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Case Study Proposal ~

Evergrande's ‘Creative Compliance’:

Off-Balance Sheet Manipulation and Auditor Oversight with Global Consequences

Introduction
Brief Overview and Case Objectives

oy China’s Evergrande Group, a historic titan in the global real estate market, was
responsible for one of the largest debt-derived financial crises in modern times, shedding a light

on a critical problem in current corporate financial reporting: the use and potential abuse of off- [

balance sheet entities (OBESs) to obscure financial realities from stakeholders. Evergrande [

exploited OBEs, related-party transactions, and regulatory loopholes to misrepresent its highly |

leveraged and failing financial health, amassing significant hidden debt over time. Despite
stringent accounting standards being in place, Evergrande's 1 went unchecked due to | 1
b: gaps latory fr: ks. This case e 7

the inadequacies of its external auditors and

study aims to examine how Evergrande’s strategic use of OBEs concealed its financial distress
from both extemal anditors and relevant stakeholders, how this ethical misconduct aligns with I
broader issues of modern financial reporting, and the relevant ramifications for accounting ’
!

standards and auditing practices going forward. }
Context and Background |
Evergrande's Debt Crisis and Financial Manipulation Techniques fl

Evergr 's 1 d was possible due to a highly leveraged business
model, with aggressive debt financing playing alcrucial role in funding its rapid growth (Li &
Qin, 2024). In order to conceal this reliance on 1 ged debt obligations and ci vk
debt covenants, Evergrande utilized OBEs extensively. OBEs are financial arrangements that
allow companies to separate cestain assets and liabilities from their main balance sheet,
ostensibly to reduce risk or enhance operational efficiency. However, these entities can also be
exploited to hide liabilities, as was the case with Evergrande, thus allowing the company to both
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Evergrande's ‘Creative Compliance’:

Off-Balance Sheet Manipulation and Auditor O with Global Ce

Introduction
M Brief Overview and Case Objectives
China’s Evergrande Group, a historic titan in the global real estate market, was
responsible for one of the largest debt-derived financial crises in modern times, shedding a light
on a critical problem in current corporate financial reporting: the use and potential abuse of off-
balance sheet entities (OBEs) to obscure financial realities from stakeholders. Evergrande

exploited OBEs, related-party tr: , and latory loopholes to its highly |
leveraged and failing fi 1al health, hidden debt over time. Despite '

stringent accounting standards being in place, E: de's ipulation went unchecked due to |

the inadequacies of its external auditors and sub q gaps in regulatory fr: ks. This case ‘

study aims to how E de’s use of OBEs concealed its financial distress =

from both external auditors and relevant stakeholders, how this ethical misconduct aligns with
broader issues of modem financial reporting, and the relevant ramifications for accounting

f
standards and auditing practices going forward

Context and Background | |
Evergrande's Debt Crisis and Fij ial Manipulation Techni |
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was possible due to a highly leveraged business [ i

model, with aggressive debt financing playing a crucial role in funding its xapxd g’owth Li& | 2 |

Qin, 2024). In order to conceal this reliance on over-1 d debt obli and f

debt covenants, Evergrande utilized OBEs extensively. OBEs are financial arrangements that

allow companies to separate certain assets and liabilities from their main balance sheet,

ostensibly to reduce risk or enhance operational efficiency. However, Lhcse entities can also be

exploited to hide liabilities, as was the case with E de, thus allowing the to both st
a much higher debt-t ratio then would have been allowed while. also

continuing to display an image of financial goocIslandmg through its  parent company financial
statements to stakeholders.




- Special Purpose Vehicles (SPVs) f
Evergrande utilized SPVs as OBEs to offload debt from its main financial statements and

maintain an illusion of healthy liquidity. By creating SPVs, Evergrande was able to transfer |

assets and liabilities to separate legal entities that were not required to be consolidated into the
parent company s financial statements (Feng et al., 2009). The SPVs were often used to hold
property development projects, effectively removing the associated debt and financial risks from
Evergrande’s main balance sheet. The company would then continue to recognize revenue from
these SPVs while failing to consolidate the debt tied to these same projects. This tactic, although

technically allowed under certain accounting rules (IAS 39 and ASC 810), represented an
the financial portrayal of Evergrande's

aggressive abuse of these dards in order to ipul
overall health This abuse showcases both the failure of the external auditors to uncover these

financial maneuvers as well as the failure of the standing accounting rules and regulations to
properly disallow the application of these sorts of financial techniques
Variable Interest Entities (VIEs)
|

Evergrande also employed VIE structures, which are entities where the controlling
interest is not based on voting rights but rather through contractual arrangements. VIEs allowed
Evergrande to control riskier assets and operations indirectly. keeping these assets off the balance |

sheet while still benefiting from any positive economic value. This strategy facilitated
Evergrande's ability to continue leveraging its pIsmon while hiding the true extent of its
ing to Li and Qin (2024), VIEs played /

d

obligations from external investors and
a crucial role in shifting debt and financial obligations away from the parent company’s financial A }

reports, misleading stakeholders about Evergrande’s actual leverage ratios and solvency.
|
|

Regulation and Auditors’ Role
Lack of Due Diligence Enabled by Stakeholder’s ‘Expectation Gap
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Evergrande's main balance sheet, The company would then continue to recognize revenue from
 these SPVs while failing to consolidate the debt tied to these same projects. This tactic, although
technically allowed under certain accounting rules (IAS 39 and ASC 810), represented an
aggressive abuse of these standards in order to the financial portrayal of Evergrande's
overall health. This abuse showcases both the failure of the external auditors to uncover these

financial maneuvers as well as the failure of the standing accounting rules and regulations to
properly disallow the application of these sorts of financial techniques.

Variable Interest Entities (VIEs)

Evergrande also employed VIE structures, which are entities where the controlling
interest is not based on voting rights but rather through contractual arrangements, VIEs allowed
Evergrande to control riskier assets and operations indirectly, keeping these assets off the balance
sheet while still benefiting from any positive economic value. This strategy facilitated |
Evergrande's ability to continue leveraging its position while hiding the true extent of its |
obligations from external investors and regulators. According to Li and Qin (2024), VIEs played [
a crucial role in shifting debt and financial obligations away from the parent company's financial
Teports, misleading stakeholders about Ev de’s actual leverage ratios and solvency.

Regulation and Auditors’ Role
Lack of Due Diligence Enabled by Stakeholder’s ‘Exp

»

Gap
The application of OBESs like SPVs and VIEs often hinge on utilizing complex
| accounting rules that regulate when an entity must be lidated into a parent 2]
financial statements. Both IFRS and GAAP have specific rules for when such entities need t
consolidated. Although ethical in core le, E d italized on certain ambiguiti
these rules to adequately justify keeping significant debt off its balance sheet when applied in |
| practice. The company effectively and expertly igated lations to present an i |
| picture of its financial health, arguably engaging in what could be considered "creative
compliance," a method of adhering to the requirements but not the intentions of certain
‘ ing standards (Vovisekhivska, 2017).
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The role auditors serve in verifying ﬁnax{cxal statements and ensuring that all OBEs are
appr ly disclosed and lidated where required is critical in the ethical checks and
balances of accounting standards. The failure of Evergrande’s external auditors to adequately
scrutinize the nature of these entities and their associated risks meant that any policing and
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applications of the actual intentions of the written accounting rules failed to ever take place. “The
"expectation gap” in auditing, where stakeholders assume auditors will detect all forms of
financial misrepresentation, meant that no external stakeholders raised any alarms or questions of
the company due to the reputation of the applied external auditors. The stated external auditors
proceeded to overlook Evergrande’s off-balance sheet activities and the extensive use of VIEs,
failing to disclose their economic impact on the company’s financial position and allowing the
problematic financial situation to continue to grow. This negligence points to systemic issues in

the current auditing profession, including potential conflicts of interest between auditors and
their clients and a lack of rigorous enforcement of applicable accounting standards.

Qutcome and Fines

In 2024, 2 $580 million fine was levied on an Evergrande unit by Chinese regulators,
demonstrating that authorities were aware of the financial improprieties but only after they had
caused substantial global market disruption (Dow Jones Institutional News, 2024). The
enforcement action highlights the limitations of regulatory frameworks in real-time detection and

prevention of financial manipulation, establishing them as only responsive bodies rather than
preventative.

Key Learning Qutcomes

Identify the specific financial mechanisms that Evergrande utilized to keep liabilities off
of its balance sheet.

- Analyze how Evergrande exploited gaps[in IFRS and GAAP to strategically use OBEs
for financial misrepresentation. it i

Evaluate the effectiveness and limitations of external auditors in detecting off-balance
sheet arrangements and ensuring compliance with accounting regulations.
. Recommend strategies for enhancing financial reporting transp 'y and improving the

' regulation of OBEs, including suggestions for both auditors and standard setting




