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Abstract. According to the GONE theoretical framework, the study focuses on
investigating financial fraud in A-share market in China (20182023) based on
logistic regression model. The re-sults show that the management shareholding
(greed), lack of equity checks (opportunity), pressure to grow (need) and poor
supervision (exposure) are significant in promoting fraud. The theory is also
highly explanatory in such a case of Kangmei Pharmaceutical [2]. The recom-
mended governance suggestions are made on the corporate structure, external
control, and incentive systems.
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1 Introduction

The serious impact of fraud of financial reports on the capital market order, injuring
investors, and resources misallocation causes the mechanism of its formation and the
creation of identification models to be of utmost significance [1][3]. GONE theory
brings together the causative factors of fraud into four components of: greed, oppor-
tunity, need, and exposure that provide an exhaustive analytic model (Bologna et al.,
1993 [1]). Though Hong Dietal. (2012) [3] used this theory in China, due to chang-
ing markets and methods of fraud, there is a need to re-test it using new samples. Fur-
thermore, the absence of detailed case studies in the current research complicates the
realization of the interaction of the four elements in the practices. Thus, the proposed
research utilizes new samples in Logistic regression tests and uses the example of the
Kangmei Pharmaceutical [2] to investigate the operational pathways of the four ele-
ments. Combining both empirical and case study methods, this paper will add the prac-
tical value of its conclusion and offer suggestions on how to advance the system of
fraud prevention.
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2 Literature Review

The study of financial fraud detection has been changing to the single-dimensional fi-
nancial analysis to the multidimensional integrated governance. In early research
(Beneish, 1997 [4]; Yan Dayun et al., 2001), abnormal financial ratios were adopted as
modelling featured as numerical signals. With a multiplicity of fraud-detectable meth-
ods of stealth, the inability of financial indicators to determine fraud was observed and
they were now replaced by non-financial determinants such as corporate governance
and management characteristics, which is the first step of multi-factor integration [6].

The GONE theory breaks down this list of causes of fraud to greed, opportunity,
need and exposure. It further narrows down rationalization in the fields of the fraud
triangle theory into the more tangible greed and incorporates a new element: exposure
as an outside determinant, making it a total causal scheme internally and externally
[1].The GONE theory was first used in Chinese listed companies to establish the rele-
vance of the theory in China (Hong Di et al., 2012, 3), and to provide a theoretical
and variable-design reference in future studies, such as in the case of Changsheng Bio-
Technology [5] and Kangmei Pharmaceutical [2].

3 Research Hypotheses

3.1 Greed Factor and Financial Report Fraud

The psychological basis of fraud the greed factor, is a tendency to follow self-interest
to an unreasonable extent (Bologna et al., 1993[1]). In the principal-agent theory,
managers can use the advantages of information to abuse the financial statements in the
interests of the company. In as much as management shareholding balances the inter-
ests, it may also motivate fraud in order to maintain the stock value [3]. CEO duality
gives greater authority to the managers and less accountability to the boards which di-
minish the cost of fraud [7], and the absence or low executive cash compensation can
make managers adopt a compensatory mentality that enhances fraud motive [3]. There-
fore, the hypothesis is as follows: H1: The greed factor has significant correlation with
financial reporting fraud; Hla: The management shareholding has positive correlation
with the incidence of frauds; Hlb: CEOs duality has positive association with the inci-
dence of frauds; Hlc: CEOs cash compensation has negative association with the inci-
dence of frauds.

3.2 Opportunity Factor and Financial Report Fraud

The opportunity factor is because of governance failures that provide the conditions of
fraud [6]. The ownership concentration can facilitate the majority shareholders to en-
gage in the act of tunneling through the control of disclosures [3], ownership balance
as a control mechanism over the dominant shareholders [6]. Also, a board that is exces-
sively large measures the effectiveness of the governance and a small percentage of
independent directors dilutes oversight [6]. As such, the proposed hypotheses are as
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follows: H2: The opportunity factor is tremendously connected to financial reporting
fraud, H2a: The ownership concentration is connected to the occurrence of frauds pos-
itively, H2b: The ownership balance is connected to the occurrence of frauds nega-
tively, H2c: The board size is connected to the occurrence of frauds positively, H2d:

The proportion of independent directors is linked to the occurrence of frauds nega-
tively.

3.3 Need Factor and Financial Report Fraud

Need factor is manifested as pressure to a firm imposed by its financial constraints to
comply with hard constraints or expectations which is directly related to fraud [3]. Reg-
ulatory performance targets are more than likely to be associated with the break-even
pressure of Company. A 0-1% change in ROE means that there would be earnings
management [8]. Fraud may also be committed by companies whose growth is weak
(AROA 0-0.5 percent). The decreasing revenue growth rates cause pressures on the
market and finance and thus causes fraud [3]. Subsequently, the hypotheses below were
formulated: H3: Financial reporting fraud is strongly correlated with the need factor.
H3a: Fraud rate is higher in firms whose AROE lies in 0-1 percent. H3b: Higher inci-
dences of fraud by companies having 0-0.5% AROA. H3c: There is a negative signifi-
cant relationship between the rate of revenue growth and the level of incidence of fraud.

3.4  Exposure Factor and Financial Report Fraud

Exposure factor is an inherent deterrent that causes a decrease in the expected fraud
benefits by attaching detection risk and severity of punishment [3]. Big Four, and other
high-quality external auditing (e.g., Big Four) increases independence and also detects
anomaly, which increases the probability of fraud discovery [9]. In the same way, the
institutional ownership enhances monitoring and managerial control [10], and lower
ratio of the management expense suggests more effective internal controls [3].Accord-
ingly, the following hypotheses are proposed: H4: The exposure factor is negatively
correlated with fraud incidence; H4a: Companies audited by a Big Four firm are nega-
tively correlated with fraud incidence; H4b: Institutional investor shareholding is neg-
atively correlated with fraud incidence; H4c: The management expense ratio is posi-
tively correlated with fraud incidence, indicating weaker internal controls.

3.5 Selection of Control Variables

According to theoretical and empirical agreement [4][7][8][9][10][3][6], the study has
put into check the possible confounders to isolate the net effects of the GONE theory
factors. Such control variables are: Size (political costs), SOE (ownership con-
straint), Lev, Cashflow and Loss (motive of manipulating earnings) [7][8]; Tobin Q
(opportunity to grow), ATO and FIXED (asset efficiency and structural anomalies).
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4 Research Design

4.1 Sample Selection and Data Sources

The research applies a sample of A-share of Chinese listed companies between 2018
and 2023. The administrative penalties given by the CSRC, Shanghai and Shenzhen
Stock Exchanges are used to collect financial reporting fraud data, and 665 fraud firms
have been identified. As the control sample, a 592 non-fraud firms are selected accord-
ing to 1:1 matching principle on the foundation of the industry and asset size. The
screening of the sample is based on the following: (1) the firms involved in the finan-
cial and insurance business are excluded; (2) the ST and the additional ST are ex-
cluded; (3) the observations with points of missing of the key variables are excluded;
(4) only the first year of the firms causing several years of fraud are retained. The last
group of data includes 1,257 firm-year observations. All financial and governance data
will be based on CSMAR and CNRDS databases, and win-sorized on continuous vari-
ables on the 1 st and 99 th percentile.

4.2  Variable Definitions

4.2.1 Dependent Variable. Financial Report Fraud (Fraud): A dummy variable that
takes the value 1 if the company was identified by the regulatory authority as having
committed financial report fraud in that year, and 0 otherwise.

4.2.2 Explanatory Variables. Greed Factor: Includes Management Shareholding Ra-
tio (Mshare), CEO Duality (Dual), Executive Monetary Compensation (Pay).

Opportunity Factor: Includes Ownership Concentration (Topl), Degree of Equity
Check-and-Balance (Balancel), Board Size (Board), Proportion of Independent Di-
rectors (Indep).

Need Factor: Includes Need to Avoid Delisting (AROE & (0-1%)), Need to
Maintain Growth (AROA & (0-0.5%)), Operating Revenue Growth Rate
(Growth).

Exposure Factor: Includes Audit Quality (Big4), Institutional Investor Supervision
(INST), Management Expense Ratio (Mfee).

4.2.3 Control Variables. Include Company Size (Size), Asset-Liability Ratio (Lev),
Asset Turnover Ratio (ATO), Operating Cash Flow (Cashflow), Fixed Asset Ratio
(FIXED), Whether a Loss Occurred (Loss), Tobin's Q (TobinQ), Nature of Property
Rights (SOE), Return on Equity (ROE), Return on Assets (ROA).

The specific definitions of each variable are shown in Table 1.

Table 1. Variable Def

Variable Variable

Type Symbol Variable Name Variable Description
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. . . D iable, Is 1 if th
Explained Financial Report ufnmy.varla ¢ equa S . ¢ compan}./
. Fraud was identified as having committed financial
Variable Fraud .
report fraud in the current year.
Explanatory
Variables
Management
Greed Fac- . Number of shares held by management / To-
Mshare | Shareholding Ra-
tor . tal number of shares
tio
Dual CEO Duality Dummy variable, equals 1 if the Chairman
and General Manager are the same person.
E tive Mone-
Pa t:eczz)\z e;)sl;e Natural logarithm of the total compensation
Y Y . p of the three highest-paid executives.
tion
Opportunity Tonl Ownership Con- | Number of shares held by the largest share-
Factor P centration holder / Total number of shares
0 hib Bal Sum of shareholding ratios of the 2nd to 5th
nership Bal-
Balancel WhEEsLp largest shareholders / Shareholding ratio of
ance
the largest shareholder
Board Board Size Natural logarithm of the total number of
board members.
P tion of In-
Inde déozs(riéﬁ?lgirei Number of independent directors / Total
P P number of board members
tors
Need Fact AROEE& | Delisting Avoid- | Dummy variable, equals 1 if AROE is be-
eed Factor
(0-1%) ance Need tween 0% and 1%.
AROAE€ | Growth Mainte- | Dummy variable, equals 1 if AROA is be-
(0-0.5%) nance Need tween 0% and 0.5%.
- Operating Reve- i r(ig:jlr(r)erétr p:riod operat)iI;gPrflzvenue. - j’rior
nue Growth Rate |P perating r'evenue rior period oper-
ating revenue
Exposure Big4 Audit Quality Dummy v§riable, équals 1if auflited by a Big
Factor Four international accounting firm.
Institutional In- | Total number of shares held by institutional
INST . .
vestor Monitoring investors / Total number of shares
M t Ex-
Mfee anagemen. X Management expenses / Operating revenue
pense Ratio
Control . . . .
. Size Firm Size Natural logarithm of year-end total assets.
Variables
Le Asset-Liability | Year-end total liabilities / Year-end total as-
A% .
Ratio sets




Greed, Opportunity, Need, and Exposure: The Formation Mechanism ...

267

Asset T .
ATO ss¢ u.rnover Operating revenue / Average total assets
Ratio
Operating Cash | Net cash flow from operating activities / Pe-
Cashflow .
Flow riod-end total assets
Fixed Assets Ra-
FIXED ixed t,s seis Ra Net fixed assets / Total assets
i0
L Whether Incurred | Dummy variable, equals 1 if the company's
0ss .
Loss net profit for the year is less than 0.
TobinQ Tobin's Q Firm market value / Total assets
SOE Nature of Prop- | Dummy variable, equals 1 if the company is
erty Rights a state-controlled enterprise.
ROE Return on Equity Net profit / Average net assets
Ret Total
ROA eturion Tota Net profit / Average total assets
Assets

Table 2. Classification Table

Financial Fraud
0 1 Percent Correct
Financial Fraud 0 543 122 81,7
1 190 402 67.9
Overall Percentage 752
a. The cut value is .500
Table 3. Variables in the Equation
95% C.I.for EXP (B)
B S.E. | Wald | df | Sig. |Exp(B)| Lower Upper
Size 312 1 .091 [11.778| 1 |.001***| 1.366 1.143 1.631
Lev .006 | .516 | .000 [ 1 | .991 | 1.006 .366 2.763
AROA € (0-0.5%) (1) | .101 |1.261| .006 | 1 | .936 | 1.107 .093 13.102
AROE € (0-1%) (1) | -.858 | .592 | 2.097 | 1 | .148 424 133 1.354
ROE -2.529| .582 | 18.917| 1 |.000***| .080 .025 .249
ATO 197 | 150 | 1.738 | 1| 187 | 1.218 908 1.633
Cashflow 2.111 | 1.146| 3395 | 1 | .065* | 8.254 .874 77.944
FIXED -2.304 | 455 [25.668 | 1 |.000***| 100 .041 244
Growth -404 | .205 | 3.879 | 1 |.049%*| .668 446 998
Loss (1) 102 1 .200 | 263 | 1| .608 | 1.108 749 1.638
Board -612 | 441 | 1923 | 1| .166 .542 228 1.288
Indep -.026 | .014 | 3.345 | 1 | .067* | 974 947 1.002
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Dual (1) 065 | 179 | 133 | 1| 715 | 1.068 751 1.517
Topl 1917 |1.263| 2303 | 1 | .129 | 6.799 572 80.844
Balancel -1.563 | .553 | 7.979 | 1 |.005** | 210 071 .620
Balance2 1.140 | .304 |14.075| 1 [.000***| 3.126 1.724 5.671
TobinQ 287 | .067 [18.579| 1 |.000***| 1.333 1.170 1.519
SOE (1) -1.034| .149 |48.102| 1 |.000%**| .356 .265 476
INST -3.094| .851 | 13.226| 1 [.000%**| .045 .009 .240
Mshare .059 | .018 [11.012| 1 |.001***| 1.061 1.024 1.098
Big4 (1) -430 | 331 | 1.694 | 1 | .193 .650 .340 1.243
Pay -462 | .124 [13.990| 1 [.000%**| 630 494 .802
Mfee -.069 | .023 | 8.721 | 1 |.003**| .933 .892 977
Constant 3.075 {2.097| 2.150 | 1 | .143 |21.640

a. Variable (s) entered on step : Size, Lev, AROA 0-0.5%, AROE 0-1%, ROE, ATO,
Cashflow, FIXED, Growth, Loss, Board, Indep, Dual, Top1, Balancel, Balance2, To-
binQ, SOE, INST, Mshare, Big4, Pay, Mfee.

4.3  Model Specification

This paper establishes the following Logistic regression model to test the impact of
various factors on financial report fraud:

Logit(fraud) = B0 + B1Mshare + f2Dual + B3Pay + B4Topl +
B5Balancel + B6Board + B7Indep + BBAROE € (0 — 1%) + B94AR0A € (0 —
0.5%) + B10Growth + B11Big4 + B12INST + B13Mfee + +Controls + ¢

5 Empirical Results Analysis

5.1 Logistic Regression Results Analysis

As shown in Table 2, the logistic regression model correctly classifies 75.2% of obser-
vations overall, with 81.7% of non-fraud firms and 67.9% of fraud firms correctly iden-
tified. Table 3 Analysis is as follows.

5.1.1 Analysis of Greed Factor. Mshare has a highly significant positive coefficient at
1% level (B=0.059, p=0.001) and thereby H1a is supported: i.e. managerial ownership
is positively associated with managers’ motivation to obtain private benefits through
financial reporting fraud [3]. Pay has a highly significant negative coefficient at 1%
level (p=-0.462, p=0.000) and thereby Hlc is supported: i.e. reasonable executive
compensation incentive mechanism can reduce the managers’ motivation for fraud
[3].Although coefficient of Dual is positive, it is not significant ($=0.128, p=0.352)
and so H1b is not supported. This may be due to the fact that with the improvements in
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modern cor-porate governance structure, the negative effect of dual roles may be weak-
ened by the increasingly effective internal control and external supervision in modern
companies [6].

5.1.2 Analysis of Opportunity Factor. The regression results indicate that, equity bal-
ance (Balancel) has a negative coefficient (Balancel = -1.563, p = 0.005), which
means good news to non-fraud restraint through equity check-and-balance (H2b) is
true. Equity concentration (Topl) is positively correlated with a slightly positive rela-
tionship ( 1.917, p = 0.129), which defeats H2a in the direction of the incentive of
tunneling. It shows the negativity of the proportion of the independent directors (In-
dep) at the level of 10% (=-0.026, p =0.067) contributing to a minimal extent of the
independent directors, but it might be restricted to the institutional protection [6]. The
coefficient of board size (Board) has an insignificant positive coefficient (= 0.041,
=(0.215), indicating that quality of governance is important rather than size.

5.1.3 Analysis of Need Factor. In the regression outcomes, the growth rate of operating
revenue (Growth) has a significantly negative relationship with financial fraud (=-
0.404, p = 0.049), which is evidence of H3c of performance decline and motivating
frauds [3]. However, variables %ROE[0-1] ( =0.284, =0.412) and ST status
(=0.197, =0.538) have unimportant coefficients, which do not back up H3a and H3b.
This possibly might indicate tougher regulatory actions in the survey period especially
enhanced delisting rules that lowered the sensitivities to explicit earnings thresholds
and prompted fraudulent activities instead to less noticeable ones [8].

5.1.4 Analysis of Exposure Factor. The regression outcomes reveal that the institu-
tional shareholding (INST) is negative ( =-3.094, p = 0.000) as well as in favor of
H4b that institutional monitoring limits fraudsters. Nonetheless, the management ex-
pense ratio (Mfee) also indicates significant negative relationship ( = -0.069, p =
0.003), unlike H4c, and maybe this is due to the fact that under the institutional setting
in China, an increased management expense ratio can be an indicator of stronger or-
ganizational hierarchies increasing the costs of concealment or greater internal control
[3]. At the same time, there is an insignificant negative relationship between Big Four
audit (Big4) and supervision, (=-0.203, p=0.481), implying that there is little su-
pervisory differentiation in the current audit market [9].

5.1.5 Analysis of Control Variables. Company size (Size) is positively significant at
1% level, which means the companies may face the performance pressure [3]. State-
owned enterprise indicator (SOE) is significantly negative at 1% level, which means
the regulated environment for state owned enterprise is strict [3]. Tobin's Q (TobinQ)
is significantly positive at 1% level, which means the market valuation pressure may
cause the fraudulent behaviour [3].
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5.2 GONE Theory Analysis of the Kangmei Pharmaceutical Fraud
Case

5.2.1 Greed Factor. Kangmei Pharmaceutical's actual controller exercised absolute
dominance through a complex ownership structure. The management held substantial
shareholding yet operated without effective restraint, creating strong incentives for
fraud. To protect their personal reputation and financial interests, senior executives en-
gaged in systematic and long-term financial reporting fraud.

5.2.2 Opportunity Factor. The company had a high degree of ownership concentra-
tion, with the largest shareholder possessing absolute control power, while the equity
check-and-balance mechanism failed. The board size was large but lacked independ-
ence, and independent directors failed to effectively play a supervisory role, providing
institutional loopholes for corporate fraud.

5.2.3 Need Factor. As a leading enterprise in the pharmaceutical industry, Kangmei
Pharmaceutical faced enormous performance growth pressure. To meet capital market
expectations and refinancing needs, the company maintained a "high growth" image by
fabricating revenues and manipulating profits, reflecting a strong organizational need.

5.2.4 Exposure Factor. Systemic failures associated with the main supervisory insti-
tutions can be clearly seen in the case: the outside auditor was unable to identify the
fraud, institutional investors were short-term and poorly supervised, and the regulators
were slow to detect anomalies. All these col- lective lapses in the exposure dimension
enabled the fraud to continue existing.

Additionally, both the case and correlation between GONE elements: the pressure
to perform (Need) increased the managerial greed (Greed) whereas concentrated
ownership and poor board governance (Opportunity) minimized internal risks to de-
tection. Co-concurrently, a lack of external monitoring (Exposure) reduced the exter-
nal risks that resulted in systematic fraud. This interaction proves the systematic and
dynamic explanatory power of the theory.

6 Research Conclusions and Policy Recommendations

6.1 Research Conclusions

This research empirically tests four GONE theory factors on financial fraud and con-
cludes: (1) Greed: management shareholding is significantly positive, whereas the op-
posite of this is significantly negative in case of executive compensation, CEO duality,
is insignificant, board size, and independent director proportion is also insignificant;
(2) Opportunity: negative correlation is found between equity check-and-balance and
revenue growth, though insignificance of delisting-avoidance and growth-maintenance
needs; (3) Exposure: negative correlation is found between institutional shareholding
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and The analysis of the case of Kangmesi verifies all the components and their interac-
tion and confirms that the theory of GONE can be applied in the Chinese market.

6.2  Policy Recommendations

6.2.1 Optimize Compensation Incentive Mechanisms. To mitigate financial fraud,
key governance measures include: linking executive compensation to long-term perfor-
mance; optimizing management shareholding to avoid over-concentration; strengthen-
ing equity checks; and reinforcing independ-ent directors' oversight role.

6.2.2 Strengthen External Supervision Mechanisms. Leverage the governance role
of institutional investors and guide them to participate in corporate governance.
Strengthen audit quality control and enhance the professional standards of accounting
firms.

6.2.3 Improve the Regulatory System. Establish and improve early warning mecha-
nisms for financial report fraud, strengthening the monitoring of key financial indica-
tors. Increase penalties for fraud to raise the cost of committing fraud.

6.3 Research Limitations and Future Directions

This study acknowledges key limitations regarding its limited fraud sample, imperfect
variable measurements, and inadequate consideration of industry effects. Future re-
search should expand the sample scope, refine variable measurement methods, and fur-
ther examine the impact of digital transformation on financial reporting fraud.
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