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Abstract. The reform of the registration system signifies a reduction in the IPO
threshold for firms, resulting in the advantages of fraudulent activities signifi-
cantly outweighing the costs of such illicit actions. The CSRC's transition from
primary auditor to a covert regulatory role has placed the responsibility on insti-
tutions like accounting firms to guarantee superior financial reporting and disclo-
sure during public offerings. The recurrent occurrence of IPO fraud and illicit
activities starkly illustrates the in-sufficiency of the audit monitoring framework
in some sectors. This study initially presents the existing research context and its
importance, synthesizes the research findings, and establishes a framework for
subsequent investigations. Secondly, it elucidates the current state and prospec-
tive trajectory of IPO audit risk. The IPO audit risk is exemplified by the case of
Jiangsu Sainty Group's IPO audit failure, with pertinent financial data utilized for
analysis. Two views are ultimately suggested to enhance the quality of IPO au-
dits. Initially, enhance the corporate governance framework. Secondly, enhance
the efficacy of internal control.
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1 Introduction

A significant reform of China's capital market is the registration system reform, which
aims to in-crease the capital market's efficiency and transparency and encourage the
capital market's high-quality development. Simultaneously, the reform of the registra-
tion system has reduced the entry barrier to China's listed companies and stock ex-
changes, facilitated the IPO and public offering process for innovative and high-tech
businesses, encouraged the ongoing growth of China's high-tech sector, and created
more opportunities for enterprises.

However, the registration system reform has shifted the focus of the CSRC's finan-
cial statement ex-amination from evaluating the company's size to evaluating the ve-
racity and fairness of the IPO company's statements during the listing process [1]. This
has helped to advance the IPO process's impartiality, openness, and transparency as
well as the company's listing.
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This alteration has progressively heightened the standards for the equity and veracity
of financial statements for enterprises seeking IPO listings, significantly amplifying
audit risk and correspondingly elevating the expectations for the proficiency of ac-
counting firms and certified public accountants [2]. Consequently, identifying pertinent
hazards and devising solutions has emerged as a subject requiring investigation.

Theoretically, IPO audits differ from typical audits, necessitating certified public
accountants and companies to undertake a greater audit effort, hence inevitably elevat-
ing audit risk. Based on the practical significance, shareholders, investment banks, se-
curities brokers and other external stake-holders rely more on the opinions of certified
public accountants on the financial statements of IPO companies when making stock
trading and investment decisions. Therefore, more IPO companies choose to attract
more shareholders and financial institutions to buy the stocks issued by them by dress-
ing up the financial statements and falsely increasing profits. The corresponding audit
risk is further increased. Through the analysis of Jiangsu Sainty Group (Sainty), this
paper will analyze how to conduct financial fraud in Sainty, and discuss and propose
ways and solutions to reduce audit risks, so as to maintain a better capital market and
protect the rights of shareholders and financial institutions in the primary market and
secondary market

Currently, it can enhance audit reliability by augmenting the professional compe-
tence and ethical standards of personnel in accounting firms, mitigating the effects of
registration system reform on audit risks, and safeguarding the interests of financial
institutions and shareholders in both the primary and secondary markets [3]. Simulta-
neously, it will enhance the development and implementation of the company's internal
audit, augment the scope of authority and review rigor of internal audit, and bolster the
independence and integrity of internal audit across the organization, ensuring that the
company's transactions are accurate and dependable, thereby preventing the occurrence
of inflated accounting profits and income that could adversely affect the interests of the
majority of shareholders.

It is anticipated that in the future, our nation will fully acclimate to the effects of the
ongoing registration system reform on audit risk, thereby progressively mitigating audit
risk through a comprehensive enhancement of auditors' competencies and ethical stand-
ards. It must establish pertinent institutions or audit protocols to enhance the reliability
of our IPO system, hence mitigating associated audit risk. The registration system and
associated frameworks should enhance the benefits of reform while mitigating its defi-
ciencies.

2 Literature Review

2.1 Information Asymmetry Theory

The theory of asymmetric information was initially introduced by American scholars
George Akerlof, Michael Spence, and Joseph Stiglitz in the 1970s, offering a novel
perspective on the entire market economy. Individuals possessing ample information
frequently occupy a more advantageous position, whilst those with inadequate infor-
mation find themselves at a disadvantage. In a market economy, sellers possess more
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information about items than buyers, therefore benefiting from the market by convey-
ing reliable information to purchasers. It also presents the issue of adverse selection [4].
The theory of information asymmetry underscores the significance of market econo-
mies and encourages a reevaluation of the concept of information.

2.2 Principal-agent Theory

The principal-agent hypothesis was proposed by American economists Berle and
Means in the 1930s. Serve as a fundamental pillar of contemporary corporate govern-
ance. If one party, acting as an agent on behalf of the principle, possesses decision-
making authority, an agency relationship is established. Principal-agent theory has now
progressed to parameterizing distribution functions [5].

2.3  Information Asymmetry Theory

Contemporary risk-based audit theory relies on the audit risk model, employing both
strategic and systemic perspectives to inform the risk assessment of serious misstate-
ments and the whole audit procedure. The likelihood of material misrepresentation
mostly arises from business risk and fraud risk. Contemporary risk-based audit theory
has transcended the traditional reliance on internal control systems concerning fraud,
offering a thorough evaluation of the primary elements influencing the economic oper-
ations of the audited entity from a novel perspective [6]. Contemporary risk-oriented
audit theory proposes the model of audit risk as the product of material misstatement
risk and inspection risk, necessitating that certified public accountants allocate re-
sources to ac-counting subjects most susceptible to material misstatement. This ap-
proach enables certified public accountants to enhance the comprehensiveness and ac-
curacy of risk assessment outcomes, thereby effectively achieving audit objectives.

3 IPO Audit Risk Under the Registration-Based Reform

3.1 The Impact of Registration System on IPO Audit Risk

In 2013, China's IPO standard changed from approval system to registration system,
which aggravated and amplified the audit risk of IPO. The registration system weakens
the CSRC's supervision of listed enterprises, and the financial statements of IPO enter-
prises in the listing process are mainly concerned by other external stakeholders. The
weakened supervision of the CSRC makes more IPO enterprises willing to take certain
risks and take the means of manipulating financial statements to obtain economic ben-
efits [7]. Consequently, the audit risk associated with IPOs exhibits a significant dis-
parity before and after the change of the registration system. An increase in financial
fraud among companies has been observed following the overhaul of the registration
system, accompanied by a significant rise in IPO audit risk.
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3.2  The Development Trend of IPO Audit Under Registration System

Following the identification of the registration system for IPO audit risk, our nation has
enhanced the oversight of IPO audits and the disclosure of financial statements by IPO-
listed enterprises. The CSRC maintains the scale of combination of delegating and reg-
ulating the financial statements of IPO enterprises, and strengthens the supervision and
accuracy at the same time, and severely purifies enterprises that have financial fraud.

In the context of the comprehensive implementation of the registration system, post-
supervision is intensifying, resulting in an increasing number of listed firms being sub-
jected to scrutiny [8]. According to the CSRC's Report on the Handling of Cases in
2022, 603 cases were handled in 2022, including 136 major cases, and 123 suspected
criminal cases and clues were transferred to the public security organs, with a case de-
tection rate of 90 percent. Of the 203 illegal cases of information disclosure, 94 in-
volved financial fraud, accounting for 46%.

Although there are relevant post-supervision, most of them are lagged supervision
after the financial statements have appeared. The washed up financial statements have
caused irreparable consequences to shareholders, financial institutions and many other
stakeholders [9]. Simultaneously, the reform of the registration system has diminished
the expenses associated with financial fraud owing to the absence of rigorous scrutiny
by the CSRC. It significantly enhances the associated audit risk.

The aforementioned events illustrate that numerous companies exploit the registra-
tion system's convenience to perpetrate financial fraud. This type of fraud has emerged
as a significant component of illegal information disclosure cases, unequivocally indi-
cating audit risk and serving as favorable evidence of the gradual enhancement of audit
risk management.

4 Case Study: Jiangsu Sainty Group

4.1 Case Description

Sainty is a provincial foreign trade enterprise group formed by the amalgamation of the
former garment and machinery import and export companies of Jiangsu Province, sanc-
tioned by the Minis-try of Foreign Trade and Economic Cooperation and the Jiangsu
People's Government in December 1996. The registered capital of the Group was RMB
442.41 million, and as at the end of 2008, the total assets of the Group were RMB
10.508 billion. The group's main import and export trade, export products mainly in-
clude: clothing and surface accessories; Industrial and agricultural tools, mechan-ical
and electrical products, ships and complete sets of equipment; Hardware and minerals,
non-ferrous metals; Chemical raw materials, wood and light crafts, etc. Imported prod-
ucts mainly include: complete sets of equipment, mechanical and electrical products,
chemical raw materials, steel, wood, etc. Prior to 2013, it has built robust economic
relationships with numerous countries and areas globally, including the United States,
the European Union, Canada, Japan, Southeast Asia, Africa, and South America.
Sainty had an audit conducted by Tianjian and Suya Jincheng Accounting Firm.
Tianjian Certified Public Accountants Co., LTD., formed in December 1983, is a
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prominent national professional accounting intermediate service company with H-share
audit qualifications, founded by a consortium of top certified public accountants in
China. Its revenue exceeds one billion yuan, and its overall strength is among the high-
est in China. Make an accounting firm, Su Ya Jincheng Accounting firm business in-
volves financial audit, management consulting, enterprise performance evaluation, en-
terprise bankruptcy management, military evaluation and other fields, Among them,
financial audit includes financial statement audit of listed companies (including IPO),
financial and final accounts audit of enterprises and non-profit organizations, internal
control audit, financial income and expenditure audit, economic responsibility audit,
engineering financial and final accounts audit, etc. Su Ya Jincheng CPA Firm has ac-
cumulated rich experience in the audit of listed companies, audit of large enterprise
groups, bankruptcy management of enterprises, military industry review and other
fields.

4.2  Financial Performance Analysis

The 2017 annual report inflated operating income by 882,007,949.22 yuan, inflated
operating cost by 777,011,141.34 yuan, inflated total profit by 104,996,807.88 yuan,
and inflated operating in-come accounted for 16.04% of the operating income disclosed
in the annual report of that year. The total amount of inflated profits accounted for
74.24% of the total amount of disclosed profits that year.

In the 2018 annual report, the exaggerated operational income was RMB
426,024,840.24, the inflated operating cost was RMB 380,149,826.73, and the inflated
total profit was RMB 45,875,013.51. The inflated operating income represented 7.94%
of the operating income reported in that year's annual report. Inflated profits constituted
29.20% of the total stated profits for the year.

In the 2019 annual report, the exaggerated operational income was 764,429,653.89
yuan, the inflated operating cost was 723,449,307.48 yuan, and the inflated overall
profit was 40,980,346.41 yuan. The inflated operating income represented 16.54% of
the operating income reported in that year's annual report. The overall inflated profit
constituted 10.13% of the total reported profit for the year.

In the 2020 annual report, the inflated operating income was RMB 1,494,153,988.91,
the inflated operating cost was RMB 1,408,813,344.24, and the inflated total profit was
RMB 85,340.644.67. The inflated operating income accounted for 34.13% of the oper-
ating income disclosed in the annual report of that year. Inflated earnings constituted
32.49% of the total reported profits for the year. As Figure 1 shown, it can be seen that
the financial fraud ratio of Sainty has exceeded 30% in 3 out of 4 years from 17 to 20
years, and even exceeded 70% in 2017.
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Fig. 1. The percentage of creative accounting.

4.3  Financial Performance Analysis

Since 2009, Sainty has been in discussions with Sui Tianli regarding the development
of private network communication services. In practice, Sainty conducted transactions
with the same company, which acted as both a supplier and a customer. Sainty recog-
nized these related transactions as revenue, creating an internal loop between the com-
pany and the same entity. This resulted in inflated revenue and the manipulation of
financial statements.

The business negotiations, contract signing, invoice processing, payment transac-
tions, and goods acceptance between Sainty and upstream suppliers or downstream cus-
tomers were primarily man-aged by Sainty's staff in coordination with Sui Tianli's team.
When Sainty pressed for outstanding payments for communication equipment, a com-
pany controlled by Sui Tianli provided guarantees and made the final payments. In the
private network communication business that Sainty participated in, there were in-
stances where both upstream and downstream enterprises were controlled by Sui Tianli
or other entities under the same control. The same company or entities controlled by
Sui Tianli also appeared as both suppliers and customers at different times.

The revenue generated from these transactions did not meet the recognition stand-
ards of China's Accounting Law. However, Sainty improperly recognized this revenue
and recorded it in the profit statement, resulting in an inflated accounting profit. This
inflated profit was subsequently transferred to retained earnings within the sharehold-
ers' equity. Future dividends would be paid from these retained earnings. The discrep-
ancy between the inflated profits and the company's actual profits would hinder the
company's ability to pay dividends that correspond to its real earnings [10]. Even if the
company were to pay such dividends, it would negatively impact its liquidity, poten-
tially leading to bankruptcy. Furthermore, the company would be unable to invest in
future positive NPV (Net Present Value) projects, which would further affect its growth
prospects. The artificial inflation of operating profits is not only irresponsible to share-
holders and investors but also to the overall company itself.
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5 Risk Mitigation Strategies for IPO Under the Registration-
Based System

5.1 Maintaining the Soundness and Integrity of Internal Control
System

Improve Corporate Governance Structure: Optimize the equity structure to prevent a
dominant shareholder from having excessive control, and ensure the independence of
the board of directors and the effectiveness of the supervisory board. Ensure that non-
executive directors fulfill their over-sight and management roles, avoiding collusion or
mutual cover-ups between executive and non-executive directors. Corporate govern-
ance can be seen as the oversight of the internal control system. Only by ensuring, im-
proving, and maintaining effective corporate governance can the proper functioning of
the entire internal control system be guaranteed. This helps the internal control system
govern and supervise the company, ensuring the authenticity and fairness of the com-
pany’s ac-counting recognition and measurement.

Enhance the Effectiveness of Internal Control: Create a strong internal control envi-
ronment, ensure the segregation of incompatible duties, and fully leverage the role of
internal audits. Ensure the separation of financial and decision-making powers, making
sure that each position fulfills its respective responsibilities.

5.2  Enhancing the Professional Competence and Ethical Standards of
Accounting Firms

Before entering the company, new employees should be fully educated on professional
ethics, and should not have too much contact with clients, so as to help them establish
their responsibilities as auditors -- to maintain the independence and impartiality of
audit, rather than becoming vassalage of clients and obeying their instructions [11].
Accounting firms should strengthen the evaluation and assessment of professional eth-
ics, improve the evaluation system, severely punish those who fail to pass the test, and
make examples to others. At the same time, it should maintain our original intention as
an auditor and avoid the situation of colluding with clients or even helping cli-ents to
whitewash financial statements.

It is also necessary to continue education for auditors at a professional level to main-
tain the professional level of auditors, so as to avoid the situation that companies cannot
find the whitewash financial statements due to their own problems, which will lead to
vicious competition in the market, affect the returns of many investors, and affect the
overall trend of national economic development.

6 Conclusion

Through in-depth analysis of IPO audit risk by combining theory and cases, accounting
firms should strengthen due diligence on enterprises. Auditors should pay special at-
tention to the aspects that regulators focus on, such as whether the internal control sys-
tem has failed. Given the current circumstances of the enterprise and the attributes of
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the registration system, auditors must formulate tailored audit procedures and content
to evaluate the business information from various angles and conduct an impartial as-
sessment of the enterprise's operational viability. In addition, whether it is the confir-
mation of the main business cost or the main business income or the core lies in the
standardization of the internal control of the enterprise. Therefore, in the due diligence
stage at the beginning of the audit business, enterprises should be required to establish
a sound internal control system, and strengthen the supervision and inspection of it. By
forming a good self-supervision mechanism, enterprises can effectively reduce audit
risks from within. Finally, accounting firms should also be committed to improving
audit quality, and establish and improve the quality control system to cope with long-
term audit projects. At the same time, emerging technologies such as big data and arti-
ficial intelligence should be actively applied to daily work. Auditors should constantly
improve their professional quality and independence, reduce the de-pendence on the
client, to ensure the smooth progress of audit work.
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