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Executive Summary

Founded in 2017, Luckin Coffee has been founded as a strong competitor to Starbucks in China's fast-growing coffee market. The company has gained attention for its innovative business model that focuses on fast delivery and digitization. Luckin Coffee’s aggressive expansion strategy focuses on building a vast branch network and leveraging technology to improve customer experience. However, in 2020, Luckin Coffee suffered a major setback when the company was involved in a corporate governance scandal involving falsified sales data. As for this, the scandal has raised concerns about the company's governance practices and regulatory oversight. However, despite the challenges, Luckin Coffee continues to move forward, striving to regain trust and restore its reputation in the highly competitive Chinese coffee market. This paper focuses on analysing the corporate governance scandal or malfunction that Luckin Coffee company was once struggled in, listing key factors and events leading to the crisis. A variety of ethical frameworks are adopted in this paper, namely the company responsibility, corporate social responsibility and sustainability (TBL approach). Additionally, the impact on stakeholders, crisis effect and company’s actions towards the crisis are evaluated in this paper as well. Recommendations are also proposed for the Luckin Coffee company so as to address similar issues in future corporate governance practices.
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In the past decade, many well-known listed companies have faced corporate governance crises or scandals. A well-known example is Wells Fargo, a large US bank, which was embroiled in a scandal in 2016 where its employees created millions of unauthorized accounts. (Vivek Pandey,2023) Another major case is that of leading German carmaker Volkswagen, which was embroiled in an emissions scandal in 2015. Volkswagen admitted to cheating on emissions tests, resulting in hefty fines and reputational damage (Nikkei Asia,2016). Additionally, the multinational ride-hailing company Uber has faced numerous scandals related to work culture, data privacy violations, and regulatory issues, leading to the resignation of its CEO and several other executives. These cases highlight the importance of corporate governance and the consequences of failure to adhere to ethical standards
Luckin Coffee, a Chinese coffee company founded in 2017, faced a significant scandal in 2019 when it was discovered that the company had fabricated sales data. This scandal led to a series of repercussions, including a delisting from the stock exchange and regulatory investigations. Luckin Coffee's survival was questioned, and its shares were delisted from the stock exchange. The company agreed to pay a $180 million penalty to settle the charges related to the scandal. Luckin Coffee's response included a detailed review and cross-check of its sales and marketing expenses to address the allegations. The scandal not only highlighted serious governance and ethics issues within the company, but also raised concerns about the integrity of corporate behaviour in China's emerging technology industry.
Corporate governance crises and scandals can have serious consequences, including reputational damage, loss of investor confidence, legal consequences and financial losses. Therefore, addressing these issues is critical to the long-term sustainability and success of the business. By managing corporate governance crises and scandals, companies can restore stakeholder trust, attract investment, increase transparency and accountability, and ensure compliance.
Recommendations for preventing and mitigating corporate governance crises and scandals in the future include implementing robust governance structures, increasing transparency in financial reporting, promoting a culture of integrity and ethics throughout the organization, conducting regular risk assessments, providing effective whistleblowing mechanisms, and ensuring diversity in the company and independence in the Board room (Board Clic,2021). Additionally, companies should focus on aligning corporate culture with their business goals and values, as a strong culture can prevent inappropriate behaviour (Montagnon, P. ,2019). This paper hopes to address certain issues and propose recommendations for companies such as Luckin Coffee, therefore, enterprises can strengthen governance practices, reduce risk and promote sustainable growth into the future.
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[bookmark: _Toc163319296][bookmark: _Toc163319369]Luckin Coffee, a Chinese company with its headquarters in Xia’men, Fujian Province was rocked by a financial scandal in April 2020. Upon its founding in October 2017, this well-known coffee manufacturer presented itself as China's answer to Starbucks and quickly received substantial venture capital funding (Yang and Lv, 2019). By the end of 2019, Luckin's store count had surpassed Starbucks China's due to its rapid expansion. However, the company's fast expansion along with the significant cash burn rate raised public concerns about its long-term financial stability. Despite suffering a net loss of $82 million in 2018, Luckin successfully completed its follow-on offering on January 14, 2020, and its first public offering (IPO) at NASDAQ on May 17, 2019 (Matsuda and Fang, 2019).

Luckin’s behavior soon caught the eye of some fault-finding short sellers, which use public data sources to trace back company’s behaviors. According to Zhe Peng(2022), Luckin appeared on the Reg SHO Threshold list six times, a list which lists firms that encountered large shorting experience. Moreover, the well-known Muddy Waters Research- a U.S investment firm introduced a 89-page report, which uncovered luckin’s fictitious business revenue. In April 2020, Luckin Coffee admitted to the falsification and released an internal investigation report. As a result, the market responded with massive selling immediately. Luckin coffee experienced a sharp drop in its share price, the dismissal of its chairman, and the suspension of its chief financial officer. The company's stock price plummeted, its chairman was dismissed, its chief financial officer was suspended, and the company's shares suffered from delisting. In February 2021, Luckin coffee filed for bankruptcy protection.

There are some key factors that may contribute to the crisis of Luckin Coffee company:
Firstly, the imbalance of the board of directors. When Luckin coffee was established, 50% of the company's board of directors were external directors and independent directors. Since there was a close relationship between the external directors and the chairman of the board, the governance structure of the company suffered great imbalance.
Secondly, the share structure. The previous ownership structure of Luckin company primarily demonstrated that the largest shareholder held a high proportion of shares. Meanwhile, the major shareholder had close ties (nepotism) with other shareholders, resulting in a  concentration of power in one entity. The controlling shareholder, leveraging its absolute control advantage, manipulated the company for personal gain. There was a phenomenon of overlap between the governance layer and the management layer within the company. Independent directors and external directors were unable to effectively supervise, and there was a lack of effective checks and balances among senior executives, thereby providing opportunities for financial misconduct within the company.
Thirdly, the company’s culture. Luckin Coffee company failed to follow the business ethics and moral guidelines, which means its further moves on special provisions for senior management and regulations for the whole company are needed. By establishing business ethics and moral standards, unethical behaviors within the company can thus be limited.

2. [bookmark: _Toc163319370]Ethical Frameworks Application

In this part, theoretical ethical frameworks are adopted to evaluate ethical dimensions of the corporate governance issue.
[bookmark: _Toc163319371]2.1 Company responsibility
Luckin Coffee company runs its business by responsibility. Its well-known “three-high” proposition, namely the high quality, high affordability and high convenience not only provides customers with great experiences of coffee, but also shows its respect for the sustainability, ethical considerations and environmental protection.
Mission statement
Luckin Coffee is a new leading retail coffee company. Pioneering new technology-driven retail model, luckin coffee aims to provide high quality coffee and products with great affordability, and convenience to our customers--- the “three-high” proposition.
High quality: Our coffee beans come directly from top coffee producing regions, and we have won the gold medal of IIAC for five consecutive years. Every batch of our coffee is carefully blended by our team of the WBC champions. Our coffee is selected from more than 180 blending formulas that highly matches the taste of customers.
High affordability: We advocate a more convenient and rapid “new retail” experience. Users can purchase, pick up and take out coffee through our mobile app, completely changing the traditional coffee business mode. Experience the ultimate convenience with every cup of coffee carefully crafted and freshly made, just for you.
High convenience: Our mobile app and presence on other third-party platforms cover the entire customer purchase process, offering our customers a 100% cashier-less environment. This enhances our customer experience, improves our operating efficiency, and allows us to stay connected with our customers and engage with them anytime, anywhere.
Luckin Coffee company carries out its “three-high” proposition to show its responsibility for both its customers and the environment. By offering customers high-quality products and easy access to the purchase, luckin company is able to regain its reputation and enhance its brand image, thus providing investors with the confidence and trust in its marketing performance.
[bookmark: _Toc163319372]2.2 Corporate Social Responsibility(CSR)
CSR refers to the term which describes a company's dedication to acting morally and creating a beneficial impact on society in addition to its pursuit of profits.It encompasses actions that benefit employees, communities, the environment, and other stakeholders, often extending beyond legal requirements.
Stakeholder Engagement: Luckin Coffee's corporate governance issues, such as financial misconduct and fraudulent behavior, have significant implications for various stakeholders. Shareholders have been misled about the company's financial performance. Employees may face job insecurity or reputational damage. Customers may lose trust in the brand, and suppliers and partners may suffer financial losses. Luckin's governance practices lack transparency and accountability, which fails to consider the interests of stakeholders adequately.
Ethical Leadership: Ethical leadership involves maintaining integrity, transparency, and accountability in decision-making. Luckin's management and board of directors demonstrated a lack of ethical leadership by fabricating sales figures and misleading investors. The company's failure to address conflicts of interest and ensure adherence to ethical standards has eroded trust in its leadership.
Sustainability and Environmental Responsibility: Luckin Coffee's corporate governance issues is mainly associated with financial misconduct. However, it is also important for the company to consider sustainability and environmental responsibility as part of its CSR. As a coffee chain, Luckin should take into account the environmental impact of its operations, including waste generation and energy consumption. However, the governance failures of the company have overshadowed any efforts it may have made in this area. This further highlights the lack of ethical considerations in its decision-making processes.
Community Engagement and Social Impact: The social ramifications of Luckin Coffee's corporate governance problems extend beyond the company's workforce and investors to include the communities where it operates. The company's dishonest actions have hurt its brand and might jeopardize the livelihoods of its workers and nearby companies who depend on it for business. It is clear that a company is not adhering to CSR standards and its ethical obligations to the communities it serves when there is no community participation or consideration of social effect.
Transparency and Accountability: Transparency and accountability are fundamental principles of Corporate Social Responsibility (CSR) and are essential for effective corporate governance. However, Luckin Coffee's governance failures, which include falsifying financial records and misleading stakeholders, highlight a lack of transparency and accountability within the company. The absence of proper oversight mechanisms and internal controls has allowed unethical behavior to persist, undermining investor confidence and damaging the company's reputation.
In sum, above are ethical considerations that companies need to take when considering underlying factors. In solving those ethical problems, active engagement with stakeholders or integrating sustainability into corporate governance may help in fostering a culture of responsibility and integrity.

[bookmark: _Toc163319373]2.3 Sustainability - Triple Bottom Line (TBL approach)
Sustainability focuses on meeting the needs of the present without compromising the ability of future generations to meet their own needs. It involves managing economic, environmental, and social risks and opportunities to ensure long-term viability and resilience.
Regarding the ethical dimensions, Sustainability is often referred to as the triple bottom line (TBL) approach. TBL encourages organizations to evaluate performance based on financial profitability, environmental stewardship, and social responsibility. Three dimensions that TBL focuses on are as follows:
Economic Dimension: Luckin Coffee's unethical financial practices, including the falsification of sales figures, had severe economic consequences such as a loss of investor trust, a decline in stock value, and financial losses for shareholders.
Social Dimension: The crisis at Luckin Coffee had significant social repercussions. It resulted in job insecurity for employees, loss of trust for customers, and reputational damage for the company. These social impacts were exacerbated by the lack of ethical leadership and stakeholder engagement.
Environmental Dimension:Although not directly related to the financial misconduct, Luckin Coffee's disregard for environmental responsibility may have contributed to its ethical shortcomings. Ignoring environmental considerations could have indicated a broader disregard for ethical conduct within the organization.
In solving these unethical problems, we may take these ethical considerations to mitigate the crisis: In economic dimension, we can implement transparent financial reporting practices and adhere to ethical accounting standards which could have helped mitigate the economic impact of the crisis. As for social dimension, we need to prioritize the leadership and stakeholder engagement, fostering a culture of integrity and accountability. In the environmental part, we need to implement sustainable business practices such as reducing the waste and minimize the environmental impact. 


3. [bookmark: _Toc163319374]Impact on stakeholders and the crisis influence
The corporate governance crisis has significant impact on its various stakeholders, for example, shareholders, employees, customers as well as the broader community.

As for shareholders, the revelation of fraudulent moves such as the fabrication of sales figures directly leads to substantial financial loss. For example, according to Li(2020), after Muddy Waters Research uncovered Luckin’s secret, its closing price went down to $32.49, a 10% decline from the previous closing of $36.40 on January 31, 2020. Therefore,  shareholders were frustrated due to the betrayal of the company’s leadership. It was also possibly that many investors sold their shares at a loss or filed lawsuits against Luckin Coffee to seek compensation for their losses.
As for employees, they experienced uncertainty and instability during the corporate governance crisis. The company's reputation was tarnished, and it experienced financial struggles. This may have resulted in layoffs, pay cuts, or job insecurity for employees who relied on the company for their livelihoods. During this very period, the crisis may have caused stress, anxiety, and job dissatisfaction among employees. It is likely that atmosphere within the company suffered as employees dealt with the fallout of the scandal and concerns about their future employment prospects.
As for customers, the loss of trust and confidence in the brand is obvious to see. Due to the scandal, customers may have switched to competitors or boycotted Luckin Coffee altogether. The company's actions may have caused feelings of betrayal and deception among many consumers, resulting in negative word-of-mouth publicity and reputation damage.
As for broader community, Luckin Coffee’s corporate governance crisis has an impact beyond the company’s immediate stakeholders, affecting the broader communities in which the company operates. Local businesses, suppliers and partners may suffer financial or reputational damage from their association with Luckin Coffee. The crisis may have damaged trust in companies and damaged the reputation of local communities. Residents and businesses may be concerned about the economic impact of the scandal and the potential impact on the local economy.
As a result, the image and monetary capital of Luckin Coffee experienced a significant decrease due to the turmoil. Unveiling fraudulent acts distorted confidence in their top leadership and the company’s brand reputation; this naturally led to a devaluation of trust for investors, customers, as well as other stakeholders.
Revealing the scandal, the company saw a sudden fall in the stock price that led to a loss of considerable amounts for the shareholders. Luckin Coffee was threatened with delisting from the NASDAQ stock market, and it had to take drastic measures aimed at restoring the trust of investors and market stabilization.

4. [bookmark: _Toc163319375]Actions and Future Recommendations

[bookmark: _Toc163319376]4.1 Actions
In addressing the corporate governance crisis, the Luckin company has taken actions as follows:
Firstly, the Board restructuring. Before the exposure of the incident, Luckin Coffee's board of directors had a serious imbalance in its governance structure, with external directors and independent directors accounting for 50%, and close relationships between external board members and the chairman. Following the incident's exposure, Luckin Coffee underwent a comprehensive board restructuring. In 2022, the board of directors of Luckin Coffee consisted of four independent directors, two internal directors, and three external directors, increasing the proportion of external directors and independent directors. Both external directors and independent directors have high professional backgrounds and rich experience, which helps improve the effectiveness of internal supervision and reduce the risk of financial fraud. At the same time, Luckin Coffee continues to optimize its corporate governance system, clearly defining the functions of the governance layer, management layer, and execution layer, forming an efficient mechanism for reporting, supervision, and execution. Committees such as the Audit Committee, Corporate Governance Committee, Compensation Committee, and Sustainable Development Committee have been established under the board of directors, strengthening the scientific and long-term decision-making of the board, and better fulfilling the supervisory functions of the board of directors.
Secondly,equity structure optimization. Luckin Coffee had a dominant majority shareholder with a high ownership proportion. The equity structure also included a patronage relationship between the controlling shareholder and other shareholders. This resulted in one entity having significant control over the company's shares. The controlling shareholder manipulated the company for personal gain by leveraging their absolute control advantage. Internal cross-appointments between the governance and management layers hindered the effectiveness of independent and external directors in their supervisory roles. The lack of effective checks and balances among top executives created opportunities for financial misconduct within the company. Luckin Coffee implemented anti-acquisition strategies in 2021 after delisting. These strategies include introducing a 'Shareholder Rights Plan' (also known as a 'poison pill plan') to protect shareholder interests and enhance the stability of the corporate governance system. The aim is to prevent the return of the original fraudulent executives and safeguard against hostile takeovers. The company hopes that these measures will ensure its healthy and sustainable development. In 2022, Dazheng Capital led a buyer consortium that acquired Luckin Coffee's equity, becoming the controlling entity. This marks the complete exit of the original fraudulent executives. Institutional investors such as Dazheng Capital have helped to improve market trust in Luckin Coffee by optimizing the company's equity structure. This has also strengthened the internal supervisory management system and facilitated effective operation of the corporate governance mechanism.
Thirdly, the reorganization of company’s management team. The Luckin Coffee fraud incident is a case of systemic fraud within the company. This fraud could not have been accomplished solely through the manipulation of individual managers and employees. Therefore, after the financial scandal, Luckin Coffee conducted a major team reorganization. This includes terminating the positions of all relevant executives and assembling a management team of more experienced members. In addition, the responsibilities of the management team have been refined to ensure that each leader performs his or her duties and has clear responsibilities. Under the effective supervision of the governance layer and guided by the company's new strategic direction, the newly formed management team closely monitors internal control and compliance, breaks down business goals, and promotes the effective implementation of company operations.
Lastly, the reshaping company culture of integrity. Luckin Coffee initiated the reform of the compliance management system, focusing on system construction and cultural construction. The company has revised its business ethics and ethics policy while introducing special administrative provisions governing the conduct of management and all employees. This initiative strengthens business ethics among management and all employees, curbs unethical behavior in the company culture and prevents its recurrence.
[bookmark: _Toc163319377]4.2 Future Recommendations

Effective corporate governance is the basis for the normal operation of the capital market. In addition, improving corporate governance also makes a positive contribution to improving company performance. After discovering the fraud, Luckin Coffee took bold and decisive measures to completely solve the deep-seated problems within the company, prevent the recurrence of financial fraud, and effectively curb fraudulent claims between shareholders and management. By avoiding internal disputes between the board of directors and management, Luckin Coffee's governance level has been significantly improved and it has successfully turned losses into profits. Luckin Coffee’s successful self-rescue also provides valuable lessons for companies facing similar situations. Recommendations are as follows for improving company’s governance to prevent similar crisis.
Luckin Coffee company needs to optimize the share equity structure.  An appropriate shareholding structure is the basis for a company's stability. If one shareholder dominates, the company's management style may become too dependent on the preferences of the large shareholder. Shareholders who are too aggressive can force a company to pursue short-term profits, while shareholders who are too conservative can hinder a company's ability to innovate and adapt to market changes. Originally, Lu Zhengyao, the largest shareholder of Luckin Coffee, held 26% of the shares, and the individual shareholders had a close relationship with the largest shareholder, resulting in a concentration of power. In addition, Ruixing Coffee’s management also faces the problem of personnel crossover between management and governance.
Disproportionate shareholder ownership increases the likelihood of financial misconduct within a company. Therefore, companies should establish an appropriate equity structure to distribute power among shareholders and prevent a single controlling shareholder from seeking only personal interests. This helps prevent large shareholders from acting against the interests of the company and other shareholders. To some extent, it also helps reduce the possibility of managerial misconduct.
Secondly, Luckin Coffee company needs to establish reasonable incentives and penalties to regulate management behavior. Since the financial fraud incident, Luckin Coffee has restructured its management team and removed or suspended those who participated in or supervised the fraud. This adjustment streamlined the management team, strengthened the management level, and corrected the internal atmosphere of the management team to a certain extent. A competent management team created the internal conditions for Luckin Coffee’s recovery after the fraud incident. To minimize the possibility of the management team pursuing short-term gains, companies should establish appropriate incentives and punishment systems to regulate the management team's behavior. The company should take appropriate incentive measures, such as providing appropriate equity incentives to the management team, to promote the continuous improvement of the company's management level and improve internal operating efficiency. A system of accountability and penalties should be established internally to clearly define penalties for fraudulent behavior by the management team and communicate appropriate rules to all levels of management. Improving the appointment and removal system for management personnel will further standardize the behavior of the management team and ensure the company's sustainable and healthy development.
Thirdly, the company needs to take actions on strengthening supervision, both internal and external. In the early days, Luckin Coffee was dominated and its power was highly concentrated, resulting in a lack of internal regulatory power within the company. The management and governance levels are not fully restrained by supervisory bodies such as the board of directors, resulting in internal control failures. The company's internal board of directors, independent directors and other supervisory functions should effectively perform their duties and exercise their powers. On the one hand, the internal oversight function should supervise the board of directors' decisions and prevent wrong decisions. On the other hand, they should also monitor management to ensure proper execution. In addition, companies should appropriately staff internal supervisory positions to strengthen their position within the organization. There are cases of third-party audit failure in external supervision. Therefore, internal and external audit should work together. First, the company must give certain powers to the internal control agency to achieve checks and balances. Second, external oversight by government agencies, external auditors, and other external agencies should play an important role in containing internal conflicts in a timely manner.
Moreover, Luckin can build a rich corporate culture and strive to achieve sustainable development. Luckin can take an active hand in shaping a rich corporate culture and promoting a culture of integrity and ethics within the company. A strong corporate culture is an important pillar for a company's sustainable development. Initially, Luckin Coffee’s corporate culture was weak and failed to provide management with sufficient business ethics and moral guidance. This leads to short-sighted decision-making by management. Although these decisions have enabled the company to achieve short-term success, they have harmed the interests of small and medium-sized shareholders in the long run, weakened the  confidence of shareholders and consumers, and hindered the company's continued growth. Therefore, enterprises should actively cultivate a harmonious and rich corporate culture, have a positive impact on the decision-making and behavior of senior managers and employees, and promote the healthy development of enterprises.
Additionally, the further improvement of internal control and governance level within the company is needed. Internal control is the cornerstone of ensuring the normal operation of the company. Failure in internal controls can result in immediate operational failure or even the collapse of the entire company. Luckin Coffee’s early internal control deficiencies created opportunities for financial misconduct that led to the company’s rapid collapse. Due to that reason, it reorganized its organizational structure, rebuilt its internal control system, strengthened relevant information technology management and control, and improved internal control to lay the foundation for subsequent recovery. Solving internal control problems will help improve governance levels. Therefore, companies should establish appropriate and standardized internal control systems to ensure strict compliance by corporate governance and management teams and improve governance levels. 
To add with, Luckin needs to promote communication and information exchange. Companies should establish an efficient internal communication mechanism to achieve effective information exchange between management and governance, achieve rapid dissemination of information, create a proactive communication atmosphere, and reduce the occurrence of information asymmetry. After the exposure of fraud, Luckin Coffee’s board of directors claimed that they didn’t even know anything. Misbehavior by management reflects the lack of effective communication mechanisms in the early stages of the company. This results in a huge information gap between the board and management. First, companies should establish effective information-sharing platforms to address information gaps. This allows boards to better understand how their delegated powers are used and identify potential abuses, thereby minimizing the possibility of management misconduct. sex. Secondly, management should proactively report to those charged with governance to reduce the risk of decision-making errors and enhance mutual trust. 
Last but not the least, the introduction of block-chain technology is also preferred. Given its encryption and transparency, the Blockchain enables companies to track and record the status of supply chains, finances, and other business operations in real-time, effectively preventing occurrences of financial non-compliance. Furthermore, blockchain technology can enhance transparency of information within the company, increase trust between the corporate governance and management layers, thereby reducing agency costs. Therefore, companies should leverage technological empowerment and actively introduce blockchain technology to enhance corporate governance.
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