coupons, the subsidy amount required by the
company was too large, and the company was
losing money increasingly, making it difficult to
obtain financing. The reasons for the financial
fraud of Luckin Coffee can be summarized as
follows [13].

(1) A good environment for counterfeiting
under the network economy. Luckin Coffee had
its own independent app and WeChat applet, so
customers could place orders online at any time.
The company took advantage of this to
artificially increase the number of online orders
and ordered goods, thus exaggerating revenue

data. This method of inflating data in the context

of the internet can be used to invisibly inflate
data many times over without being easily
detected.

(2) Weak internal controls. On April 5, 2020,
Luckin Coffee issued an Apology Statement,
admitting that its COO Liu Jian and some of his
subordinates engaged in improper transactions
and falsified financial statements [14]. It claimed
the company would deeply reflect on itself and
strengthen its internal controls. The internal
control system of the company is interlinked, and
if there is a problem in one link, it will have a
knock—on effect. Luckin Coffee’s internal control
system was likely to have loopholes in one or
so that Luckin Coffee’s

financial fraud could be carried out for three

many of the links,
consecutive months without being stopped [15].
(3) The online plus offline marketing model in
the network economy era. During the
investigation of Luckin Coffee by Muddy Waters,
the data collected by Muddy Waters were mainly
the original data of the business situation of
Luckin Coffee. Muddy Waters also questioned the
effectiveness of the internal control of Luckin
Coffee’s of the
“order hopping” behavior of the order numbers
of Luckin Coffee’s Ernst
subsequently uncovered financial fraud in Luckin
Coffee through Unlike Ernst &

Young, Muddy Waters never came into contact

information system because

stores. & Young

investigation.

with the company’s accounting documentation
such as internal accounting tables or accounting
sheets. A survey was completely undertaken by
collecting Luckin Coffee’s external data, which
illustrated the feasibility of data analysis in new
retail enterprise auditing.

(4) The concealment of financial fraud in an
online marketing model. Through increased sales
and profits, reducing the amount of goods orders
to increase income, there can be a variety of
financial frauds of listed companies operating

under the environment of today’s network

economy. According to their own needs, those
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companies can tamper with orders or customer
data so that the integrity of the data is greatly
reduced, but  imperceptibly = reflected in
statements, making financial fraud unable to be

found.

5. Conclusions and Implications

The financial fraud incident of Luckin Coffee
makes us realize that we have to be alert to the
cause of frequent financial fraud events being
due to the defects

structures and the loopholes in internal control

of corporate governance

systems. We have to address the internal control
and outer supervision of the company, especially
the supervision of online data. Luckin Coffee
incurred financial fraud due to its early listing
and the loopholes in its sales model. In order to
effectively avoid the occurrence of financial
statement data fraud, we should put forward
some measures to avoid problems in the use of
funds so that the movement direction of funds
will move healthily forward.

According to the financial fraud phenomenon
of Luckin Coffee, this paper puts forward the
following recommendations.

First,

Companies needs to strengthen their

improve the internal control system.
internal
control systems, which is not only an important
means to improve the quality of a company, but
link to

prevention ability of a company so as to make

also an important improve the risk

appropriate use of the online plus offline
business model [16].

Second, explore risk management audits. Internal
auditors, as a functional department within a
company, know more about a company than
external auditors, and can identify and evaluate a
risks more comprehensively and
[17]. audit

should use risk—oriented and risk management

company’s

accurately Therefore, an internal

audit approaches to prevent, check, and report

management fraud. The online + offline business

model is a good combination in the current
network economy. The memory storage capacity
of the internet should be used to record and
supervise every order, to avoid false orders.
Third, establish a full

supervision. Incidents of listed companies using

range of external
fictitious transactions and inflated sales revenues
to conduct financial fraud happen repeatedly
under prohibition, which has exposed loopholes
in our supervision of the authenticity of income
Thus, China

Commission should

and revenue recognition[18].

Securities Regulation
increase their scope ofinspections.

The findings of this study have to be seen in light
of some limitations.

Firstly, the number of samples analyzed and
counted is not sufficient, which may lead to
inaccurate research results. We hope to add more
research objects in future research and expand the
number of research samples.

Secondly, Luckin coffee is a Chinese enterprise.
The motivation analysis of enterprise financial
fraud in the network era may not be applicable to
enterprises in other countries. We hope to add the
analysis and improvement papers of enterprises in

other countries to the future research.

REFERENCES

[1] J. Y. Wang (2020). The Reasons and Countermeasures
of Financial Fraud of Listed Companies in the Era of
Network  Economy. Market  Modernization, 15,
161—164. DOI: 10.14013/j.cnki.scxdh.2020.15.059.

[2] Z.P. Hui, (2020). Innovation of New Retail Enterprise
Audit Mode in Mobile Internet Era. Communication of
Finance and Accounting, 23, 1-7.

DOI: 10.16144/j.cnki.issn1002—8072.20200927.001

[3] H. Ibrar & A. Muhammad (2020). Detection of
Anomalous Transactions in Mobile Payment Systems.
International Journal of Data Analytics, 2, 58—66.

DOI: 10.4018/1JDA.2020070105

[4] X. Xu (2019). On the Reform and Innovation of
Financial Management Mode of Large Retail Business
Enterprises. China Business and Market, 35, 85—86.



40 YALEEIAT A204d A3E

DOI: 10.16834/j.cnki.issn1009—-5292.2019.35.039

[5] A.P.Georgios & O. S. W. John (2020). Financial Literacy
and Responsible Finance in the FinTech Era:
Capabilities and Challenges. The European Journal of
Finance, 26, 297—301.

DOI: 10.1080/1351847X.2020.1717569
[6] D. Kopun (2020). Application of Data Mining

Techniques in the Detection of Financial Statement
Fraud. Journal of Accounting and Management, 2,

97—-114.
DOI: https://hrcak.srce.hr/file/369315

[71 J. P. Qin (2005). Accounting Fraud in Listed
Companies: Review and enlightenment of foreign

Studies. Accounting Research, 6, 69—74.
DOI: 10.3969/5.issn.1003—2886.2005.06.012

[8] T.T.Ken&F.W. William (2011). Triangulation of Audit
Evidence in Fraud Risk Assessments. Accounting,
Organizations and Society, 37, 41—53.

DOI: 10.1016/5.20s.2011.11.003

[9] C. N. Hu (2020). A Case Study on Financial Fraud of
New Green Stock Based on GONE Theory. Heber
Enterprises, 11, 11—12.

DOI: 10.19885/j.cnki.hbqy.2020.11.003

[10] J. N. Jia & Z. Zhou (2020). The Reasons and
Countermeasures of Financial Fraud of Listed
Companies. Accounting Learning, 16, 35—36.

DOI: CNKI:SUN:CKXX.0.2020—16-020

[11] Y. Singh & K. Ajit (2021). Sora Marpe Fraud Detection in
Financial Statements Using Text Mining Methods: A
Review. [IOP Conference Series: Materials Science and
Engineering, 1020, 12—14.

DOI: 10.1088/1757—899X/1020/1/012012

[12] S. Pallavi & B. Puneet (2020). A Structured Review and
Theme Analysis of Financial Frauds in the Banking
Industry. Asian Journal of Business Ethics, 5, 1—17. DOIL:
10.1007/s13520—020-00111—w

[13] Y.Mehak (2021). The Rising Trend of Fraud and Forgery

in Pakistan’s Banking Industry and Precautions Taken
Against. Qualitative Research in Financial Markets, 13,
215—225.

DOI: 10.1108/QRFM—-03-2019-0037

[14] W. Mimin & N. H. Desy (2015). Pengaruh
Profrsionalisme Auditor Internal Terhadap Pencegahan
Dan Pendetekslan Kecurangan. Jurnal Riset Akuntansi
dan Keuangan, 3, 586—602.
DOI: 10.17509/irak.v3i1.6606

[15] Y. F. Shi & R. H. Luo (2020). Analysis on the Causes
and Countermeasures of Financial Fraud of Lucky
Coffee. China Business & Trade, 22, 11—12.

DOI: 10.19699/j.cnki.issn2096—0298.2020.22.011

[16] P. Manning (2018). Exploiting the Social Fabric of
Networks: A Social Capital Analysis of Historical
Financial ~ Frauds. Management &  Organizational
History, 13, 191-211.

DOI: 10.1080/17449359.2018.1534595

[17] S. N. Carolyn & M. R. Anna (2009). Internal Audit
Reporting Lines, Fraud Risk Decomposition, and
Assessments of Fraud Risk. Accounting, Organizations
And Society, 35, 546—557.

DOI: 10.1016/4.205.2009.12.003

[18] S. M. Ge (2020). Analysis and Countermeasures of
Financial Fraud of Listed Companies: Taking Greencool

Incident as an Example. Finance and Market, 5, 4—11.
DOI: 10.18686/fm.v5i4.2774
3} 9] 5 (Weidong Huang) el

- 2017 84
(&-3Faka})

20194 8¢ :

20194 949 ~
S} upALE

R N E R EE R
CSR, WA

%3 W A st

) 8kal (7 & A AL
@A : st 3

- E—Mail : 2450563017@qq.com
7 A ¥ (Shanyue Jin) Pl

- 2004 8¢ :
EE

- 2013 8¢ :

2013 9€ ~ 20144 2
W AR AT

- 2014 3€ ~ 2018 2¢¥

A S

£ 201841 39 ~ AR : JbAYSE BIR R

L gHAR} 1 AIGAT, 79T, BSG, 71918

- E—Mail

<= Dl S (F A

A Al s (73 sPatal)
J : ﬂk]]q]sl—

SR}

. jsyrena0923@gachon.ac.kr



