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Abstract

With the full implementation of the registration-based IPO system, the number of listed compa
nies has been increasing and the capital market has developed rapidly. Audit reports and audited a
nnual financial statements issued by accounting firms serve as important references for stakeholders

to make economic decisions and assess investment risks. However, in recent years, in financial fr

aud cases ranging from Kangmei Pharmaceutical to Evergrande Real Estate, the relevant accounting
firms have been plagued by numerous practice irregularities and failed to fulfill their due assuran
ce and supervisory functions. Recurring audit failures have undermined the credibility of third-party
institutions and aroused public skepticism about social auditing. In particular, despite the continuo
us strengthening of supervision and penalties against audit failures by securities regulators in recent
years, numerous firms still conduct low-quality audits that result in audit failures, eventually viola
ting laws and regulations at their own risk. Against this backdrop, in-depth research on audit failur
e cases is of great significance.

This thesis mainly analyzes the game-theoretic factors influencing the decision-making of audit
ees, accounting firms and regulators during the audit process, as well as the decision-making cause
s leading to audit failures, and proposes countermeasures to prevent audit failures from the perspec
tives of the three parties respectively. First, starting from audit failure and the application of game

theory in audit research, this thesis reviews existing literature and summarizes relevant concepts a
nd theories. Next, based on evolutionary game theory, a three-party strategy model of auditees, acc
ounting firms and regulators is constructed. By analyzing the replicated dynamic equations of the t
hree parties, six conclusions regarding the factors influencing their decision-making are obtained. St
ability analysis is also conducted on eight pure-strategy equilibrium points to derive stable strategy

combinations corresponding to different conditions, followed by simulation analysis to identify app

ropriate stable strategy combinations. Finally, this thesis selects the audit failure case of Hangzhou
Century Co., Ltd. as the research object, elaborating on the specific manifestations of financial fra
ud by Hangzhou Century and audit failure by Pan-China Certified Public Accountants LLP; subseq
uently, the data of Hangzhou Century is substituted into the model for simulation analysis, and the
factors affecting the decision-making of Hangzhou Century, Pan-China and regulators are examine
d.

Through the analysis of factors influencing the three parties’ decision-making, the following co
nclusions are drawn:(1) Causes on the part of Hangzhou Century: Disproportion between fraud gai

ns and risks, defects in the corporate governance system, and underestimated reputation losses in d



ecision-making. (2) Causes on the part of Pan-China Certified Public Accountants LLP: Being in a
weak position in the game and losing independence; overloading audit engagements, making high-
quality audits difficult to implement; and dysfunctional project quality control and failed internal er
ror-correction mechanisms. (3) Causes on the part of regulators: Time lags in regulatory penalties;
insufficient penalties to deter illegal acts.

Based on the above analysis, this thesis puts forward targeted countermeasures against the dec
ision-making factors leading to audit failures from the three major entities: auditees, accounting fir
ms and regulators. For auditee companies: improve corporate governance and enhance management’
s awareness of risk losses. For accounting firms: strengthen audit independence, restrict the number

of engagements undertaken by signing certified public accountants during peak audit periods, and

optimize audit project quality control. For regulators: explore new systems for audit appointment to
enhance audit independence; impose reputation sanctions to increase reputation losses; introduce n
ew technologies to improve regulatory efficiency and reduce regulatory costs; and adopt a multi-pr
onged approach to launch targeted crackdowns and intensify penalties. It is hoped that these measu
res can prevent and reduce the occurrence of audit failures, safeguard market order and protect inv
estors’ interests.

Key words: Evolutionary Game Theory; Audit Failure; Hangzhou Century
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