

[image: image1]
The Impact of Customer Psychological Price on Audit Pricing in the Start-Up Company Market












	 
	ORIGINAL RESEARCH
published: 02 July 2020
doi: 10.3389/fpsyg.2020.01562





[image: image]

The Impact of Customer Psychological Price on Audit Pricing in the Start-Up Company Market

 Rui Ding*

School of Economics and Management, Nanjing University of Science and Technology, Nanjing, China

Edited by:
Chih-Hung Yuan, University of Electronic Science and Technology of China, China

Reviewed by:
George Qilun Li, University of New South Wales, Australia
Huizhen Lizzy Long, Columbia University, United States

*Correspondence: Rui Ding, 314107000751@njust.edu.cn

Specialty section: This article was submitted to Organizational Psychology, a section of the journal Frontiers in Psychology

Received: 19 March 2020
Accepted: 10 June 2020
Published: 02 July 2020

Citation: Ding R (2020) The Impact of Customer Psychological Price on Audit Pricing in the Start-Up Company Market. Front. Psychol. 11:1562. doi: 10.3389/fpsyg.2020.01562

Start-up companies are confronted with various risks and many uncertainties, and professional auditing can fully analyze start-up companies. In this way, both parties may maximize their interests through auditing the market activities. Based on the characteristics of start-up companies, this study explores the impact of customer psychological prices on audit pricing. The impact of customer psychological prices on audit pricing decisions was systematically analyzed from various angles, thereby determining whether it will affect the development of the product market. The results show that product market dominance reduces the agency costs between the owner and manager of the customer company. In other words, if the customers have greater control over the product market, they will have a lower business risk, and the auditor risk will be reduced accordingly, hence a lower audit fee. In the start-up company market, even if the financing dilemma restricts the survival and development of the company, customers still have psychological expectations for audit pricing. When their psychological price of products is different from the market price of products, it may affect the market advantage of products with lower audit fees, and further expands the previous research. In the market, customers also have certain psychological expectations for “auditing” products. Therefore, strengthening the relationship between auditors’ pricing and customers’ psychological prices has a positive effect on enhancing the competitiveness of product markets, which also increases the operating efficiency of start-up companies.
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INTRODUCTION

Since China joined the World Trade Organization (WTO) in 2001, Chinese companies have not only faced competition from the domestic market but also participated in the fierce competition in the international market (Tsao et al., 2017). Increased globalization and reduced trade barriers have intensified the competition in product markets. At the same time, the world financial crisis in 2008 caused huge changes in the market structure of various industries around the world. Some scholars have studied whether the market competitiveness of products is related to audit pricing (Chang and Wong, 2018). Scholars believe that companies with competitive advantages in product market power can continue operations and set up barriers for potential new entrants, thereby reducing agency costs between managers and shareholders. At the initial stage of their life cycle, start-up companies do not have adequate funds and resources, leading to a low market share, small production scale, insufficient profitability, and certain financial difficulties. In this case, professional audit services can issue reasonable audit report opinions on the financial statements of the companies, avoiding the risk of lawsuits of start-up companies (Su et al., 2019).

Chhaochharia et al. (2009) explored the role of market competitiveness of products in the management of listed companies in the United States and the differences in shareholders’ interests; the results showed that the market competitive advantage of products significantly reduced agency conflicts. According to agency cost theory, product market competition, as a supervision mechanism, makes auditors face the pressure to reduce audit costs by reducing audit time. At the same time, some studies have shown that fierce product market competition not only increases the business risk of auditors but also increases the business risk of customers. Auditors are responsible for discovering material misstatements and confidently issuing audited financial statements (Yu, 2020). If auditors cannot use standard audit procedures to reduce the risk of customer breaches or errors to acceptable levels, they will require payment of insurance premiums to compensate. The auditors judge the audit risks by the operating financial statuses of clients. Poor financial status indicates a high probability of audit risk. The auditors need to obtain more sufficient and higher-quality evidence to control the inspection risk. Therefore, the audit cost is higher. Studies have also confirmed that effective governance mechanisms of enterprises will reduce the audit risks of listed enterprises and companies assessed by auditors, thereby charging lower audit fees.

The audit pricing strategy of a company is a key issue often considered in the marketing field. When a company highlights a new product, the company will price it and may need to adjust the product price as the market changes. These are the basic issues to be considered in the marketing process (Choi et al., 2019). However, many companies may ignore the impact of customer behavior and customer psychological factors during auditing pricing and marketing planning, which may indirectly affect the sales and profits of the company. Therefore, the auditor will predict the profitability by assessing the customer’s risk. To reduce potential losses, the audit company will increase the audit time and require the risk premium to compensate by increasing the audit cost (Lemmerer and Menrad, 2019).

Although the competitiveness of the industry is the same as all companies in the same industry, companies with stronger product market strength may protect themselves from the effects of fierce competition. By using the estimated profit-cost-margin (EPCM) values, this study follows previous research to measure the specific product market strength of a company in the industry. In this study, the existing research is extended to a developing country market such as China. From the perspective of customer psychology, the relationship between product market competitiveness and audit pricing under different institutional backgrounds is explored. This study aims to expand the information of customers on the establishment of audit prices, systematically analyze the impact of customer psychological prices on company pricing decisions from various angles, and enrich the role of customer bargaining power in the relationship between product market power and audit pricing.



LITERATURE REVIEW

Traditional audit pricing theory believes that in the competitive audit market, both auditors and clients should consider audit costs and audit risks during the negotiation of audit pricing. Most of the research on the influencing factors of audit pricing have selected the company size as the explanatory variable of audit pricing, and all have confirmed that the company size has the strongest explanatory power to audit pricing (Walsh et al., 2016). The influencing factors of audit pricing have always been an important topic in the field of company finance and audit. Mou et al. (2014) analyzed the ways that executive rights and internal control systems influence audit fees. The results suggested that they mainly affect the audit workload and audit risk, and then, audit costs (Mou et al., 2014). Shi et al. (2015) explored how analysts, who are also external corporate governance mechanisms, influence the decision-making of auditors. The results have confirmed that the firm’s audit pricing will refer to the analyst’s forecast. The more accurate the analyst’s forecast is, the lower the audit fees auditors charge; on the contrary, the more discrete the analysts predict, the higher the audit fees are.

In addition to the company size and governance, audit pricing is also affected by customers’ psychological expectations of audit quality. Some scholars pointed out that the customer’s demand for audit quality depends on their motivation to choose audit and the firm’s industry expertise; at the same time, they also discussed the impact on audit quality from the legal system environment faced by auditors (Defond and Zhang, 2014). The entry or exit of an accounting firm in the market, or the changes in clients’ demand for audit quality, will bring about changes in the supply and demand relationship of the audit market, while this change will also affect the audit pricing and audit quality of the firm (Rand et al., 2017). Regardless of whether the auditing fee charged by the firm for auditing services is reduced, the accounting firm will reduce transaction costs with listed companies as much as possible. The reason is that on the one hand, the reduction in transaction costs may make the firm issue lower audit pricing to attract customers; on the other hand, with the same audit fees, the firm will obtain more service premium and profit space.

In summary, there are many studies on the factors affecting audit pricing in this field, and their respective focuses are also different, including company size, audit quality, and market competition. However, as an important party of auditing process, customers also have a very important influence on audit pricing. Therefore, from the perspective of customers’ psychological prices, the correlation between product market competitiveness and audit pricing under different institutional backgrounds is explored.



MATERIALS AND METHODS


Audit Pricing and Market Competition

Auditing is a commodity and the result of auditing accounting statements. Currently, for the relationship between audit report products and non-audit report products, there are two main views theoretically. One is that the relationship between the two types of audit products is irreconcilable; the audit report product reflects the essential content of the audit. If the auditor provides non-audit report products at the same time, it will lead to loss of independence and reduce the quality of audit products. Another view holds that the relationship between the two types of audit products can be reconciled; the auditor can provide non-audit report products at the same time. If the auditor is professional enough, the audit quality will not be affected. In a market environment, an accounting firm can be regarded as a party providing audit services, and a listed company can be regarded as a party receiving audit services. Both parties have their goals in market activities and maximize their interests through audits (Pleman et al., 2019). The audit pricing formulated by external audit institutions not only includes audit costs but also is affected by the macro environment, audit risks, and market structure of the company. The specific audit account can reflect the risks and benefits in the audit process. The accounting firm audits the financial statements, operating risks, and internal control of listed companies, and issues audit reports with legal benefits. This credible audit report can effectively balance the information asymmetry between companies and investors, thereby improving the investment efficiency of investors. Regional audit pricing based on audit risk requires the consideration of the impact of regional differences on audit risk and the risk compensation in audit pricing. Research shows that audit pricing reflects significant misstatement risks (Price et al., 2019).

The audit market refers to a special transaction environment formed by the “audit” business. The main bodies of the two parties to the transaction are listed companies and accounting firms. In any market, the price system is an important factor in maintaining the balance of interests of all parties to the transaction. Price is also one of the key factors that determine the characteristics of the market structure. The premise of the orderly operation of the audit market is to have a complete audit system to provide protection, thereby regulating the behavior of the accounting firm and the individual auditor. Product market power symbolizes the comparative ability of a company to determine prices in the market by manipulating the levels of supply, demand, or both (Kushlev et al., 2019). Therefore, companies with stronger product market power may fully utilize their advantages by manipulating market prices and increase profit cost ratios while setting barriers for potential new entrants. In the field of microeconomics, some scholars have proposed a product market power measurement method. The excess price cost margin is used to describe the monopoly capacity of a product and then measure the product market strength of a company compared to its peers.

In recent years, with the continuous development of the accounting firms in China, the concentration of the audit market has increased, and studies have confirmed that the concentration of the audit market will increase due to the intensification of market competition (Kudryavtsev, 2019). On the one hand, there is fierce competition in the audit market; on the other hand, there is local monopoly in large accounting firms. The fierce competition in the audit market will not affect the independence of audit work, which means that it will not cause a decline in audit quality. In addition, as China’s government and society continue to increase audit supervision, the concentration of the audit market has declined. At this time, the audit quality has improved significantly, demonstrating a negative correlation between the audit market concentration and audit quality.



Impact of Customer Psychological Price on Audit Pricing in Start-up Companies

Due to the limited funds and few financing channels, the size of start-up companies is limited inevitably, which will lead to slower business development and lower product market share. Audit services can maintain the financial laws and regulations of the companies, improve business management, and increase economic efficiency. Generally, once problems are found during the auditing process, improvement opinions will be received in time to help the company make financial statements, which is of vital importance to the legal and positive development of the company. In the process of audit pricing, listed companies as customers who receive audit services, their psychological prices will affect the final audit pricing. Audit pricing is a common concern of the company’s internal financial and auditing industries, which is affected by various company characteristics such as company size and property rights. Customers will also set their own audit pricing according to their business development and operation, so there is a pricing game between the psychological price of customers and the audit pricing of accounting firms (Bills et al., 2018). The tripartite game participation methods, including the regulators such as the China Securities Regulatory Commission and the China Investment Association, are shown in Figure 1.
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FIGURE 1. Tripartite game approach to audit transactions.


The joining of regulatory agencies such as the Securities Regulatory Commission will further review listed companies based on audit reports provided by accounting firms. In the tripartite game model, a listed company and accounting firm are two elements that seek to maximize benefits in the cooperation process (Huang et al., 2019). Therefore, a reasonable audit price is the basic guarantee for ongoing transactions between the two parties. From the perspective of the company, if internal governance is unreasonable, it will lead to higher agency costs within the company and require auditors to assess the risk of major misstatement of the company. When assessing a company with a large audit risk, the auditor needs to pay more for the audit. It needs to increase audit efforts, expand the scope of the audit, and increase the audit processes. Therefore, the audit resources invested by the accounting firm will increase significantly. Correspondingly, as audit costs increase, audit pricing will increase (Sulistiyo and Ghozali, 2017). In terms of auditing this market service, the accounting firm is also an independent business organization. When receiving each audit business, the accounting firm will negotiate with the company for the specific audit service and audit pricing. In addition, the final audit pricing of the accounting firm needs to include the cost of company information collection, which is also a factor in the pricing differences between the two parties.

Auditing services can be seen as a special product on the market. When a company pays for the audit service as a customer, it will usually make a value prediction of the audit service as a commodity based on the service prices of other items that the customer refers to. Moreover, after the real service price is made clear, the service selection is determined and the customer psychological price is formed (Bills et al., 2016; Sari et al., 2019). If the pricing of the audit service exceeds the customer budget price, it is easy to reduce the customer’s desire to choose the service. Therefore, the relevant pricing personnel in the audit market need to price the service after understanding the basic psychological price of the customer, which is more conducive to the economic benefits of the accounting firm.



Research Hypotheses

Existing research has tested whether the commercial risks of customers have an impact on audit costs. Johnstone has built a model to describe customer acceptance decisions for risk assessment and risk adaptation. The auditor evaluates the customer’s risk and uses their evaluation results to decide on the audit plan to avoid or adapt to the risk (Asmara, 2016). Companies with stronger market competitiveness may set market prices to control their cost-margin and have advantages in setting barriers for potential new market entrants. Therefore, when the product market competition is incorporated into the correlation between customer operating risk and audit costs, it is assumed that customers with greater product market power face lower operating risks, which in turn reduces audit risks and audit costs (Finley et al., 2018).

Studies have confirmed that customers have an impact on service providers’ revenue and revenue realization. In turn, service providers may influence the psychological pricing of customers. For both parties of the audit supply chain, there is a contractual relationship between the auditor and the customer on whether to disclose audit fees. As a result, the third-party supervision of audit fees may exacerbate the game between the two (Kuntari et al., 2017; Krishnan et al., 2019). Since the end of 2001, listed companies in China have been required to disclose audit fees. This move reflects competition between the accounting firm and auditors, and thus expands the number of information that customers have on audit pricing. Therefore, it is necessary to pay attention to the role of audit customer bargaining power in affecting the relationship between product market power and audit costs (Sofia and Avianti, 2019).

Industrial competitiveness is the same for all companies in the same industry, while the market competitiveness of a product represents the market position of a company itself. On the one hand, audit companies may undermine their audit independence and use a “low-profile” strategy in exchange for retaining important customers. On the other hand, due to the large reputational risk capital of large customers, auditing companies tend to provide higher levels of assurance for important customers. Therefore, auditors will increase their auditing efforts and provide differentiated services. At this time, the customer psychological pricing of audit services will have a greater impact on audit pricing (Bik and Hooghiemstra, 2018).

Hypothesis 1: For customers with greater product market influence, the psychological price of the customer will have a greater impact on audit pricing. Audit service providers often charge fewer audit fees to retain important customers and enhance their influence.

Hypothesis 2: When the internal competition in the auditor industry is more intense, the psychological price of customers for audit fees will tend to decrease. At this time, customers with strong competitiveness in the product market will often be charged fewer audit fees.



Data Source and Model Design

To reduce the huge changes in sample selection after China’s accession to the WTO in 2001, this study selects samples since 2005. The samples include 21,154 company annual observations from 2005 to 2017. First, the listed companies of Growth Enterprise Board are excluded. Because the market competition of listed companies of Growth Enterprise Board is distinct from the market competition of listed companies of the Main Board, the included samples exclude financial companies (using the industry code of the 2012 listed company classification guide issued by the United States Securities and Exchange Commission). Besides, the company’s annual data with missing dependent, independent, and control variable data are excluded. To mitigate the effects of extreme values on the results of this study, all continuous variables are ranked at the head and tail of the 1% level each year.

Based on the existing research, this study selects some control variables that affect audit costs to control the fixed effects: customer company size (SIZE), customer leverage (LEV), financial distress (LOSS), inventory asset ratio (INVREC), return on assets (ROA), property, plant, and equipment asset ratio (PPE), operating cash flow (CASH_FLOW), market to book ratio (MB), and annual dummy variables and industry dummy variables (Shen et al., 2019). The following models are built to test Hypothesis 1:
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For the ability of auditors and customers to compete with each other’s psychological prices, the auditor industry competition (HERF_AUDITOR), experts (SPECIALIST), and customer importance (OFFICEIMPORT) are used as moderating variables. The industry competition of auditor (HERF_AUDITOR) is calculated by the relative value of the sum of the squared sums of all customers and audit fees for the same industry in the same year. An expert is an indicator. If the auditor has at least 10% of the total market share of an industry, SPECIALIST is set to 1; otherwise, it is set to 0. Customer importance (OFFICEIMPORT) is a measure of the ratio of customer fees to total fees paid by all public customers to the auditing firm. For customer bargaining power, the Pearson correlation coefficient of the percentage change of industry members is used to test the customer industry homogeneity (HOM). The customer industry competition (LNN) is defined as the number of companies in the same year and industry, and customer business complexity (COMPLEXITY) is also being considered. In the research on customer bargaining power based on their psychological price, the size of the company, company leverage, financial distress, inventory asset ratio, return on assets, property, plant, and equipment asset ratio, operating cash flow, market to book ratio, and annual and industry fixed effects are also controlled (Wu and Wu, 2017; Chen, 2019).
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RESULTS


Descriptive Analysis

Table 1, Figures 2, 3 provide detailed company sample information by year and industry. A total of 21,154 company annual observation data are obtained from the CSMAR database from 2005 to 2017. Panels A and B list descriptive statistics by year and industry. It is observed that the average audit cost has steadily increased during the sample year; the product market power of the companies in the scientific research and technical service industry is the weakest, and the product market power of the water conservancy, environmental and public facilities management industry companies is the strongest.


TABLE 1. Descriptive and correlation statistics.
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FIGURE 2. Descriptive statistics of the sample distribution of panel A by year.
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FIGURE 3. Descriptive statistics of the sample distribution of panel B by industry.


Table 2 and Figure 4 show descriptive statistics of the variables and their correlations. It is observed from panel A that the natural logarithm of audit fees is between 11.918 and 16.524, with an average of 13.605 and a median of 13.487. The fees collected from a single customer account for 2.6% of all customer fees. The relative average of HERF_AUDITOR is 0.024, which is much less than 1, indicating that competition among auditors is very fierce. At the same time, Table 2A also shows that 28.5% of the sample companies hired industry experts.


TABLE 2A. Descriptive and correlation statistics of panel A.
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TABLE 2B. Descriptive and correlation statistics of panel B.
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FIGURE 4. Descriptive statistics of key variables in panel A.


Panel B contains univariate Pearson and Spearman correlations between audit fees, interest variables (EPCM), and other control variables. It is found that companies with stronger product market power often charge lower audit fees. There is a significant correlation between LAF and most control variables. EPCM and the natural logarithm of audit fees are negatively correlated. Therefore, Hypothesis 1 is verified.



Subsample Regression

Model (2) is used to test Hypothesis 2 from the bargaining power between the auditor and the customer. The subsample regression results are shown in Table 3. When the moderating variables are continuous, the lowest and highest quartiles of these variables are used to compare the differences between the two subgroups. If the moderating variable is a dummy variable, the difference between the two subsamples is tested based on the two values of the dummy variable. Based on the t-test and significance level of the two subsamples of the mean, the standard errors of heteroscedasticity are clustered at the company level.


TABLE 3. Subsample regression results of each panel.

[image: Table 3]Panel A compares the differences in the coefficients of the two subsamples. The EPCM difference coefficients of the two subsamples are 0.304 (P < 0.01), which supports that the fiercer the audit competition is, the weaker the auditor’s bargaining power over audit fees is. The moderating effect of different expert values of panel B is compared. The EPCM difference coefficient of the two subsamples is 0.156 (P < 0.05), which indicates that customers with stronger market strength are often be charged them fewer audit fees. Panel C compares the different levels of customer competition for the company’s product market power, i.e., the advantage of being charged fewer audit fees. The coefficient of difference between the two subsamples of EPCM is 0.304 (P < 0.01), indicating that increased competition in the customer industry will reduce the disciplinary mechanism of company potential risk and further decrease the audit costs.



DISCUSSION

The product market power symbolizes the comparative ability of a company to determine prices in the market by manipulating the levels of supply, demand, or both. Therefore, a company with a stronger market strength will have a competitive advantage in the product market, and thus bring stable profits to the company (Obschonka et al., 2019). This study found that the competitiveness of the company’s product market is negatively correlated with audit costs, showing that customers with higher product market power have lower operating risks, and the audit risks and audit costs can be reduced. In addition, this study also expands previous research by providing evidence to prove whether the customer’s bargaining power will reduce or strengthen the company’s product market power advantage by being charged fewer audit fees (Wu and Song, 2019). The research results show that the intensification of competition in the audit industry, the auditor industry specification, and the intensification of competition in the customer industry have strengthened the market power advantage of company products, i.e., audit fees will be reduced. The importance of customers to auditors, the homogeneity of customers’ industries, and the complexity of customers’ businesses have weakened the market power advantage of companies that charge fewer audit fees. To ensure that the basic empirical results of this study are robust, first, the alternative measures of product market competitiveness are used to prove that the main results of this study are not limited by specific measures. In an environment where the audit market is oversupplied and there are a large number of accounting firms, most audit service products are considered to be homogeneous. Therefore, accounting firms need to standardize the auditing process and improve their audit quality to gain more competitive advantages. In perfect market competition, the price between accounting firms is equal to the marginal cost, and the profit of the accounting firms is zero. However, considering the differences in products, the quality of audit reports issued by different accounting firms is different. Listed companies have their preferences for the selection of accounting firms. The equilibrium price and marginal cost are different at this time.

This study selects the capital market of China, a developing country, as the research object, and examines the relationship between product market power and audit costs in various industries. In the market, customers also have certain psychological expectations for products. When their psychological price of products is different from the market price of products, it may affect the market advantage of products with lower audit fees, which further expands the previous research (Wu et al., 2020). Strengthening the relationship between auditors’ pricing and customers’ psychological prices has a positive effect on enhancing the competitiveness of product markets. Therefore, it is of positive significance to use the situation of Chinese capital market to verify the relationship between the psychological price of customers and audit pricing in the product market, thereby understanding the customer psychology and give full play to the market advantage of products to the greatest extent (Li et al., 2019).



CONCLUSION

Faced with a highly uncertain competitive environment, startup founders will make organizational changes. The founders influence the commitments of their subordinates and strengthen the behaviors of opportunity identification and advantage search, in order to realize the entrepreneurial vision. Under such circumstances, professional auditors will have a preliminary understanding of the company, review whether there are loopholes in internal control, and identify abnormal problems timely after reviewing the financial statements, thereby laying a solid foundation for the stable development of start-up companies. For customers with greater product market influence, the psychological price of the customer will have a greater impact on audit pricing. Audit service providers often charge fewer audit fees to retain important customers and enhance their influence. When the internal competition in the auditor industry is more intense, the psychological price of customers for audit fees will tend to decrease. At this time, customers with strong competitiveness in the product market will often be charged fewer audit fees. Due to the limitation of the data, the author may only choose the listed companies in China as the research object. Because there is no market competitiveness of private companies from the same industry, the measurement of China’s overall product market competitiveness is not comprehensive. In addition, the specific impact of audit pricing and customer psychological prices is not clarified in this study. Therefore, a more in-depth analysis is needed in the subsequent study.
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