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Abstract

Tax avoidance leads to high information opaqueness of enterprises and wea-
kens the quality of accounting information. Auditors need to implement addi-
tional auditing procedures to control audit risks that may arise from tax
avoidance, thus charging higher audit fees. Based on the trend of risk-based
auditing and “deep pocket” theory, this article takes the 2012-2015 A-share
listed companies in Shanghai and Shenzhen Stock Exchange as a sample to
explore the relationship between tax avoidance and audit fees, then considers
the influence of property rights. Our study found that the degree of corporate
tax avoidance and audit costs are positively correlated, and compared to
state-owned enterprises (SOEs), the relationship in non-state-owned enter-
prises (non-SOEs) is more pronounced. This article may be of some reference
to regulators and audit pricing.
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1. Introduction

Nowadays, the concept of modern risk-oriented auditing has been introduced
with the international auditing standards and the new auditing standards prom-
ulgated in 2006. In the case of internal control failure such as Enron and
WorldCom, the modern risk-oriented auditing has gradually become the trend
of the entire auditing industry, which requires auditors to make a reasonable risk
assessment on the enterprise to be audited. Tax avoidance reduces the transpa-
rency of enterprises (Chen Dong and Tang Jianxin, 2012) [1] and weakens the
quality of accounting information (Weber, 2009) [2]. As a result, auditors will
face more audit risk and have to make more efforts. Based on the “deep pocket”
theory, certified public accountants would correspondingly raise the pricing of

audit services. We wonder that whether tax avoidance will arise higher audit
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fees. In addition, the property rights of different enterprises may have an impact
on the relationship between tax avoidance and audit fees. On one hand, com-
pared with non-state-owned enterprises (non-SOEs), state-owned enterprises
(SOEs) have a social goal of paying more taxes to help the government except
the goal of “maximizing profits”. Thus, the level of tax avoidance in state-owned
enterprises is relatively low (Wang et al, 2010) [3]. On the other hand, for the
natural connection between state-owned enterprises and the government, the
government provided the invisible guarantee for the state-owned enterprises
which will also reduce the litigation risk related to the financial report.

Since Simunic (1980) [4] first started to study the determinants of audit pric-
ing, audit pricing has become a topic of general concern to scholars. Factors af-
fecting the audit pricing in prior research can be divided into the micro factors
and the macro factors. Micro factors include the characteristics of the firm, the
characteristics of accounting firm, the characteristics of the management, the
auditor’s characteristics, the risk factors and the behavior of corporates. Macro
factors mainly include the law and the economic environment. Specific is shown
in Figure 1.

However, prior research on the factors affecting audit fees has paid little at-
tention to the impact of the behavior of enterprises, such as tax avoidance. To fill
this void in the literature, this study mainly focuses on the influence of tax
avoidance on audit pricing, and combine with the basic characteristics of the
enterprise-property rights to make further research.

This paper selects the A-share non-financial listed companies in Shanghai and
Shenzhen Stock Exchanges from 2012 to 2015 as a sample, explores the rela-
tionship between tax avoidance and audit fees, and introduces property rights of

enterprises to further explore its impact on tax avoidance and audit fees. The

characteristics of the firm (size, property
rights, solvency, internal control quality)
characteristics of accounting firm (big four
or not big four, branch of accounting firm)
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Figure 1. Factors affecting audit fees.
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study found that the audit fees and the degree of corporate tax avoidance is posi-
tively correlated. At the same time, compared to state-owned enterprises (SOEs),
the greater the degree of avoidance in non-state-owned enterprises (non-SOEs),
the higher the audit fees charged by accounting firms.

Our paper makes several contributions. On one hand, this paper studies the
impact of tax avoidance on audit fees, not only will this article enrich the re-
search on the factors affecting the pricing of auditing, but also show property
rights have a significantly different impact on tax avoidance and audit fees. On
the other hand, this paper may be of some reference to regulators and audit

pricing.

2. Theoretical Analysis and Research Assumptions

2.1. Tax Avoidance and Audit Fees

Auditing pricing is a function of the auditor’s efforts and potential losses such as
litigation risk, loss of reputation, regulatory penalties (Simunic, 1980) [4]. Tax
avoidance enhances the auditor’s efforts and potential losses in at least three
ways:

Tax avoidance reduces the quality of accounting information. When it comes
to tax avoidance how to affect the quality of accounting information, the aca-
demic view is mainly concentrated in earnings management. Many tax-related
accruals contribute to earnings management (Hanlon et a/, 2012) [5]. The im-
pact of earnings management on the information about future cash flows in
tax-related accruals increases with the likelihood of financial misstatement and
the company facing litigation (Marry et al, 2007) [6]. Daliwal et al (2010) be-
lieve that since income tax is the last item to be identified in the financial report,
it will also be the last opportunity for earnings management [7]. Managers will
influence the effective tax rate of the enterprise through accounting items such
as deferred income tax impairment or accounting—tax differences to achieve the
purpose of earnings management. Deferred income tax expenses play an impor-
tant role in the total accruals and unconventional accruals in earnings manage-
ment to avoid falling earnings. When tax avoidance becomes a tool for compa-
nies to conduct earnings management, they will inevitably have an impact on the
quality of earnings. In summary, corporate tax avoidance reduces the quality of
accounting information through earnings management, so that the audit risk
faced by auditors increases.

Tax avoidance reduces the transparency of corporate information. Tax
avoidance itself is not transparent, it is a game between enterprises and tax au-
thorities, companies will hide their tax avoidance behavior as much as possible
to avoid the tax authorities supervision, accounting and accounting adjustments
will reduce the transparency of information. At the same time, the tax planning
strategy alters the company’s organizational structure and increases the com-
plexity of financial activities and organizational structures. The complexity of

organizational structures and tax avoidance transactions may not be passed on
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to outside investors and analysts (Weber, 2009) [4]. Corporate tax avoidance has
also changed the distribution and direction of capital and assets. If the distribu-
tion and flow of capital and assets are difficult to be used by external investors to
understand the origin and sustainability of surpluses and cash flows, the trans-
parency of corporate financial reporting and operations will be decreased.

Enterprises with a high degree of tax avoidance may have more serious agency
problems. Computation of income tax costs is complex, the recognition of in-
come tax-related accruals need to use professional judgments, increasing the in-
formation asymmetry between senior management, shareholders and auditors,
which provides management with damage to the interests of shareholders and
expand their own earnings opportunity. Previous research shows that some man-
agers can use complicated tactics to conceal their conspiracies of rent extraction
for tax-saving (Desai and Dharmapala, 2006) [8]. The extent of rent-seeking is
affected by the complexity of the tax-avoidance transactions. The more compli-
cated and concealed the design of tax avoidance transactions, the greater the
management’s chances and rents for opportunistic private gain. In turn,
rent-seeking may further increase the willingness and behavior of management
to implement tax avoidance transactions, resulting in a further increase in tax
avoidance. Management diverted corporate resources using tax avoidance
transactions that ultimately distorted the company’s financial reporting. Share
prices decline as companies disclose tax avoidance [5]. Corporate tax avoidance
is even linked to stock price crash (Kim et al, 2011) [9]. The loss of shareholders
will bring litigation against companies and auditors.

Based on analysis above, the tax avoidance of the company affects the audit
risk from at least 3 aspects such as the quality of accounting information, the
transparency of enterprise information and the management rent-seeking. It al-
so raises the potential risks and potential losses of the audit failure, including
litigation risk, reputation Loss, regulatory penalties and so on. According to the
“deep pocket” theory, the increased audit risk will lead to higher audit fees.
Therefore, this paper proposes hypothesis one:

H1: The degree of corporate tax avoidance is positively related to audit fees.

2.2. Tax Avoidance, Property Rights and Audit Fees

The differences between state-owned enterprises and non-state-owned enter-
prises in respect of motivation for tax avoidance, degree of tax avoidance and
bankruptcy risk may lead to difference between the relationship of tax avoidance
and audit fees.

From the perspective of tax avoidance motivation and degree of tax avoid-
ance, non-state-owned enterprises have a greater degree of tax avoidance than
state-owned enterprises. On one hand, in fact, taxation is a game between the
enterprise and the taxation department. However, for the state-owned enterprises,
the government is the beneficiary of state-owned enterprises in both profits and

tax forms. Moreover, the government needs the state-owned enterprises to pay
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taxes rather than motivating the controlling shareholders of state-owned enter-
prises to maximize the wealth of state-owned enterprises (SOEs). On the other
hand, the performance of SOEs is related to the promotion of their managerial
positions and career. The profits of financial reports are a vital way to demon-
strate their performance (Wang et al, 2010) [3]. Wu Liansheng (2009) and Chen
et al. (2015) also verified that the degree of tax avoidance by state-owned enter-
prises (SOEs) is smaller than that of non-state-owned enterprises (non-SOEs)
[10] [11].

Judging from the bankruptcy risk of the enterprises, the bankruptcy risk of the
state-owned enterprises (SOEs) is relatively low compared with the non-state-owned
enterprises (non-SOEs), which reduce the auditor’s litigation risk. Government
support and political connections behind the state-owned enterprises provide
them with invisible guarantees. Besides, state-owned enterprises are more likely
to receive government aid when their operations are in trouble. To sum up, the
invisible guarantee provided by the government to state-owned enterprises re-
duces the possibility of the auditors experiencing litigation in the future and re-
duces the audit risk, so the audit fees will drop. Based on this, hypothesis two is
proposed below:

H2: The relationship between tax avoidance and audit fees in non-SOEs is

more pronounced than in SOEs.

3. Research Design

3.1. Sample Selection and Data Sources

This paper takes A-shares listed companies in Shanghai and Shenzhen stock ex-
change as a sample. In order to exclude the impact of income tax reform in 2008
on the calculation of MaETR and MaRatediff which are both the 5-year moving
average (the 5-year moving average for year t refers to the average from year t-4
to year t.), the sample is selected from 2012 to 2015. All the financial data come
from CSMAR database. We screened the samples according to the following cri-
teria: 1) excluding companies in the financial and insurance industry; 2) exclud-
ing ST and * ST companies; 3) excluding samples whose total accounting profit
is less than 0 and current income tax expense is less than 0; 4) excluding the ef-
fective tax rate (ETR) is greater than 1 or less than 0; 5) eliminating missing val-
ues of variables. Finally, firm-year observations were remained. In addition, we
winsorized continuous variables in 1% and 99%. We collect data and make sta-
tistical analysis by Excel 2010 and Stata 11.

3.2. Variables Definition

3.2.1. Measurement of Tax Avoidance

For the measurement of tax avoidance, we adopt several ways: effective tax rate

(ETR), the difference between the nominal tax rate and the actual tax rate (Rate-

diff), moving average of ETR (MaETR), moving average of Ratediff (MaRatediff).
To begin with, effective tax rate denotes the proxy measure of tax avoidance
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most frequently used by academic researchers. ETR means the amount of taxes
per pretax income. The lower ETR, the higher degree of tax avoidance. We fol-
low the research of Wu Liansheng (2007) and Wu Wenfeng ef al (2009) to cal-
culate effective tax rate(ETR) [10] [12]. The formula is as follows:

ETR = (current income tax expense — deferred income tax expense)/(pre-tax
accounting income + provision for impairment other than bad debt provisions —
investment income + investment income received in cash) (1)

Secondly, we also use the difference between nominal tax rate and the effective
tax rate (Ratediff) to measure. The higher Ratediff, the higher degree of tax
avoidance.

At last, corporate tax avoidance is an intertemporal decision (Dyreng, 2010)
[13], ETR or tax rate difference can’t measure degree of tax avoidance properly,
so this article also uses the 5-year moving average of the ETR (MaETR) and the
5-year moving average of Ratediff (MaRatediff). The 5-year moving average for

year t refers to the average from year t-4 to year t.

3.2.2. Control Variables

Reference to initial literature, we employ the following control variables: com-
pany size(SIZE), asset turnover(TAT), company’s inherent risk (RISK), return
on total assets (ROA), financial leverage (DFL), whether the auditor is a big4
firm or not (BIG4), whether the company reports net loss or not (LOSS), audit
opinion (OP). We also introduce the dummy variable of industry (IND) and
year (YEAR) in all regressions to control the year and industry’s impact. Defini-

tion of each variable is shown in Table 1.

Table 1. Variable definitions.

Variables Definitions

LNFEE Log of audit fees

ETR Effective tax rate calculated by the formula (1)

Ratediff  Difference between nominal tax rate and the effective tax rate

TA (Tax avoidance)
MaETR  Average of ETR from year t — 4 to year t
MaRatediff Average of MaRatediff from year t — 4 to year t

SIZE Log of total assets
DFL Financial leverage,
RISK Inventory and receivables, scaled by total assets

ROA Return on total assets

TAT Total asset turnover
Control
ontros LOSS A dummy variable that equals 1 if a firm reports net losses and
0 otherwise
oP A dummy variable that equals 1 if a firm receives an uqualified
audit opinion, and 0 otherwise
A dummy variable for audit firm size and equals 1 if it is one of
BIG4 . .
the Big 4, and 0 otherwise
DOI: 10.4236/ajibm.2018.83030 466 American Journal of Industrial and Business Management


https://doi.org/10.4236/ajibm.2018.83030

N.J. Hu

3.3. Empirical Model

Based on the above analysis and related literature, we design the following fixed
effects model to test H1 and H2:
LNFEE = 8, + B, TA(ETR/Ratediff/MaETR /MaRatediff )

(2)
+ p,Controls + IND + YEAR + ¢

Consistent with H1, we except the coefficient of ETR and MaETR to be nega-
tive significant and the coefficient of Ratediff, MaRatediff to be positive signifi-
cant.

In order to test H2, we divide the full samples according to different property
rights into state-owned enterprises (SOEs) samples and non-state-owned enter-
prises(non-SOEs) samples. If the coefficients of TA in SOEs are more significant

than in non-SOEs, the result is consistent with our prediction.

4. Empirical Result Analysis

4.1. Descriptive Statistics

Table 2 shows the descriptive statistics of the variables. The mean value of audit
fees (LNFEE) was 13.64 with a standard deviation of 0.57. The average of ETR,
Ratediff, MaETR, MaRatediff, which are used to measure the degree of corporate
tax avoidance (TA) is 0.23, 0.01, 0.21, 0.01 respectively, the standard deviation is
0.13, 0.10, 0.09, 0.09 respectively; the statistical values of control variables are

within a reasonable range.

4.2. Regression Analysis

Table 3 presents the results of regression on tax avoidance and audit fees. The

Table 2. Descriptive statistics of variables.

Variables Mean Sd Median Min Max
LNFEE 13.64 0.570 13.59 12.54 15.29
ETR 0.230 0.130 0.200 0 0.770
Ratediff 0.010 0.100 0 -0.340 0.250
MaETR 0.210 0.090 0.200 0 0.450
MaRatediff 0.010 0.090 0 -0.260 0.250
SIZE 22.23 1.140 22.12 19.310 25.50
DFL 1.180 0.430 1.060 0.540 3.890
RISK 0.270 0.180 0.240 0.010 0.820
TAT 0.800 0.620 0.680 0.110 4.240
ROA 0.0700 0.050 0.0600 —-0.040 0.240
LOSS 0.0100 0.120 0 0 1
(03 0.990 0.080 1 0 1
BIG4 0.0300 0.170 0 0 1
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Table 3. Regression results.

Coefficients and p-value

Variables
(6Y) () (3) 4 (5)
ETR —0.40**
(0.02)
Ratediff 0.224***
(0.00)
MaETR —0.360**
(0.02)
MaRatediff 0.270%**
(0.00)
Avoid 0.0256*
(0.06)
SIZE 0.436*** 0.439** 0.427**+* 0.427*** 0.384***
(0.00) (0.00) (0.00) (0.00) (0.00)
DFL 0.0307** 0.0434* 0.0316** 0.0330** 0.0955***
(0.03) (0.09) (0.04) (0.02) (0.00)
RISK 0.137 0.127 0.140 0.135 0.0445*
(0.14) (0.14) (0.14) (0.14) (0.09)
TAT 0.00980 0.0130 0.0174 0.0136 0.109***
(0.20) (0.24) (0.14) (0.34) (0.00)
ROA 0.748** 0.614** 0.737** 0.734** 0.291
(0.02) (0.03) (0.02) (0.04) (0.19)
LOSS 0.227*** 0.205*** 0.225%** 0.226*** 0.0498**
(0.00) (0.00) (0.00) (0.00) (0.04)
OP 0.132** 0.116** 0.130* 0.124** 0.222*
(0.03) (0.04) (0.09) (0.03) (0.09)
BIG4 0.420%** 0.42204% 0.424%** 0.4230+* 0.422%**
(0.00) (0.00) (0.00) (0.00) (0.00)
Constant 4.011%+* 3.923%** 4.145%** 4.200*** 6.694**
(0.00) (0.00) (0.00) (0.00) (0.00)
IND Control Control Control Control Control
YEAR Control Control Control Control Control
N 2376 2376 2376 2376 2376
Adj R? 0.281 0.287 0.184 0.182 0.218
F values 63.26 64.37 63.75 63.46 57.55

coefficients of ETR and MaETR are —0.40 and —0.360 with significant level at
5%, respectively. At the same time, the coefficients of Ratediff, MaRatediff are
0.224, 0.270, respectively. From the results above, we deduce that tax avoidance
will increase audit fees and verify the hypothesis 1.

There are differences between SOEs and non-SOEs in at least three aspects:
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motivation for tax avoidance, the degree of tax avoidance and the risk of bank-
ruptcy, which may affect the relationship between tax avoidance and audit fees. To
further explore the impact of property rights on the relationship of audit avoid-
ance and audit fees, we divide the full sample into the sample of state-owned
enterprises (SOEs) and non-state-owned enterprises (non-SOEs) according to

property rights. As is shown in Table 4, the coefficient of tax avoidance

Table 4. Regression results.

Coefficients and p-value

Variables
SOEs non-SOEs SOEs non-SOEs SOEs non-SOEs SOEs non-SOEs
ETR -0.333  -0.4770*
(0.15) (0.04)
Ratediff 0.214 0.228**
(0.24) (0.03)
MaETR -0.342 —0.414**
(0.16) (0.04)
MaRatediff 0.071 0.281**

(0.33)  (0.04)

SIZE 0.398%%*  0.435%**  0.403***  0.438** 0.360*** 0.431*** 0.358*%** 0.430%**
(0.00)  (0.00)  (0.00)  (0.00)  (0.00) 0.00)  (0.00)  (0.00)

DFL 0.0940*  0.0263**  0.106* 0.0386** 0.0895* 0.0281**  0.105* 0.0285**
(0.08)  (0.03)  (0.08)  (0.03)  (0.07) (0.03)  (0.07)  (0.03)

RISK —0.308 -0.128 -0.192 -0.124 -0.212 -0.129 —0.245 -0.126
(0.44)  (0.14)  (0.43)  (0.15)  (0.41) (0.14)  (0.42)  (0.14)

TAT 0.0876 0.0002 0.145* 0.0026 0.172 0.00419  0.148** 0.00227*
(0.17)  (0.14)  (0.08)  (0.18)  (0.16) (0.14)  (0.03)  (0.09)

ROA 0.509 0.746** -0.261 0.630** 0.290 0.731*%* 0.372 0.729**
0.28)  (0.04)  (0.18)  (0.03)  (0.19) (0.03)  (0.22)  (0.04)

LOSS 0.227%%%  0.222%%%  0.226%*  0.201%*  0.205%**  0.224*%%*  0.226***  0.223%%*
(0.00)  (0.00)  (0.00)  (0.00)  (0.00) 0.00)  (0.00)  (0.00)

(0)3 0.204**  0.114**  0.160***  0.102** 0.202* 0.112%*  0.192%**  0.108**
(0.03)  (0.04)  (0.00)  (0.04)  (0.06) 0.03)  (0.00)  (0.04)

BIG4 0.0252%*%  0.230**  0.0399** 0.231*** 0.0134* 0.228%** 0.0114** 0.229**
0.02)  (0.17)  (0.04)  (0.00)  (0.08) 0.00)  (0.04)  (0.02)

Constant  4.778%**  4.032%%*  4,603*%**  3.959%*  5344*%%%  4086%** 5.615%** 4.139%**
(0.00)  (0.00)  (0.00)  (0.00)  (0.00) 0.00)  (0.00)  (0.00)

IND Control  Control Control Control Control Control Control Control

YEAR Control  Control Control Control Control Control Control Control
N 1288 1088 1288 1088 1288 1088 1288 1088
Adj R? 0.300 0.296 0.310 0.302 0.260 0.296 0.278 0.296
F values 42.08 58.08 42.42 59.17 57.75 58.09 50.34 58.05
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(ETR/Ratediff/MaETR/MaRatediff) is only significant in non-SOEs. The results
show that non-SOEs are more tax-aggressive than SOEs, which results in higher

audit fees. Hypothesis 2 is consistent with the result.

5. Robustness Test

As for the proxy variable of tax avoidance, we also refer to Donohoe (2014) to
employ the tax-aggressive dummy-Avoid [14]. Because firms exhibiting low tax
rates relative to their industry peers are more likely to be using aggressive tax
strategies, if they are in the lowest quintile of ETR or MaETR by year within a
two-digit SIC industry. Avoid equals 1 if a firm is in the lowest quintile of ETR
or MaETR by year within an industry, and 0 otherwise. Regression results are

show in Table 5 and come to be similar with above.

Table 5. Regression results of robustness test.

Coefficients and p-value

Variables
Full samples SOEs non-SOEs
Avoid 0.0256* 0.011 0.0248*
(0.06) (0.13) (0.09)
SIZE 0.384*** 0.712%* 0.355%**
(0.00) (0.00) (0.00)
DFL 0.0955*** 0.0910 —-0.0731**
(0.00) (0.11) (0.03)
RISK 0.0445* —-0.0416 0.00381*
(0.09) (0.39) (0.09)
TAT 0.109*** 0.286*** 0.0853***
(0.00) (0.00) (0.00)
ROA 0.291 2.444%* -0.0120
(0.19) (0.02) (0.30)
LOSS 0.0498** 0.226*** 0.201**+*
(0.04) (0.00) (0.00)
(023 0.222* 0.299** 0.0662**
(0.09) (0.02) (0.03)
BIG4 0.4220+* 0.215* 0.639***
(0.00) (0.06) (0.00)
Constant 6.694** -2.335* 5.834**
(0.00) (0.06) (0.00)
IND Control Control Control
YEAR Control Control Control
N 2376 1288 1088
Adj R2 0.218 0.310 0.302
F values 57.55 42.42 59.17
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6. Conclusions

This paper selects the A-share non-financial listed companies in Shanghai and
Shenzhen Stock Exchanges from 2012 to 2015 as a sample, explores the rela-
tionship between tax avoidance and audit fees, and introduces property rights of
enterprises to further explore its impact on tax avoidance and audit fees. The
study found that the audit fees and the degree of corporate tax avoidance are po-
sitively correlated. At the same time, compared to state-owned enterprises
(SOEs), the greater the degree of avoidance in non-state-owned enterprises
(non-SOEs), the higher the audit fees charged by accounting firms.

These findings may have important implications for auditors and regulators.
For auditors, they may consider the impact of tax avoidance and pay more at-
tention to enterprises that have high degree of tax avoidance to identify the audit
risk brought by tax avoidance, which are beneficial to reduce audit risk effec-
tively, especially when auditing non-state-owned enterprises (non-SOEs). For
regulators, to improve the quality of transactions, restrain adverse selection be-
havior and achieve more efficient markets supervision, it is vital to reveal effec-
tive information of tax avoidance.

This paper explores the impact of property rights on relationship between tax
avoidance and audit fees, the sample is only divided into state-owned enterprises
(SOEs) and non-state-owned enterprises (non-SOEs). However, the sample can
be divided into the central government-controlled enterprises, provincial gov-
ernment-controlled enterprises and non-state-owned enterprises for further re-

search.
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