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Abstract This study examined whether the probability of a tax investigation by the general construction
industry could reduce the entertainment expenses in order to confirm whether a tax investigation can
reduce excessive discretionary expenses of firms. Among the general construction industry listed on the
KOSPI and KOSDAQ from 2011 to 2018, 274 firms with sales exceeding 10 billion won in the previous
year were targeted at the tax audit selection rate and the tax audit detection rate, which is a proxy
for the possibility of a tax investigation. The effect of the ratio of entertainment expenses to sales and
the increase rate of entertainment expenses was verified. As a result of the analysis, both the selection
rate and the detection rate of the tax investigation have a significant negative effect on the proxy
variable of the discretionary expenses measured as the proportion of entertainment expenses and the
increase rate of entertainment expenses. The results of this study showed that the tax investigation is
a means to curb the excessive expenditure of the firm's discretionary expenses, thus suggesting the

direction for the taxation policy and the effectiveness of the tax investigation.
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Fig. 1. Tax investgation selection rate by year and
sales
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Table 1. Variable Definition

variable definition

ENT entertainment expenses/sales

ENTG entertainment ratio increase rate

PROB Tax investigation selection rate

PRODUCT Tax investigation detection rate

SIZE the natural log of total assets
DEBT total debts/total assets
FOR foreign shareholders’ ownership
OWN the largest shareholder’s ownership
NI a dummy variable that takes the value of one if

net income of positive, zero otherwise

a dummy variable that takes the value of one if

BIG e . . ST i
’ it's audited by big accounting firm, zero otherwise

a dummy variable that takes the value of one if

KOSDAQ it's listed on the KOSDAQ, zero otherwise
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Table 2. Sample selection

Sample selection

December year—end and listed firms from 2011 to
2018(with sales exceeding 10 billion won among 340

construction industries)
(—) Missing variables data

(=) outlier

(9)

Final observations
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Table 3. Descriptive statistics

ENT ENTG PROB PRODUCT SIZE DEBT FOR OWN ROA NI BIG
ENTG —0.001
PROB —0.363""  —0.041
PRODUCT —0.555""  —0.025 0.555
SIZE —0.551""  —0.026 0.397™ 0.767™
DEBT —0.326™"  —0.008 0.277™ 0.4777 0.488™"
FOR —0.198™" —0.022 0.082 0.188™ 0.365™ 0.032
OWN 0.035 —0.024 0.018 —0.061 —0.181""  —0.025 0.006
ROA —0.169"" 0.403™ 0.173™ 0.291™ 0.167™  —0.243"" 0.080 —0.007
NI —0.091 0.052 0.003 0.090 0.003 -0.371"" 0.062 —0.029 0.499™"
BIG —0.314™"  —0.079 0.195™ 0.457™ 0.605™ 0.466™" 0.037 —0.082 —0.064 —0.103"
KOSDAQ 0.421™  —0.048 —0.270™" —0.480"™"  —0.600"" —0.606"™"  —0.323™ 0.034 0.077 0.187™  —0.439™"

1) Variable definitions are in Table 1.
2) =k, w0k, % denote significance at the 1, 5, and 10 percent levels, respectively.
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4.1 71=&A A frold &(-)9 #AE Bk
Table 3& & Aol AH-H 7IE A& 8.ok%
Aot} 2T AHAL TR0 T 319 S0 = B s} Table 4. Pearson correlations
al X‘;]‘\:HH]Q] ﬂig}q 0= L]'E]'L} th‘:Hi ?_t:ﬂ' H]‘g‘% mean S.D min. median max.
A& Q128 A] Fe 7P E 9= Ao =E eyt A ENT 0.001 0.002 0.000 0.001 0.010
e Z7HE] H A —1.000, S 418007 ENTG 0.228 2.867  —1.000  0.000 4180
LfERton], FE719S0 ditdos o3y A% A PROB 0.177 0.047 0.035 0.169 0.287
w7 Zobsre. PRODUCT ~ 0.884 0.077 0.630 0.922 0.964
SIZE 26.919  1.633 23402  26.921 30.174
AFFEAL A E S H gkt Hoigke 0.035, 0.287 DEBT 0.578 0.213 0.081 0.615 0.985
ol AWEL gk 0.630, HFk 0.9640]T}, 7] FOR 0.078 0128  0.000  0.025 0.670
TR} BAv) g o Hde 242} 26.919, 0.578% A OWN 0.143 0.190 0.000 0.057 0.742
71 AR gatos BAE Ao vE) thih 2 S B ROA -0.017  0.176  —1.453  0.012 1.105
=N NI 0.664 0.473 0.000 1.000 1.000
BIG 0.515 0.501 0.000 1.000 1.000
KOSDA! 0.423 0.495 0.000 0.000 1.000
4.2 }5]‘%%7:”94— l—lé i3 '}-0] -E_éj' 1) \'arial?le definitions are in Table 1.
W5 Fo] daaAE 249 A3 Table 400 A
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el S7HI7L A sl S8 ZId Y-S e Table 5914 Panel A AlF-FAL AAHES 7502
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Table 5. Difference analysis: Tax investgation probability
High Firms vs Low Firms

panel A. PROB
High Firms=137 Low Firms=137 diff
Variable
Mean Median Mean Median |t—value
ENT 0.0006 0.0005 0.0015 0.0008| —4.7381
ENTG 0.0507 0.0000 0.4046 0.0000| -1.0218

panel B. PRODUCT
High Firms=137

Low Firms=137 diff

Variable
Mean Median Mean Median |t—value
ENT 0.0004 0.0003 0.0017 0.0011| —8.0831
ENTG 0.0297 0.0000 0.4256 0.0000| —1.1435

1) Variable definitions are in Table 1.
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Table 6. The effect of tax investigation on the
entertainment expenses 1

ENT ENTG

Coeff. t—stat. Coeff. t—stat.
Intercept 0.012 " 6.049 12.166 " 2.976
AUDITPROB -0.144 " —2.599 -0.128 ' —2.143
SIZE -0.392 " —4.626 -0.211 " —2.299
DEBT —0.079 —1.096 0.125 1.598
FOR 0.017 0.302 —0.029 —0.470
OWN —0.041 —0.809 —0.055 —0.995
ROA —0.048 —0.795 0.586 " 8.928
NI -0.122 * —2.031 —0.164 * —2.538
BIG 0.033 0.496 —0.044 —0.618
KOSDAQ 0.147 © 2,051 -0.175 " —2.263
F—Value 16.507 ° 9.849
Adj. R? 0.338 0.226

1) Variable definitions are in Table 1.
2) #ak kx # denote significance at the 1,
respectively.

5, and 10 percent levels,
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Table 7. The effect of tax investigation on the
entertainment expenses 2
ENT ENTG

Coeff. t—stat. Coeff. t—stat.
Intercept 0.012 ™ 6.346 12.832 ™ 3.189
?}E(])D];LTJCT —0.269 ™ —3.174 —0.283 ™ —3.090
SIZE —0.264 ™" —2.643 —-0.068  —0.628
DEBT —0.036 —0.479 0.175 ™ 2175
FOR 0.005 0.087 —-0.044  —0.710
OWN —0.035 —0.687 —0.046  —0.844
ROA —0.017 —0.266 0.623 ™ 9.302
NI —0.097 -1.621 —-0.139 ™ —2.152
BIG 0.037 0.563 —-0.042  —0.598
KOSDAQ 0.150 ™ 2.112 —0.172 ™ —2.246
F—Value 17.069 ™ 10.571
Adj. R 0.346 0.240

1) Variable definitions are in Table 1.
2) sk, wk ok denote significance at the 1,
respectively.

5, and 10 percent levels,
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