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Abstract:

Do third-party auditors act as watchdogs of tax administration or do they help firms
misreport taxes? We answer this question by examining firms response to audit
notches—defined as discontinuities in audit requirement—and exogenous policy-
induced changes in notches. Using Indian administrative panel data, we develop a
novel empirical framework that considers dynamic responses of a firm to notch and
conduct a difference-in-differences analysis. Our estimates suggest that firms remit 20
percent higher taxes and report 16 percent higher taxable income, because of third-
party audits. Using these estimates, we conclude that the policy is cost-effective and
raises net social benefit.
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