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Abstract

The Effect of Internal Control Weaknesses on Book-Tax Difference

Yu, Soon-Mi" - Park, Sang-Bong™

Recent academic studies have investigated book-tax differences as an indicator
of earnings management. Tax accounting texts claim that the differences
between pre—tax financial reporting earnings and taxable income can provide
information about current earnings, and the large differences between book and
taxable incomes are an indicator of low—quality financial reporting earnings. This
study investigates the effect of internal control system over book and tax
difference using the KOSPI and KOSDAQ firms from 2006 to 2008.

The empirical findings are consistent with a weakness of internal control
system being associated with higher book-tax difference. That means a firm
which has material weakness in the internal control system allows for more
malpractice. In addition to this, If the managers tries to the efficient tax
decrease strategy, book-tax difference can be large. Which in turn leads us to
observe a positive relation between the weakness of internal control system and
intensity of book-tax difference. Overall, we interpret this evidence as indicating
that the failure of the internal control system can effect not only investors and
creditors but also tax authorities. And It emphasizes that a more -effective

internal control system linked with sound corporate governance.

Key Words : internal control weakness, book-tax difference, discretionary
accrual, earnings management
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