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[bookmark: _Toc130861957]Executive Summary
The financial fraud of Luckin Coffee has attracted widespread attention at home and abroad, and nearly two months after the survey, the Chinese government departments including Finance Ministry released an inquiry report on 31 July 2020, concluding that "from April 2019 to the end of 2019, Luckin Coffee Company increased transaction volume by RMB 2.246 billion through fictitious commodity voucher business, inflating revenue by RMB 2.119 (41.16% of the revenue disclosed to the public), increased costs and expenses by RMB1.211 billion and increased profits by RMB908 million". 
The reason why the Luckin Coffee engaged in financial deception is to obtain high income on the financial statement through fictitious revenue, thus attracting more investment for the company, which could improve personal interest of the managers of the Luckin Coffee, but completely damages the interests of investors.
This report reviews the financial fraud of Luckin Coffee, and then provides an in-depth discussion and analysis of earnings management. The report compares different scholars' definitions of earnings management and ultimately defines earnings management as the behaviors of a company's managers who interfere with financial earnings and accounting statements through their choice of optional accounting methods and purposefully and selectively control the release of financial information for some personal gain. This is followed by a discussion of the specific earnings management behaviors used by Luckin Coffee, including the exaggeration of selling prices, sales quantities and expenses. This report argues that the main factors affecting earnings management behaviors include internal factors of divergent interests and external factors of an inadequate governance environment, and discusses the importance of corporate ethics codes in corporate management. In addition, the paper analyses the corporate governance structure as a constraint on earnings management, including both internal and external governance structures, and suggests two measures that can be taken to improve the governance structure in the future, namely a sound internal and external regulatory system and enhancing the professional quality of accounting staff.

2
[bookmark: _Toc130861958]1.Introduction
Luckin Coffee was founded in October 2017, and in just a few years, it has rapidly grown to overtake Starbucks and become the largest fresh-ground coffee giant in China by early 2020. Then came allegations of Luckin's forgery, Luckin initially denied the fraud. Luckin confessed to the fraud on April 2, 2020, admitting that $310 million in revenue was fraudulent, representing a significant portion of the revenue it disclosed in 2019. Luckin admitted to overstating the figure, its shares were delisted and its leadership team reshuffled. The Luckin Coffee financial fraud incident has raised public concerns about earnings management. This report further explores the definition of earnings management, the factors influencing earnings management by reviewing the financial fraud of Luckin Coffee, which focuses on the constraints of the company's code of ethics and governance structure on earnings management, and makes recommendations for future improvements to the UK's corporate governance structure.

[bookmark: _Toc130861959]2. Definition of Earnings Management
A review of the definitions of earnings management that have emerged in previous literature can be summarized in four main ways:
The first definition is based on the management's purpose or motivation for earnings management, and considers earnings management to be a fraudulent act committed by management to seek personal gain for the enterprise or oneself (FRANCIS and SCHIPPER, 2011).
The second definition is based on the quality of earnings information on financial statements, and it is believed that earnings management is the behavior of making reports about earnings show the expected level of earnings instead of the true performance of the enterprise. Some scholars believe that all earnings management activities are fraudulent acts (Kapoor and Goel, 2017), but another view is that earnings management refers to a kind of behavior or phenomenon between the real report and false report boundary range, that means the accounting statements caused by earnings management are not true, but they are not false report (Samuel, et al., 2021).
The third definition focuses on whether management uses its own judgment and opinion in preparing accounting reports. Earnings management is regarded as the use of subjective judgment by enterprise managers to change the financial situation of enterprises to a certain extent (Keating and Zimmerman, 1999). According to this definition, this report can’t determine whether earnings management is a fraud, because in accounting standards, enterprises have the right to make their own judgment about what happened.
The fourth definition method is based on whether the preparation of statements complies with accounting standards. In this way, there are three categories to classify earnings management. The first type of view holds that earnings management is an activity in which companies abuse accounting standards (Johnson, et al., 2012). The second type of view holds that earnings management is a process in which an enterprise intentionally pulls its earnings on the financial statement to a desired level within the scope permitted by accounting principle (Brown, 2014). The third type of view is to divide corporate earnings practices into three categories: (1) financial fraud; (2) earning management; (3) reasonable use of accounting options. Methods (2) and (3) refer to the adjustment of earnings according to one's own judgment and opinion as permitted by accounting standards. The difference between the two methods lies in the different purposes of management. If the operation is aimed to deceive users of accounting reports, then it is earnings management; or else it is "the act of using accounting choices in a legal manner" (DECHOW, et al., 2012).
These four ways of defining earnings management represent the legitimacy of the purpose, object, method, and method of earnings management. This report uses the viewpoint of Katherine Schipper (1989), a famous financial accounting expert in the United States, and believes that earnings management is the behavior of a company's management personnel through the selection of alternative accounting methods, interfering with financial earnings and accounting statements, purposefully and selectively controlling the release of financial information, in order to seek certain private interests. The earnings management behavior of enterprises mainly involves manipulating and falsifying financial data to achieve the undesirable purpose of whitewashing true data information (P.M. Healy and J.M. Wahlen, 1999).

[bookmark: _Toc130861960]3. Earnings Management Behavior of Luckin Coffee
In terms of revenue, Luckin Coffee mainly divides revenue into unit price and sales volume, significantly overstating the product price and sales volume. In terms of cost, exaggerated expenses are overstated, and exaggerated expenses are recovered for fictitious income. Specifically, with the help of multiple third-party companies, Luckin Coffee has used "individual and corporate fraud" and "API corporate customer transaction fraud" to falsely increase revenue. The company had accumulated 123 million fake coffee card transactions, using fake bank records, fake databases and fake credit card purchases to falsify data. In addition, Luckin also reached false transactions with a number of third-party companies through fictitious methods such as raw material procurement, takeaway delivery, labor outsourcing and advertising, thus increasing the company's various book costs and expenditures, so as to balance the company's false income and false profit. Through this continuous capital turnover, Luckin's book income increased substantially.

[bookmark: _Toc130861961]4. Incentives and pressures influencing earnings management
The factors that motivate managers to conduct earnings management mainly include internal and external levels.
At the internal level, it is mainly due to differences of interests within the enterprise. Nowadays, the majority of shareholders and managers in enterprises are in corporate agency relationships, and managers realize their own interests with the enterprise as the owner. This may cause conflicts with other corporate stakeholders (shareholders, creditors, government, customers, employees) (Chih, Shen. and Kang, 2008). Salary based on current earnings encourages managers to pursue maximization of short-term earnings and wage, which can lead to conflicts between the goals pursued by managers and other stakeholders. When management's interests or incentives differ from their desired standards, it can generate incentives for earnings management (Valaskova, et al., 2021).
Specifically, it includes the following points: (1) The impact of the appraisal incentive mechanism, the direct correlation between the company's financial situation and management's income, will prompt managers to conduct earnings management (Greussard, 2022); (2) Due to the needs of fund operation, both listed companies and shareholders hope to convey good information to the market through fund operation or market value management; (3) Under the influence of management tenure, managers who have just taken office tend to pursue long-term and medium-term benefits, while those who will leave office tend to pursue short-term benefits (Andreicovici, et al., 2021); (4) To defraud the market by falsifying accounts due to the need for fraud; (5) The separation of enterprise ownership and management rights has led to issues such as financial information concealment and asymmetric information obtained by both owners and managers to a certain extent. These issues have put the moral level of enterprise managers under great test, mainly reflecting whether managers will manipulate and falsify the company's profits. Under the current system, equity incentives for managers based on corporate accounting performance can effectively solve this problem to some extent. Therefore, managers will use some means to increase corporate profits, improve performance, and receive more dividends, which also encourages managers to generate motivation for corporate earnings management.
The second level is the unsound external regulatory environment, which involves market and policy standards, such as tax requirements, the strength and independence of audit, market and public supervision, and the requirements of higher level companies for internal supervision and assessment. Earnings management behavior can arise when there are regulatory loopholes in the external governance environment.

[bookmark: _Toc130861962]5. Reasons for the existence of earnings management
5.1 Asymmetry of information
Information symmetry is a prerequisite for parties to obtain equal benefits, but the market is not absolutely transparent and information is not absolutely symmetric.
The management level is the direct responsible person for enterprise management, and has a better understanding of all aspects of the enterprise. Shareholders mainly exercise supervisory functions in enterprise management, lacking much information. This information asymmetry creates conditions for management's earnings management (Christensen, T.E. et al. 2022).
5.2 Flexibility and incompleteness of accounting standards
Accounting is the recognition and measurement of economic events in an enterprise, as well as the reflection and supervision of its financial situation and operating results. Although accounting standards are formulated strictly in accordance with standards, they still have a subjective color, and all accounting standards have a certain degree of flexibility. Managers can choose recognition, measurement, and disclosure methods that are beneficial to them to achieve the purpose of earnings management (Hong and Andersen, 2011).

[bookmark: _Toc130861963]6. Evaluate the Luckin incident from a utilitarian moral framework
Utilitarianism is an ethical doctrine that takes actual efficacy or benefits as the moral standard (Mill and Crisp, 1998). This moral framework has only one principle: the functional principle, which is to maximize the happiness of society. From the point of view of utility theory, a reasonable society should be one that makes most people happy. If a society fails to achieve this, a social change must be instituted. Likewise, virtue is called virtue because it is helpful to oneself and to society. The moral justification of an action depends on the quality of its consequences.
Luckin intentionally altered part of its accounting information, including net profit, so that the information provided by Luckin was not reliable, fair and comparable, which led investors to mislead the market conditions and make investment decisions based on the wrong information. From the perspective of utilitarianism, earnings management is an unproductive short-term behavior that does not increase a company's profits, but rather exacerbates its operational difficulties and damages the interests of shareholders (Leuz, et al., 2003). 
Luckin Coffee is the first domestic company which could compete with Starbucks, and it has developed at a "phenomenal pace". By the end of 2019, this company had taken two years to grow the number of direct stores to 4507, which means Luckin has achieved its goal of running 4500 stores before 2020, and its stores have also exceeded Starbucks to become the largest coffee chain brand in the Chinese market. It took less than 18 months to go public in the United States, and it took seven months to break its market value above $10 billion. Its stock price went from $26.2 to $5 in just a few hours. Rui Xing, who "forged 2.2 billion yuan in transactions," fell to the "altar of gods.". Rui Xing's failure is thought-provoking. The reason is:
In terms of earnings, Luckin overstated sales prices, sales and sales, and included a lot of free coffee in earnings. In terms of costs, Luckin's advertising rates for Q3 2019 were overstated, and these overstated advertising rates were used to inflate earnings and store profits, which means that Luckin falsely used this portion of the inflated revenue to achieve a balance between revenue and cost. So while the circulation of funds looks good, the loophole is still deadly. Revenue growth should be reflected in the form of cash flow, or it will be detected by the audit. Luckin says it cannot, for technical reasons, disclose data about the order process and then outsource advertising fees to other companies to boost its paper profits. In fact, on the inventory side, we can see some problems. Luckin's main business is selling coffee, and surging revenues and expenses should drive revenue growth. But Luckin's earnings fell in the third quarter. Investors may blame other reasons, but Luckin's delay in reporting fourth-quarter results should also alarm the public.
Luckin's financial fraud has seriously damaged the interests of other stakeholders. Luckin's financial fraud exaggerated its business income, thereby ensuring the stability of market valuations and attracting new investors. From the perspective of shareholders, financial fraud can only temporarily bring high book returns to shareholders. Once financial fraud is discovered, its stock price will rapidly decline, causing serious harm to shareholders' interests. From the perspective of internal employees of the company, the disclosure of financial fraud will cause serious damage to the company's business, the company will face the risk of bankruptcy, and its employees may also face the risk of unemployment, which will harm the interests of the company's employees. From a social perspective, after the disclosure of Luckin Coffee's financial fraud, investors' impression of the quality of corporate earnings has been damaged, leading to investors' loss of confidence in the entire financial reporting system and even the capital market due to the reliability of the profitability indicators used to measure corporate performance.

[bookmark: _Toc130861964]7. The appropriateness of the Company’s Corporate Code of Ethics
Good corporate ethics can complement the shortcomings of the system and coordinate internal and external relations. The scope of a company's system is limited, and the establishment of corporate ethics standards can complement the shortcomings of the system, help managers and employees clarify the boundaries of their behavior, avoid damaging the interests of the company and investors, and also reduce internal friction and maintain the stability of the company.
Good corporate ethics can improve corporate reputation and create a positive corporate image externally. Corporate reputation is the foundation of an enterprise. Corporate ethics is the foundation and key factor for improving corporate reputation. A good corporate reputation brings a good corporate image, enhances the trust of consumers and investors (de Jong, et al., 2014), and helps enterprises increase their market share of products and obtain financing in the investment market.
McDonnell Douglas in the United States has done a relatively good job in this area. In their employee ethics standards, it is stated that: “Integrity and high ethical standards require us to work hard, have courage, and make difficult choices”, “In order to determine the correct course of action, consultation between employees, senior management, and the board of directors is necessary”, “Integrity and ethics can require us to give up business opportunities”, “In the long run, doing the right thing is more beneficial to us than doing the wrong and immoral thing”. McDonnell Douglas' Code of Ethics can help employees clarify their behavioral boundaries, which is conducive to the long-term development of employees and the company.
The establishment of corporate ethics can also effectively curb the occurrence of earnings management behavior. With clear standards and systems, managers will be influenced by corporate ethics to reduce the occurrence of earnings management behavior, and consider the interests of the company and other stakeholders from a long-term perspective.
[bookmark: _Toc130861965]In the long run, the moral behavior of managers is not only closely related to their business activities, but also directly related to the interests of enterprises. A corporate code of ethics encourages ethical behavior by companies and their employees and requires companies to strike a balance between operating ethics and economic efficiency. Similarly, for some small and medium-sized enterprises, the code of corporate ethics will help them in the face of moral dilemmas, and encourage the company and managers to conduct moral behaviors, so as to protect the interests of other stakeholders and even the society. In addition, the development level of a company's ethics also has a profound impact on its level of social responsibility. Both executives and entrepreneurs must adhere to their own professional ethics. Corporate ethical behavior is not only the reflection of corporate ethical standards, but also the expression of corporate social responsibility. Although this will temporarily damage the company's economic benefits, but for the long-term development of the enterprise, it has a long-term significance.
8. The UK corporate governance structure
The British corporate governance structure is composed of three parts: the managers, the board of directors and the shareholders' meeting. The management is responsible for the daily management and operation of the company, the board of directors is responsible for the decision-making of major events of the company, and the supreme authority of the company is the general meeting of shareholders (Gerged, Albitar, and Al ‐ Haddad. 2021). In terms of the internal power structure of the company, British enterprises do not set up the board of supervisors, but a special committee is set up in the enterprise to supervise the exercise of power by the board of directors. The sound credit market, managers' market and securities market together constitute the British senior managers' market supervision system.

In this model, the main purpose of the company is to maximize the interests of shareholders, so more consideration is given to the maintenance of the interests of shareholders. In the corporate governance structure, due to the dispersed ownership structure, the shareholders' control is not strong, which leads to the central position of managers in the company, thus causing the abuse of management power by managers, which infringes on the interests of shareholders and other stakeholders of the company.
8.1 Internal governance structure
8.1.1 Single-layer board system
In terms of the internal power structure of the company, British enterprises have not set up an independent board of supervisors, but they have established some special committees, such as compensation committee, nomination committee and audit committee, so as to supervise the operation of the board of directors. In such a single-tier board, the company's management is at the heart of decision-making. Boards can only do so much to limit the power of management. At the same time, the company also set up independent directors inside the company, mainly through the introduction of external directors for supervision. The nomination committee, audit committee and compensation committee composed of independent directors can objectively put forward opinions on business decisions and perform their supervisory functions, which play a great role in restraint and supervision on the management of the company, and promote the improvement of the internal governance of the company (García-Meca and Sánchez-Bellesta, 2009). However, because external directors only work part-time in the enterprise and are nominated by the manager, they know little about the production and operation of the enterprise, thus reducing their ability to control and supervise the manager to some extent.
8.1.2 Operating incentive mechanism
Therefore, in order to effectively manage listed companies and protect the interests of all stakeholders, it is necessary to set up a reasonable and effective incentive mechanism for enterprise management (Cornett, et al, 2008). In this model, the incentive mechanism of the management is the core to ensure the effective operation of the enterprise. In addition to the short-term incentives such as high salary and high bonus, enterprises also strengthen the mid - and long-term incentives for senior executives through "equity options". This incentive mechanism keeps the interests of the management and shareholders in line with the market value of the company, so as to effectively restrain the illegal behavior of the company manager (Mayberry, Park and Xu, 2021).
8.2 External governance structure
8.2.1 Shareholder class action system
This system allows small shareholders to initiate legal proceedings against directors who violate securities laws. These lawsuits are powerful because competent and pioneering lawyers can form a group of small investors and represent the group in prosecuting the company.
8.2.2 Market monitoring system
British executive market monitoring system consists of credit market, manager market and sound security market (Kim, et al., 2016). Once a company's operating conditions are bad, shareholders will soon sell their stocks in the stock market to reduce risks, and this behavior will lead to the decline of the company's stock. This situation will put pressure on the management of the company in two aspects: On the one hand, the decline of the stock may trigger a hostile takeover by other companies to control the company. Once this goal is achieved, the company will face the risk of restructuring, which will lead to the unemployment of the existing management. On the other hand, the income of the management is directly related to the stock price, and the decline of the stock price will lead to the decrease of its income.
8.2.3 Information and legal monitoring
In addition, we should also establish a sound and perfect external information disclosure system, establish a sound and perfect legal system, in order to strengthen the restrictive effect on operators (Abernathy, et al., 2014). In fact, the information disclosure system, accounting system and independent audit system have been relatively complete in Britain. These strict systems can ensure the transparency of company operation. British law requires companies to publish financial reports every quarter and strictly prohibits insiders from using inside information to buy or sell company shares. The Securities Law also requires company insiders to report regularly to the CSRC any shares they hold or buy or sell.
8.3 Analysis of existing problems in corporate governance structure
8.3.1 The board system is not sound
The ownership of an enterprise is relatively dispersed, and in many cases, directors can not significantly influence the decision-making of the management, which makes the rights of shareholders unable to be protected. In addition, the supervisory role of independent directors is not obvious and they have corresponding supervisory rights over the decision-making, finance and management personnel of the company. However, external directors are often recommended by the management level, which leads to the influence of the management level. As a result, independent directors are unable to supervise and urge the management level and fail to achieve the due supervisory effect.
8.3.2 Insider control is more serious
In the process of company management, the problem of substitution work should be solved, and the substitution work is caused by the opposite of ownership and control. Since shares represent different interests for different subjects, it is easy to cause corruption to a certain extent. Managers pursue their own interests, infringe on the interests of minority shareholders, and even conceal stakeholders by creating false information, which is a serious problem of insider control.

[bookmark: _Toc130861966]9. Suggestions for improvement
First of all, we should strengthen the guidance and regulation of corporate governance norms to listed companies. Although the governance norms in the UK have been very perfect and strict, there are still many improvements to be made in the above analysis. In addition, the regulatory authorities should carry out the concept of green development, accelerate the issuance of guidelines related to green governance, encourage companies' green behaviors, coordinate the relationship between corporate development and environmental protection, establish an inclusive and integrated green governance system, and promote the high-quality and sustainable development of listed companies.
Secondly, improve the corporate governance structure of listed companies, enhance the management effect of listed companies; In recent years, the overall governance level of listed companies has been greatly improved, but this kind of governance structure is still imperfect, these problems will restrict the improvement of the overall corporate governance level. First of all, it is necessary to strengthen the role of various stakeholders in the power structure of the company. At the same time, it is also necessary to standardize the election of members such as professional committees, boards of supervisors, and boards of directors, and endow them with corresponding management or supervision rights, so as to conduct corporate governance more effectively. The second is to establish an incentive and restraint system for individuals in the company's power structure, to avoid the lack of incentive and restraint leading to the establishment of independent directors and supervisors who are not capable of performing their duties and have a strong sense of responsibility. In addition to compensation mechanisms and control mechanisms, reputation mechanisms can also be established to actively utilize emerging media channels such as social media to strengthen governance.
Finally, improve the professional quality of accounting personnel. Accounting personnel are the main accounting entity and an important link in supervising earnings management. On the one hand, it is necessary to strengthen vocational training for accounting personnel, improve their ability to judge and handle complex situations, and reduce accounting information distortion and bias in fair value judgment (Badolato, et al., 2014). On the other hand, strengthen the construction of professional ethics for accounting practitioners, and conduct earnings management through good professional ethics and professional ethics (Commerford, et al., 2016).

[bookmark: _Toc130861967]10. Conclusion
This report reviews the financial fraud incident of Luckin Coffee, and deeply discusses and analyzes the earnings management behavior of the enterprise. Firstly, this report discusses the definition of earnings management and the specific earnings management behaviors used by Luckin Coffee, including exaggerated sales prices, sales volume, and expenses. Secondly, this report believes that the factors affecting earnings management behavior mainly include internal factors of interest differences and external factors of imperfect governance environment, and explores the importance of corporate ethics standards in enterprise management. In addition, this article also analyzes that the corporate governance structure in the UK has a certain constraint on earnings management, including internal and external governance structures, and suggests that in the future, two measures can be taken to improve the governance structure: improving the internal and external regulatory system and improving the professional quality of accounting personnel.
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