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Abstract: The stock market crash in early 2024 in China has sparked criticism from investors 
regarding the current Chinese IPO system. There has been extensive debate on whether IPOs 
should serve as a venue for financing for companies facing internal and external development 
difficulties and questionable profitability, and whether the interests of shareholders should 
receive better protection. To delve deeper into the issues surrounding the Chinese IPO system, 
a listed company—Poten Enviro—has been selected, and a comprehensive review has been 
conducted on its development history, internal and external challenges, IPO process, financial 
irregularities, and other related behaviors. The company should proper analyze the external 
environmental changes, and the IPO should not be pursued blindly. Also, the regulation 
institution should strengthen supervision of listed companies to avoid losses for the public. 
This study will be beneficial in providing insights for the reform of the Chinese stock market 
and offering guidance for strategic decision-making by enterprises. 
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1. Introduction 

1.1. Background 

In early 2024, the Chinese stock market experienced a significant upheaval. Starting from the first 
trading day of the new year (January 2), the Shanghai Composite Index fluctuated from an opening 
of 2973 points and fell to 2756 points by January 22. After a brief rebound over four trading days, 
the Shanghai Composite Index saw a more rapid decline starting from January 29, dropping from 
2910 points to a low of 2702 points on February 5. 

This sudden stock market crash struck a blow to the middle-class population and the majority of 
individual investors who represent the primary capital in the Chinese stock market. 

Public opinion suggests that the fundamental cause of the stock market crash lies in the excessive 
emphasis on the financing function within the current Chinese stock market system. Due to relaxed 
listing qualifications and an imperfect delisting system, the securities market has been used as a 
platform for company directors to cash out or for poorly performing companies to solve short-term 
liquidity problems, neglecting the protection of individual investors' rights and the health stock 
market system. In addition, the question of whether going public can solve the long-term development 
dilemma for enterprises has become a hot topic. 
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1.2. Related Research 

1.2.1. The motivations for the company's IPO proceed 

The original academic theory believed that IPO was a part of the "life cycle" of a company, and going 
public at a certain stage of life reflected and expanded the company's value. However, going public 
is not a rule but a choice based on certain motivations [1]. Many well-known large enterprises such 
as Publix Super Markets, Cargill, and Deloitte have chosen not to go public to maintain a high 
percentage of ownership by major shareholders or for other reasons.  

There are at least five motivations for IPO: Fixed asset investment, Working capital financing, 
Investment in shares of stock, Debt repayment, and Acquisition [2]. Research suggests that the 
purpose of an IPO is related to the company's operating conditions; IPOs for different purposes have 
different impacts on the company's operations [3]. 

Companies with higher sales growth, greater TPF (total factor productivity), and greater market 
share have more motivation to allocate IPO proceeds to Fixed asset investment [4]. Companies with 
relatively poor operating conditions are more likely to use IPO proceeds for Working capital 
financing and Debt repayment [5]. Other companies allocate IPO proceeds to Investment in shares of 
stock or Acquisition based on their respective business goals [6]. 

A study based on IPO data in Indonesia suggests that allocating IPO proceeds to fixed asset 
investment and stock investment intentions leads to improved operational performance, while other 
purposes may result in performance decline. Other purposes, such as working capital financing, may 
be related to uncertainty about future cash flows. Additionally, the advantages of investing in fixed 
assets and stocks apply only to average and high-performance companies [2]. 

Other studies suggest that using IPO proceeds to repay debt as a solution may reduce the 
motivation for businesses to undergo operational contraction and transformation, thereby further 
deteriorating the company's operating conditions [7]. 

1.2.2. The motivation for financial fraud in listed companies 

There are mainly two theoretical explanations of financial fraud: the Fraud Triangle Theory and the 
Fraud Diamond Theory. The Fraud Triangle Theory was the earliest theory on fraud risk factors, 
summarizing fraud characteristics as a "triangle" containing Opportunity, Incentive, and 
Rationalization. However, this theory does not differentiate between internal and external factors 
influencing fraud, attributing major factors to the environment. In contrast, the Gone Theory focuses 
on the decision-making process of individuals in fraudulent behavior, emphasizing individual 
cognitive dissonance and moral decay while also considering external environmental factors. The 
Gone Theory identifies the factors of financial fraud as Greed, Opportunity, Need, and Exposure [8]. 

The fundamental reason for financial fraud in listed companies is the psychology of fraudsters 
pursuing individual utility maximization, namely "Greed". Whether management engages in fraud 
depends on the balance of costs and benefits of fraud, a process that is profoundly influenced by the 
actors' preferences for risk. 

The "Opportunity" factor represents the perceived opportunity by the perpetrators to go undetected 
and evade punishment. 

Fraudulent behavior is induced by the "Need". For listed companies, conveying optimistic 
information through financial statements to external information users is essential to gain market 
recognition (avoid delisting) and continuous widespread reinvestment (additional issuance, rights 
issue). 

The "Exposure" factor consists of the probability of fraud being discovered and disclosed, as well 
as the punishment of the fraudsters [9]. 
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An empirical study shows that based on the "Greed" factor, managers' risk preferences, the 
combination of the chairman and general manager roles, and the percentage of management holding 
shares are positively correlated with the likelihood of financial reporting fraud. Based on the 
"Opportunity" factor, the concentration of equity ownership, changes in chairman, related party 
transaction frequency, degree of related party transactions, and the likelihood of financial reporting 
fraud are positively correlated, while the number of shareholder meetings and the size of the board of 
supervisors are negatively correlated with the likelihood of financial reporting fraud. Based on the 
"Need" factor, a profit margin below 5% for listed companies is positively correlated with the 
likelihood of financial reporting fraud. Based on the "Exposure" factor, changing accounting firms, 
offline projects, and the likelihood of financial reporting fraud are positively correlated [10]. 

1.3. Objective  

As mentioned above, previous research has delved deeply into the motivations behind corporate IPOs 
and financial fraud, but this research has not yet been integrated with institutional design, especially 
lacking examples from the Chinese stock market. Moreover, as China is an emerging market, its 
institutional development is still incomplete and requires improvement. Therefore, a listed 
company—Poten Enviro—has been selected for a comprehensive review of its development history, 
internal and external challenges, IPO process, financial irregularities, and other related behaviors. 
The question of whether IPOs should serve as a venue for financing for companies facing internal 
and external development difficulties and questionable profitability, and how the interests of 
shareholders can be better protected, will be explored. 

2. Introduction of Poten Enviro 

Poten Enviro, established in January 1995, is one of the earliest sewage treatment enterprises in the 
field of environmental protection in China. It was listed on the Shanghai Stock Exchange in February 
2017, with the stock code 603603. 

Overall, Poten Enviro's business involves the design, construction, operation, and maintenance of 
sewage treatment facilities, covering the entire industry chain of the sector. 

Specifically, the company's main business is divided mainly into sewage environmental solutions, 
sewage investment and operation, and other business income depending on the product.  

The main cooperative partners in the sewage environmental solutions business are mining and 
industrial private enterprises, and the project mode for industrial wastewater treatment is EPC 
(Engineering-Procurement-Construction). In this model, the company undertakes the design, 
procurement, and construction of sewage treatment facilities on behalf of the client company as per 
the contract, and revenue is determined when ownership of the treatment facility is transferred to the 
client company. The characteristic of this model is the clear delineation of contractual rights and 
responsibilities, with a long cost recovery period. 

In terms of sewage investment and operation business, the company mainly collaborates with local 
governments, dealing with municipal sewage. The project mode is BOT (Build-Operate-Transfer). 
Clients sign a franchise agreement with Poten Enviro, whereby the franchise company is responsible 
for the investment, construction, operation, and maintenance of sewage treatment facilities. Within 
the agreed period, the company regularly collects fees from clients to recover project costs and obtain 
reasonable returns. After the franchise period ends, the client receives ownership of the sewage 
treatment facility at no cost. The characteristics of this model are significant project investment, a 
longer cost recovery period, and higher operational risks. 
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3. The Development Dilemma of Poten Enviro Before the IPO  

3.1. The EPC Mode Period (2008-2013): From the Foundation of Rise to the Urgency of 
Transformation 

The early 21st century marked a rapid development phase for China's coal chemical industry. During 
this period, the severe water pollution problems caused by the rise of the coal chemical industry also 
sparked the emergence of the sewage treatment business. Poten Enviro seized the opportunity of the 
times and concentrated its business highly on the EPC model, with the coal chemical wastewater 
treatment business as its core. By concentrating technology and resources, the company's market 
share continued to rise, securing contracts from numerous large enterprises including Shenhua Group, 
and at its peak, occupying about seventy percent of the national market, becoming an industry giant 
(Fig. 1). 

However, due to the impact of the transformation of the energy structure, coal prices fell, and the 
development of the coal chemical industry slowed down. Consequently, the coal chemical wastewater 
treatment field entered a bottleneck period, and the significant decline in revenue growth brought by 
Shenhua Group, a key high-end customer of Poten Enviro, urgently prompted Poten Enviro to seek 
new business growth points. 

 
Figure 1: The fluctuation of coal prices between 2011.12 and 2014.6 

Changes in the external environment had a significant impact on the company's operating cash 
flow. The decreased payment capability of customers in the industrial and energy sectors led to a 
rapid increase in the proportion of accounts receivable to income. However, at this time, Poten Enviro 
had already taken on a large number of orders, and there were significant project investment payments 
yet to be made. Therefore, Poten Enviro had to increase its financing scale, leading to a rise in 
leverage. 

3.2. The BOT Mode Period (2014-2016): Seeking Quick Success and Instant Benefits Only to 
Make the Situation Worse 

Facing the challenge of business contraction, Poten Enviro actively explored incremental markets, 
positioning growth points in PPP projects primarily focused on municipal sewage treatment. PPP 
(Public-Private Partnership) emerged in 2014 as a manifestation of the BOT mode. The characteristic 
of such projects is that the government, through tendering, contracts with social capital possessing 
investment, construction, operation, and management capabilities to provide public services, for 
which the government pays compensation to the social capital based on the performance evaluation 
of public services. However, unlike traditional BOT mode projects, in PPT contracts, the government 
holds far more bargaining power than traditional clients, and there is a lack of independent third-party 
supervision in the performance evaluation of social capital enterprises. 
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As shown in Fig.2 and Fig. 3, which can be seen that PPP projects, due to their relatively short 
emergence time, lack maturity and feasibility, and carry significant operational risks, especially given 
the project's excessively long and unpredictable financial return period, which does not align with 
Poten Enviro's already tight liquidity situation, it is not a suitable choice. 

After the Chinese government announced the "Notice of the Ministry of Finance on Issues Related 
to Promoting the Application of Government and Social Capital Cooperation Models" in September 
2014, Poten Enviro actively engaged in PPT projects, further increasing its leverage. 

 

Figure 2: Highlighted Financial ratios of Poten 

 

Figure 3: Net cash flow of Poten from 2014 to 2016 

Also in the same year, Poten Enviro began the IPO process.  
According to the theories cited in the preceding literature, the motivation behind Poten Enviro's 

IPO was debt repayment and working capital financing. Inferred from the information claimed in its 
official prospectus, the funds raised from the IPO would be utilized to repay the debts accumulated 
during the EPC mode phase and to increase investments in PPP projects (BOT mode).  

However, at the end of 2014, the China Securities Regulatory Commission (CSRC) suspended the 
review of Poten Enviro's IPO, which dealt a significant blow to Poten Enviro, already deeply 
embroiled in a financial quagmire. According to the CSRC announcement, the reason for the failed 
listing was that the company's liability-asset ratio exceeded the "red line" (70%), reaching 72.98%. 
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4. After the IPO: Deterioration in Operations Leads to Financial Fraud 

In February 2017, after another three years of effort, Poten Enviro finally achieved its goal of going 
public. 

However, from 2014 to 2017, the net cash flow generated from operating and investing activities 
by Poten Enviro was primarily negative and continuously decreasing, indicating a significant funding 
gap for the company. In 2017, Poten Enviro raised approximately 270 million yuan through its 
issuance, with a net amount of 239 million yuan after deducting related expenses. The proceeds from 
this issuance did not fundamentally alleviate the company's funding needs. 

On the other hand, as the company aggressively expanded into the PPP project sector after going 
public, the net cash flow generated from investing activities further declined, exacerbating the funding 
gap and necessitating continuous increases in financing scale. The company's ability to advance funds 
is highly demanded, significantly increasing Poten Enviro's risk of debt default. 

From 2017 to 2018, the company pursued an extremely aggressive expansion strategy, undertaking 
numerous projects, particularly focusing on water investment and operation contracts, primarily 
operated under the BOT mode in PPP projects. This period highlights the company's emphasis on 
extensive bidding and expanding PPP projects, leading to a substantial increase in its capital 
requirements. Additionally, due to the nature of PPP projects, which primarily involve urban pollution 
control and public service provision, the company is unable to receive construction period income 
reimbursements from the ultimate project owners during the construction phase. Instead, it must 
advance construction funds, which are recouped through regular operational fee collection during the 
project operation period (typically 25-30 years) [11]. 

Poten Enviro's decisions were partly influenced by an incorrect assessment of the external 
environment. At the time, environmental protection was becoming a hot topic in Chinese society, 
coupled with government efforts to support the environmental protection industry, leading to 
particularly optimistic views among the company's leadership. Founder, Chairman, actual controller, 
and CEO Zhao Lijun expressed optimism during an interview in 2017, stating that Poten might have 
a market value of 100 billion in 2020 [12]. His prediction was based on the assumption that as social 
wealth increased, a significant amount of resources would shift from traditional industries such as 
housing to the environmental industry [13]. The validity of this assumption remains inconclusive, but 
the development prospects are not as smooth as anticipated. 

Starting from 2017, the company's cash flow situation continued to deteriorate. Poor financial data 
led to a decline in the company's stock price. Financial fraud began from the first year of listing and 
continued for five years which can be inferred to be meant to hold the stock price. 

According to the China Securities Regulatory Commission Beijing Regulatory Bureau's decision 
on market entry bans and announcements of stock delisting decisions, the annual reports disclosed by 
the company from 2017 to 2021 contained false records. 

Poten Enviro's main methods of inflating operating income and profits include: first, failure to 
timely account for terminated equipment sales transactions and offsetting the receivables caused by 
inflated revenue through the signing of fraudulent entrusted payment agreements; second, failure to 
timely account for completed and settled projects and offsetting the receivables caused by inflated 
revenue through the signing of fraudulent entrusted payment agreements; third, using commercially 
insubstantial inspection and valuation certificates to confirm project progress, and concealing the 
situation of inflated revenue through the signing of fraudulent debt transfer agreements and entrusted 
payment agreements. 

By early 2023, under regulatory pressure from the CSRC, the company disclosed an announcement 
regarding the correction of prior accounting errors and retrospective adjustments. Retrospective 
adjustments were made to the consolidated financial statements and the parent company's financial 
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statements for the years 2017 to 2021 (Table 1). These accounting error corrections involved multiple 
accounting periods and significant amounts. 

Table 1: Announced financial fraud of Poten from 2017 to 2021(in millions) 

Year 2017 2018 2019 2020 2021 
Gross profit in financial reports 166.98 224.05 -757.03 -415.05 -1436.03 
Artificially inflated profit 118.02 501.44 -106.06 -49.39 -249.44 
Proportion of gross profit 70.68% 223.80% 14.01% 11.90% 17.37% 

 
Seizing the opportunity, the CSRC formally initiated an investigation. After 8 months, the 

investigation results were released. The Beijing Regulatory Bureau issued a "Pre-notification of 
Administrative Penalties and Market Entry Bans" to Poten, confirming the long-standing financial 
fraud issues (Table 2). 

Table 2: The analysis of Poten‘s financial fraud by Gone Theory 

Greed l The manager has high risk preferences 
l Combined roles of Chairman and CEO 
l A high proportion of managers stock ownership 

Opportunity l High concentration of equity ownership 
l The small scale of the supervisory board 

Need l Unsatisfactory profits 
Exposure l Change of auditor 

 
Through the analysis using Gone theory, a perspective on the internal and external environment of 

Poten’s financial fraud is provided. Poten Enviro can be speculated that, due to its highly unique 
internal structure with power highly concentrated in Zhao’s hands, was led down the wrong path 
under his ambition[11]. The lack of external oversight offers him the conditions to manipulate the 
capital market, even if his intention was indeed to save his company. And the ultimate downfall of 
the company was the painful price he paid. 

5. Conclusion 

Looking back at the history of Poten Enviro, adopting erroneous decisions during its developmental 
challenges ultimately led to financial fraud and downfall. From this case, we can derive three insights: 

Proper analysis of external environmental changes: The environmental protection industry is not 
a conventional necessity-driven industry; its services are only needed in specific circumstances. 
Although there is a large market potential in the industry, the current expected cash flow heavily 
relies on policies and economic conditions, especially in emerging markets like China. Poten's 
incorrect estimation of the external environment led to blindly expanding policies, resulting in a 
significant decline in profits. 

IPO should not be pursued blindly: instead, a company strategy should be formulated rationally: 
Going public is not a mandatory option for all large-scale enterprises. In pursuit of PPP project market 
share, Poten hastily initiated an IPO without considering its high leverage ratio and declining profit 
margins. However, the funds raised from the IPO were used for further project bidding, accelerating 
the consequences of unwise decisions. 

Strengthen supervision of listed companies: A company like Poten Enviro, where the controlling 
shareholder, chairman, and CEO are the same person, concentrates power heavily in an individual’s 
hands. Even if it goes public, it is difficult for shareholders and the public to balance the company’s 
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operations. Therefore, it is necessary to improve relevant regulations, strengthen the rights of 
independent directors and the supervisory board, prevent listed companies from acting against the 
interests of all shareholders, and create a financial market that better protects investors. 
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