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Abstract

Corporate ESG performance has emerged as a core indicator for evaluating a firm's sustainability and risk
profile. Given the growing emphasis on risk-based approaches to audit pricing, how auditors assess the risks
associated with corporate ESG performance remains a critical issue that warrants in-depth exploration. This
study reveals that superior corporate ESG performance is significantly associated with lower audit fees.
Mechanism tests show that strong ESG performance effectively mitigates corporate operating risk. This
mitigation significantly reduces the audit risks perceived by auditors, which in turn optimizes audit procedures
and ultimately lowers audit fees. Heterogeneity analysis reveals that this negative relationship is more
pronounced in firms audited by non-Big Four accounting firms and those that do not hold shares in financial
institutions. This study provides novel empirical evidence for audit pricing mechanisms from an ESG
perspective and enriches the existing literature on the economic consequences of corporate ESG performance.
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1. Introduction

The Third Plenary Session of the 20th Central Committee of the Communist Party of China emphasizes the
need to perfect the modern corporate system with Chinese characteristics, supporting and guiding various
enterprises to improve resource utilization efficiency, enhance management practices, and fulfill social
responsibilities. Corporate ESG (Environmental, Social, and Governance) performance serves as an evaluation
metric for a firm's practices in environmental protection, social responsibility, and corporate governance [1].
It reflects the principles of sustainable development that balances economic growth, environmental protection,
and social justice [2]. With the continuous advancement of the “Dual Carbon” strategy (carbon peak and carbon
neutrality) and the growing popularization of sustainable development concepts, corporate ESG performance
has become a core indicator for assessing a firm's comprehensive competitiveness, risk management
capabilities, and sustainable development potential. Its value in optimizing resource allocation, improving
operational stability, and enhancing market recognition is becoming increasingly prominent. Furthermore, it
provides a crucial reference for information intermediaries in the capital market to fulfill their duties.

As core information intermediaries in the capital market, auditors audit corporate financial statements to
provide reasonable assurance that they are free from material misstatement, thereby enhancing the reliance of
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intended users on these statements. In recent years, several accounting firms have faced regulatory sanctions
due to their failure to effectively identify ESG-related risks and fulfill their assurance responsibilities. This not
only damages the reputation of the certified public accountant (CPA) profession but also underscores the
importance for auditors to accurately identify ESG risks and reasonably determine audit fees.

Audit fees, resulting from the negotiation between the demand and supply sides of audit services, directly
reflect the auditors' time input and practice costs, while also incorporating their assessment of corporate audit
risks. Based on this premise, this study utilizes the comprehensive ESG score as the measurement indicator to
investigate the relationship between corporate ESG performance and audit fees.

Using China's A-share listed companies from 2014 to 2024 as the research sample, this study finds that
better corporate ESG performance is significantly associated with lower audit fees. Mechanism analysis
indicates that strong ESG performance can reduce firms’ operating risk, thereby lowering the audit risk
perceived by auditors. Consequently, auditors do not need to allocate excessive audit resources or perform
additional audit procedures, which ultimately leads to a reduction in audit fees. Furthermore, the negative
relationship between corporate ESG performance and audit fees is more pronounced when the auditing firm is
a non—Big Four accounting firm and when the audited firm does not hold shares in other financial institutions.

The potential contributions of this study are mainly reflected in the following aspects.

First, this study enriches the literature on the economic consequences of ESG performance by examining
the internal logic through which ESG affects external audit pricing, thereby filling the research gap concerning
how non-financial information influences pricing mechanisms. Second, it extends the literature on the
determinants of audit fees. By incorporating ESG performance into the analytical framework of audit pricing
and conducting heterogeneity tests based on auditor type and corporate ownership structure, this study
highlights the important role of non-financial information in risk-oriented auditing. Finally, this study
contributes to the theoretical framework of audit pricing under a risk-oriented audit approach by revealing the
underlying mechanism through which ESG performance influences operating risk, alters auditors’ risk
perceptions, and subsequently affects audit pricing, thereby providing insights for auditors to optimize pricing
strategies and enhance their risk identification capabilities.

The remainder of this paper is organized as follows. Section 2 reviews the relevant literature and develops
the research hypotheses. Section 3 presents the research design. Section 4 reports the empirical results and
further analyses. Section 5 concludes the paper and offers recommendations.

2. Literature Review and Research Hypotheses

2.1 Literature Review
2.1.1 Determinants of Audit Fees

As the demand side of audit services, the intrinsic attributes of the auditee directly determine the audit
workload and the baseline of audit risk, serving as the core determinants of audit fees. First, from an internal
perspective, firm size is one of the earliest identified key determinants of audit fees [3], exhibiting a significant
positive impact on audit pricing [4]. Concurrently, business complexity, financial risk, and internal control
quality all influence audit fees to varying degrees. Specific contributing factors include research and
development (R&D) expenditures [5], debt risks [6], corporate over-indebtedness [7], goodwill impairment
losses, internal control quality [8], and managerial power [9]. Second, from an external perspective, the brand
reputation and professional competence of accounting firms act as critical determinants. These include the size
of the accounting firm, industry expertise [10], and price competition among audit firms [11]. Finally, factors
related to digital finance and the information environment, such as corporate digital transformation [12] and
the comparability of accounting information [13], also play significant roles in determining audit pricing.

2.1.2 Economic Consequences of ESG Performance

ESG performance positively promotes firm value and corporate innovation [14]. On the one hand, green
auditing significantly increases the audit fees for key state-monitored enterprises, highlighting the critical
importance of incorporating environmental matters into the scope of auditing [15]. On the other hand, there
exists a U-shaped relationship between corporate performance and audit fees [16]. Finally, the disclosure of
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violations and regulatory penalties concerning accounting firms negatively moderates the relationship between
regulatory inquiries and audit pricing [17].

2.1.3 Literature Summary

Existing literature has yielded abundant findings on the determinants of audit fees, primarily focusing on
the internal and external dimensions of firms. Building upon this foundation, scholars have extended their
research perspectives to the association between corporate ESG performance and audit fees. While the
economic consequences of ESG performance have been widely verified, current studies exhibit inconsistencies
regarding its specific relationship with audit fees. Overall, although prior studies have noted the link between
ESG performance and audit fees, the conclusions remain ununified, and there is a lack of systematic
exploration of the underlying mechanisms connecting the two. Consequently, this study focuses on the intrinsic
relationship and functioning mechanisms between ESG performance and audit fees, providing theoretical
support and empirical evidence for both the research on audit fee determinants and corporate ESG practices.

2.2 Research Hypotheses

Grounded in the strategic context of China's high-quality economic development and the advancement of
the “Dual Carbon” goals, corporate ESG performance has emerged as a core dimension for evaluating the
sustainability of firms. Its role in shaping corporate risk profiles has gradually become a crucial determinant
in audit pricing decisions. Within this context, strong ESG performance can reduce a firm's overall risk level
by standardizing corporate operations and enhancing information transparency. As external independent
parties, auditors recognize these shifts in risk profiles, which allows them to optimize resource allocation,
reduce risk premiums, and ultimately lower audit fees. Essentially, superior ESG performance curbs the
increase in audit fees primarily by mitigating corporate risks.

Specifically, excellent ESG performance indicates that a firm has established standardized operational
systems across the environmental, social, and governance dimensions, enabling it to effectively avert various
operational risks. In the environmental dimension, environmental accountability significantly reduces the audit
fees of heavily polluting firms by enhancing their green governance, accounting information quality, and the
reliability of management tone [18]. In the social dimension, comprehensive protection of employee rights and
stable supply chain management reduce the likelihood of labor disputes and supply chain disruptions, thereby
ensuring the continuity of production and operations. Conversely, a heavy burden of social insurance
contributions increases a firm's operational risks, consequently elevating the audit fees it must bear [19]. In the
governance dimension, a robust internal control mechanism enhances operational efficiency and stability. An
efficient corporate governance structure not only mitigates agency problems within the company but also
reduces the audit fees charged by accounting firms [20].

ESG performance exerts a significant mitigating effect on a firm’s financial and operational risks. The
mitigation of these risks directly alleviates auditors' concerns regarding the risk of material misstatement.
Regarding financial risk, evidence from the Eurozone market suggests that a firm's capacity to control financial
risks is constrained by environmental, social, and governance factors; therefore, better ESG performance helps
alleviate these risks and improves business performance [21]. Furthermore, improvements in ESG performance
can reduce the risk of debt default [22]. Regarding operational risk, according to the China Standards on
Auditing (CSA) No. 1211: Identifying and Assessing the Risks of Material Misstatement, auditors are required
to comprehensively evaluate the operational risks stemming from a firm's internal and external environments.
Strong ESG performance lowers the audit risk perceived by auditors, which subsequently improves audit
efficiency.

In summary, strong ESG performance can significantly constrain audit fees by mitigating corporate risks
and lowering auditors' risk perceptions. Based on the aforementioned theoretical reasoning, this study proposes
the following research hypothesis:

Hypothesis 1 (H1): Ceteris paribus, there is a negative relationship between corporate ESG performance
and audit fees; that is, superior ESG performance is associated with lower audit fees.
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3. Research Design

3.1 Sample and Data Sources

Considering that China implemented the New Accounting Standards in 2007, to ensure the consistency of
financial indicators, this study initially selects China's A-share listed companies from 2014 to 2024 as the
research sample to investigate the impact of corporate ESG performance on audit fees. To eliminate
interference from other factors, the following screening procedures are applied: (1) excluding listed companies
in the financial and insurance industries; (2) excluding companies labeled as ST (Special Treatment) or *ST;
and (3) excluding observations with anomalies or missing data in the main variables. The final sample
comprises 37,936 firm-year observations from 5,018 companies. To mitigate the influence of extreme values,
all continuous variables are winsorized at the 1st and 99th percentiles. The corporate ESG performance data
used in this study are obtained from the Sino-Securities Index (Huazheng) ESG rating, while other financial
data are sourced from the CSMAR database.

3.2 Model Specification

To examine the impact of the comprehensive ESG score on audit fees and test the core research hypothesis,
this study constructs a two-way fixed effects model controlling for both year and firm fixed effects, as specified
in Model (1).

Lnfeeit:ﬂo-i-ﬁlESG,-J-i- > Controls;, +,ul,+,1t-|—gl.’ , (1)

In this equation, / and ¢ denote the firm and year, respectively. Lnfee is the dependent variable representing
audit fees, and ESG is the core independent variable representing corporate ESG performance. Controls
denotes a vector of control variables. Additionally, the model incorporates both firm and year fixed effects.

The impact of corporate ESG performance on audit fees is determined by examining the sign of the
regression coefficient -1 S | 1s significantly negative ( S ,<0), it indicates that an improvement in corporate
ESG performance can reduce audit fees by mitigating audit risks. Conversely, if | 1s significantly positive
(B1>0), it suggests that enhanced ESG performance leads to an increase in audit fees. Finally, if 'Bl is

statistically insignificant, it implies that the comprehensive corporate ESG score has no substantial impact on
audit fees.

33 Variable Definitions
3.3.1 Dependent Variable: Audit Fees (Lnfee)

Following the measurement approach of Luo and Wu [23], audit fees are measured as the natural logarithm
of a firm's current-period audit fees.

3.3.2 Independent Variable: Corporate ESG Performance (ESG)

Drawing upon the textual measurement framework from Li [24], this study uses the comprehensive ESG
score published by the Sino-Securities Index (Huazheng) rating as the core independent variable, denoted as
ESG. The Huazheng ESG evaluation system measures a firm's comprehensive performance across the
environmental, social, and governance dimensions based on the characteristics of the listed company's industry.
It reviews the historical trajectory of a company's ESG performance, identifies its ranking within the sub-
industry, decomposes the constituents of each ESG dimension, and tracks the company's ESG risk exposure.
This system provides a conceptual framework and guidance for corporate ESG information disclosure and
offers data validation and support for ESG investments. Furthermore, it constructs an industry weight matrix
and formulates a rating system based on scores, ultimately classifying firms into nine grades from C to AAA.

3.3.3 Variable Definition Table

This study selects firm size (Size), leverage (Lev), return on assets (Roa), management shareholding ratio
(Mshare), Big Four auditor (Big4), shareholding ratio of the top ten shareholders (Top10), board size (Board),
and CEO-chair duality (Dual) as control variables. The specific variable definitions are presented in Table 1:
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Table 1: Variable Definitions

Variable Variable Name Symbol Definition
Type
Dependent Audit fees Lnfee Natural logarithm of audit fees
variable
Independent  Corporate ESG ESG Comprehensive ESG score released by the Sino-Securities
variable performance Index (Huazheng) rating
Control Firm size Size Natural logarithm of total assets
variables Leverage Lev Ratio of total liabilities to total assets
Return on assets Roa Ratio of net profit to total assets
Management shareholding Mshare Proportion of shares held by management relative to total
ratio shares outstanding
Big Four auditor Big4 Equals 1 if the listed company is audited by a Big Four

accounting firm, and 0 otherwise
Shareholding ratio of the Topl10 Proportion of shares held by the top ten shareholders relative

top ten shareholders to total shares outstanding
Board size Board In(number of board members + 1)
CEO-chair duality Dual Equals 1 if the chairman of the board and the general manager

are the same person, and 0 otherwise

4. Empirical Results and Further Analysis

4.1 Descriptive Statistics

Table 2 reports the descriptive statistics of the main variables. As shown in Table 2, the mean value of
corporate audit fees (Lnfee) is 13.940, while the minimum, median, and maximum values are 12.770, 13.820,
and 16.180, respectively, with a standard deviation of 0.636. This indicates that there are considerable
differences in audit fees across firms. The mean value of ESG performance (ESG) is 72.980. The minimum,
median, and maximum values are 55.920, 73.230, and 86.060, respectively, with a standard deviation of 5.472.
This suggests that there are substantial differences in ESG performance among firms, and some firms exhibit
relatively large variations. The descriptive statistics of the remaining control variables in the sample fall within
a reasonable range.

Table 2: Descriptive Statistics of Main Variables

Variable N Mean p50 SD Min Max p25 p75
Lnfee 37936.000 13.940 13.820 0.636 12.770 16.180 13.490 14.280
ESG 37936.000 72.980 73.230 5.472 55.920 86.060 70.010 76.400
Size 37936.000 22.250 22.050 1.273 19.940 26.300 21.340 22.950
Big4 37936.000 1.943 2.000 0.233 1.000 2.000 2.000 2.000
Topl0 37936.000 57.870 58.590 15.370 22.670 90.280 46.690 69.860

Mshare 37936.000 15.030 2.793 19.660 0.000 68.280 0.006 28.280

Roa 37936.000 0.031 0.034 0.068 -0.276 0.197 0.010 0.065
Lev 37936.000 0.412 0.401 0.205 0.056 0.907 0.246 0.560
Board 37936.000 2.216 2.303 0.172 1.792 2.639 2.079 2.303
Dual 37936.000 0.327 0.000 0.469 0.000 1.000 0.000 1.000

4.2 Baseline Regression Analysis

Table 3 reports the baseline regression results examining the relationship between corporate ESG
performance and audit fees. Columns (1) and (2) present the regression results without control variables and
with control variables, respectively.

In Column (1), the regression coefficient of corporate ESG performance (ESG) on audit fees (Lnfee) is
—0.002 and is statistically significant at the 1% level, indicating that ESG performance reduces audit fees. In
Column (2), after further including the control variables, the regression coefficient of corporate ESG
performance (ESG) on audit fees (Lnfee) is —0.0036, which remains statistically significant at the 1% level.
Therefore, the regression results indicate that better corporate ESG performance significantly reduces audit
fees, providing preliminary support for Hypothesis H1.
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Table 3: Baseline Regression Results of Corporate ESG Performance and Audit Fees

(1) (2)
VARIABLES Lnfee Lnfee
ESG -0.002*** -0.004***
(-2.66) (-8.62)
Size 0.361%**
(47.23)
Big4 -0.331***
(-10.97)
Topl0 -0.004***
(-8.97)
Mshare -0.005%**
(-13.33)
Roa -0.467***
(-13.26)
Lev 0.078***
(2.69)
Board 0.012
(0.48)
Dual -0.001
(-0.22)
Constant 14.057%** 7.047%**
(307.39) (36.58)
Observations 37,936 37,936
Number of id 5,018 5,018
R-squared 0.001 0.472

*Note: *** * and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. The t-values reported
in parentheses are clustered robust t-statistics at the firm level. The same notation applies to the following tables.

4.3 Robustness Tests

The above regression results provide preliminary support for the proposed hypothesis. To further enhance
the reliability of the research findings and conclusions, this section conducts a series of robustness tests to
verify the core results.

4.3.1 Replacing the Dependent Variable

Following the study of Yuan et al. [25], this paper replaces the original dependent variable with abnormal
audit fees (Abfee) for regression analysis. The results are reported in Column (1) of Table 4. The regression
coefficient of corporate ESG performance (ESG) on abnormal audit fees (Abfee) is —0.003 and is statistically
significant at the 1% level. This indicates that better ESG performance also reduces abnormal audit fees,
suggesting that the previous findings and conclusions are robust.

4.3.2 Replacing the Independent Variable

To further test robustness, this study introduces an alternative explanatory variable. Referring to the
research of Gao [26], an alternative ESG composite score (ESG2) is used as an indicator reflecting corporate
ESG performance.

Column (2) of Table 4 reports the regression results using the alternative ESG composite score as the
explanatory variable. The regression coefficient of audit fees (Lnfee) on the alternative ESG composite score
(ESG) is —0.016.

The results indicate that after replacing the explanatory variable, the conclusion that better ESG
performance leads to lower audit fees still holds. Therefore, the previous findings and conclusions remain
robust.

4.3.3 Replacing the Sample

This study also conducts additional tests using alternative research samples. Since the new revenue standard
was implemented on January 1, 2018, while the implementation timing differed across different types of firms,
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this study focuses on listed companies after the implementation of the new revenue standard and re-estimates
the regression model.

Specifically, the sample period is restricted to 2019—2024, which reduces the number of observations from
37,936 to 24,152. Column (3) of Table 4 reports the regression results after changing the sample. The estimated
coefficient of corporate ESG performance (ESG) on audit fees (Lnfee) is —0.004 and remains statistically
significant at the 1% level. This result indicates that even when the sample is restricted to the period after the
implementation of the new revenue standard, the conclusions of this study still hold.

Table 4: Robustness Test Results After Replacing the Dependent Variable, Independent Variable, and Sample

(1) 2 3)
VARIABLES Abfee Lnfee Lnfee
ESG -0.003***  -0.016***  -0.004%**
(-4.07) (-4.36) (-4.49)
Size 0.004 0.342%*%  (0.322%**
(0.76) (58.92) (53.00)
Big4 0.004 0.581***  (.581%**
(0.14) (21.95) (21.93)
Topl0 0.004 0.027 -0.014
(0.11) (0.74) (-0.38)
Mshare 0.009 -0.052%*  -0.073%**
(0.36) (-2.08) (-2.79)
Roa 0.033 -0.953***  _0.963%**
(0.54) (-15.79) (-14.46)
Lev -0.018 0.046 0.117%**
(-0.57) (1.49) (3.62)
Board -0.001 -0.072%** -0.046
(-0.05) (-2.62) (-1.60)
Dual 0.000 0.049%**  (.047%**
(0.05) (5.45) (4.98)
Firm and year fixed effects Controlled Controlled Controlled
Observations 37,144 37,144 24,152
R-squared 0.002 0.608 0.604

4.4  Endogeneity Analysis

Corporate ESG performance may be associated with firm-level factors such as corporate governance quality,
managerial risk preferences, and industry competition structure. While ESG performance may influence audit
fees, a reduction in audit fees may also allow firms to allocate more resources to ESG governance and improve
their ESG performance. Therefore, a potential reverse causal relationship may exist between audit fees and
corporate ESG performance. To mitigate the potential endogeneity issue described above, this study conducts
a robustness test using the annual industry-average ESG performance within the same year (ESGIV) as an
instrumental variable.

This study argues that the industry-year average ESG performance is significantly correlated with a firm's
own ESG performance. Within an industry, there exists a clear peer effect and compliance pressure, meaning
that firms' ESG practices are not conducted in isolation but are significantly influenced by the overall ESG
development level of the industry. Therefore, the industry-year average ESG performance is expected to be
positively correlated with individual firms' ESG performance, satisfying the relevance requirement of the
instrumental variable. Meanwhile, the industry-year average ESG performance is an industry-level macro
variable, reflecting the overall ESG development level of a specific industry in a given year rather than the
micro-level decision of any single firm. Therefore, it satisfies the exogeneity requirement of the instrumental
variable. Following the Shenwan industry classification standard, this study groups sample firms by industry
and year. The arithmetic mean of ESG performance of all firms within each industry-year group is calculated
and used as the instrumental variable for the firm's ESG performance.

The results of the instrumental variable regression are reported in Table 5. Column (1) presents the first-
stage regression results. The regression coefficient of the instrumental variable ESGIV on the original
explanatory variable ESG is significantly positive, indicating that when the annual ESG average of the industry
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to which a firm belongs is higher, the firm's own ESG performance is also better. This finding is consistent
with the expectation described above, suggesting that the instrumental variable satisfies the relevance condition
and can effectively explain the variation in the explanatory variable ESG, further confirming the rationality of
the instrumental variable selection. Column (2) reports the second-stage regression results using ESGIV as the
instrumental variable. The regression coefficient of ESG performance on audit fees (Lnfee) is —0.0056 and is
statistically significant at the 1% level. This result indicates that after addressing the endogeneity issue using
the instrumental variable, the causal relationship between corporate ESG performance and audit fees still holds.

Table 5: Endogeneity Test Results Based on the Instrumental Variable

(1) 2
VARIABLES ESG Lnfee
ESGIV 0.4954%**
(28.96)
ESG -0.0056%**
(-3.46)
Size 1.3982%**  (.3401***
(28.37) (107.23)
Big4 -1.0727%%*%  -0.5816%**
(-5.13) (-60.22)
Topl0 0.0147*** 0.0002
(4.64) (1.64)
Mshare 0.0290%**  -0.0007***
(11.74) (-4.98)
Roa 9.9799%**  -0.9240%**
(16.29) (-24.33)
Lev -5.6508%**  (.0692%**
(-20.25) (4.35)
Board -0.2363 -0.0829%**
(-0.89) (-6.53)
Dual 0.0830 0.0512%**
(0.95) (11.12)
Constant 9.0345%**  8.0702%**
(5.26) (88.51)
Firm and year fixed effects Controlled  Controlled
Observations 37,936 37,936
R-squared 0.218 0.599

4.5 Mechanism Test

The previous results indicate that better corporate ESG performance reduces audit fees. This section further
explores the mechanism through which ESG performance affects audit fees. Specifically, this study examines
the mechanism from the perspective of corporate operating risk.

Strong ESG performance is often accompanied by sound corporate governance mechanisms, which can
effectively constrain managerial behavior and improve the scientificity and rationality of corporate operating
decisions. High-quality ESG governance strengthens the internal control system, reducing problems such as
managerial decision errors, overinvestment, or underinvestment, thereby avoiding significant profit
fluctuations caused by biased operational decisions. At the same time, comprehensive ESG information
disclosure enhances corporate transparency and reduces information asymmetry, enabling firms to better
respond to market changes. Consequently, it improves the stability of core business operations and reduces
corporate operating risk.

The core pricing logic of audit fees originates from the dual considerations of audit effort and audit risk [3].
As a concentrated manifestation of a firm's internal risk, operating risk serves both as a key basis for auditors
to evaluate audit risk and as an important determinant of the scale of audit input. When operating risk is high,
firms exhibit weaker earnings stability and greater uncertainty regarding future operations. As a result, auditors
need to perform more comprehensive audit procedures and allocate additional audit resources to address
potential audit risks, thereby increasing audit fees.
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John et al. [27] and Acharya et al. [28] argue that higher operating risk is associated with greater earnings
volatility. Therefore, this study measures operating risk using the volatility of corporate earnings. Following
the research of Wang et al. [29], this study uses the rolling three-period standard deviation of the lagged
EBITDA margin (Risk) to measure corporate operating risk and conducts the mediation analysis using this
variable. This measure has several advantages. First, it removes the interference of industry-wide systematic
fluctuations, thereby accurately reflecting the firm's own operating performance and avoiding the influence of
industry cycles and other external factors on the measurement of operating risk. Second, it excludes the impact
of non-operating factors, better capturing the profitability of the firm's core business operations. Third, the
rolling three-period lagged standard deviation focuses on the historical volatility characteristics of corporate
earnings, objectively reflecting the cumulative effect of operating risk and ensuring the rationality and accuracy
of the mechanism test.

The results of the mechanism test are reported in Table 6. In Column (1), the regression coefficient of the
rolling three-period standard deviation of the lagged EBITDA margin (Risk) on corporate ESG performance
(ESQ) is significantly negative, indicating that better ESG performance indeed reduces the volatility of the
lagged EBITDA margin and thus lowers corporate operating risk. Column (2) reports the regression results in
which audit fees (Lnfee) are regressed simultaneously on corporate ESG performance (ESG) and the mediating
variable (Risk). The regression coefficient of the mediating variable is significantly positive, indicating that
lower operating risk is associated with lower audit fees. Meanwhile, the regression coefficient of ESG
performance on audit fees remains significantly negative, although the absolute value of the coefficient
decreases compared with the baseline regression. This suggests that operating risk plays a partial mediating
role in the relationship between ESG performance and audit fees. These results indicate that corporate ESG
performance can reduce audit fees by lowering corporate operating risk, thereby decreasing the audit risk
perceived by auditors and the required level of audit input.

Table 6: Mechanism Test Results

(1) (2)
VARIABLES Risk Lnfee
ESG -0.0018**%* -0.0026%**
(-11.28) (-6.54)
Risk 0.2444%**
(10.11)
Size -0.0102%*** 0.3353%**
(-8.16) (53.50)
Big4 -0.0044 -0.4038%**
(-1.24) (-15.30)
Topl0 -0.0005%**%* -0.003 1 ***
(-6.02) (-9.01)
Mshare -0.0005%**%* -0.0029%**
(-7.85) (-11.33)
Roa -0.5474%%* -0.3562%**
(-29.83) (-10.81)
Lev -0.0246%*** 0.0916%**
(-2.87) (3.56)
Board -0.0056 -0.0265
(-0.89) (-1.26)
Dual 0.0024 0.0060
(1.15) (0.98)
Constant 0.5164*** 7.7207%%*
(15.12) (48.26)
Controls Controlled Controlled
Firm and year fixed effects Controlled Controlled
Observations 32,720 32,720
Number of id 4910 4910

4.6  Heterogeneity Analysis

The preceding analysis verifies the core conclusion that corporate ESG performance reduces audit fees by
lowering operating risk. To further examine whether this relationship varies across firms with different
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characteristics, this study conducts heterogeneity tests from two perspectives—auditor characteristics and
corporate ownership structure—specifically based on whether the firm is audited by a Big Four accounting
firm and whether the firm holds shares in other financial institutions.

4.6.1 Accounting Firm Size

The size of an accounting firm is closely related to audit quality [30]. Large accounting firms, due to the
quasi-rent effect, tend to provide higher-quality audit services.

On the one hand, the audit procedures of Big Four accounting firms are highly standardized. Based on long-
term professional experience, they have established fixed and comprehensive audit procedures and risk
assessment systems. Their audit resource allocation and pricing decisions rely more on preset standards of
overall corporate risk. Consequently, they are relatively less sensitive to the marginal changes in operating risk
brought about by ESG performance. Even if a firm's ESG performance improves and operating risk declines,
the standardized audit procedures of Big Four firms are difficult to adjust quickly, and therefore audit fees are
unlikely to decrease significantly.

On the other hand, Big Four accounting firms possess stronger bargaining power. Owing to their brand
reputation and market position, they hold a stronger dominant position in audit pricing, resulting in a certain
rigidity in audit fee determination. As a result, ESG performance is less likely to alter their established pricing
logic, making it difficult for ESG performance to generate a noticeable audit fee premium or discount.

In contrast, non-Big Four accounting firms have relatively limited audit resources and weaker risk
management capabilities. Therefore, they rely more heavily on firms' operating risk levels when adjusting
audit effort and audit pricing. Accordingly, this study expects that when a firm is audited by a non—Big Four
accounting firm, the negative relationship between ESG performance and audit fees will be more pronounced.

This study measures accounting firm size based on the ranking of domestic accounting firms. If a firm is
audited by one of the Big Four accounting firms, the dummy variable Big4 equals 1; otherwise, it equals 0.

Table 7 reports the grouped regression results based on accounting firm size. Column (1) presents the results
for firms audited by Big Four accounting firms. The regression coefficient of corporate ESG performance
(ESG) on audit fees (Lnfee) is not statistically significant at the 1% significance level. Column (2) reports the
results for firms audited by non—Big Four accounting firms, where the regression coefficient of ESG
performance on audit fees is significantly negative at the 1% level.

These results suggest that non—Big Four accounting firms exhibit greater pricing flexibility and are more
responsive to the risk changes brought about by ESG performance, thereby strengthening the negative impact
of ESG performance on audit fees.

4.6.2 Whether Firms Hold Shares in Other Financial Institutions

Financial institutions, as professional institutional investors, possess strong financial resources,
professional governance capabilities, and superior risk identification abilities. Their shareholding behavior can
effectively enhance corporate governance quality and standardize corporate decision-making, thereby
moderating the relationship between corporate ESG performance and audit fees. The integration of industry
and finance helps alleviate financing constraints faced by non-state-owned firms, thereby promoting higher
levels of risk-taking by real-sector firms. For state-owned enterprises, this integration mainly increases their
risk-taking level through enhanced capital profit-seeking incentives [31]. When corporate operating risk
increases, firms tend to acquire shares in financial institutions, while such shareholding subsequently reduces
firms' future operating risk [32]. Specifically, when firms hold shares in other financial institutions, on the one
hand, the financing convenience brought by the integration of industry and finance reduces corporate leverage
and financial risk. On the other hand, the professional supervision provided by financial institutions mitigates
principal-agent problems and lowers operating risk. Therefore, when auditors assess corporate audit risk, they
tend to believe that the professional oversight and resource support from financial institutions can effectively
control corporate risk. Consequently, auditors may pay less attention to corporate ESG performance as a non-
financial signal, resulting in an insignificant impact of ESG performance on audit fees. In contrast, firms that
do not hold shares in financial institutions lack the supervision and risk management provided by professional
institutional investors. In such cases, auditors rely more heavily on corporate ESG performance when assessing
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audit risk and determining audit fees. Therefore, this study expects that the negative effect of ESG performance
on audit fees will be more pronounced among firms that do not hold shares in financial institutions.

Based on corporate ownership structure, this study constructs a dummy variable Finlnst. If a firm holds
shares in other financial institutions, Finlnst = 1; otherwise, Finlnst = 0. Column (3) of Table 7 reports the
results for firms holding shares in financial institutions. Although the regression coefficient of ESG
performance on audit fees (Lnfee) is negative, it is not statistically significant. This indicates that ESG
performance does not significantly affect audit fees for firms holding shares in financial institutions. Column
(4) reports the results for firms without shareholdings in financial institutions. The regression coefficient of
ESG performance on audit fees is significantly negative at the 1% significance level, indicating that the
negative impact of ESG performance on audit fees is stronger for firms that do not hold shares in financial
institutions. These findings support the previous expectation that firms without shareholdings in financial
institutions strengthen the effect of ESG performance in reducing operating risk, thereby reducing audit fees.

Table 7: Heterogeneity Test Results

L( 1f) L(2f) L(Sf) L(?
nfee nfee nfee nfee
VARIABLES Big4=1 Big4=0 Finlnst=1  Finlnst=0
ESG -0.002 -0.003*** -0.004 -0.003***
(-1.47) (-6.68) (-1.51) (-6.80)
Size 0.349%**  (0.356%*%*  (0.401**%*  0.362%**
(18.49) (58.19) (16.17) (61.42)
Big4 0.437%**  (.393%**
(4.97) (15.51)
Topl0 -0.104 -0.336%** 0.227 -0.324%**
(-0.89) (-9.96) (1.38) (-9.77)
Mshare -0.226%*  -Q.271%** -0.109 -0.278%***
(-2.05) (-10.87) (-0.24) (-11.22)
Roa -0.342%**  _0.593%**  (.546%*%  -0.582%**
(-2.62) (-16.97) (-2.006) (-16.85)
Lev -0.088 0.035 0.032 0.038
(-0.91) (1.35) (0.20) (1.50)
Board -0.044 -0.033* 0.026 -0.022
(-0.57) (-1.72) (0.24) (-1.16)
Dual 0.068%** 0.003 0.099** 0.006
(3.56) (0.45) (2.41) (1.06)
Constant 7.047%F%%  6.430%F*  5019%FF  6.354%**

(17.41) (44.606) (10.59) (45.99)
Firm and year fixed effects Controlled Controlled Controlled Controlled
Observations 2,184 35,758 581 36,563
Number of id 414 4,817 342 4,998

5. Conclusions and Recommendations

This study examines how corporate ESG performance affects audit fees and explores the underlying
mechanism. The results show that there is a significant negative relationship between corporate ESG
performance and audit fees—that is, better ESG performance is associated with lower audit fees. Mechanism
analysis further reveals that strong ESG performance reduces corporate operating risk, thereby lowering the
audit risk perceived by auditors. As a result, auditors do not need to allocate excessive audit resources or
perform additional audit procedures, which ultimately leads to lower audit fees. Furthermore, the relationship
between ESG performance and audit fees exhibits heterogeneous characteristics. From the perspective of
auditor type, the negative relationship is significant for firms audited by non—Big Four accounting firms. From
the perspective of ownership structure, the negative relationship is more pronounced for firms that do not hold
shares in financial institutions.

Based on these findings, this study puts forward the following three recommendations. First, from the policy
perspective, under the background of the increasing popularity of ESG concepts and the gradual
standardization of audit pricing, policymakers should focus on two key aspects: ESG information disclosure
systems and audit risk management. Since disagreements in ESG ratings and information opacity may interfere
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with audit decision-making, policymakers should improve ESG disclosure regulations by clarifying disclosure
standards and content, refining information related to ESG and corporate operating risk, and enhancing the
comparability and transparency of ESG information. Meanwhile, drawing on the implementation experience
of China Standards on Auditing No. 1631, ESG-related operating risks should be incorporated into industry
audit guidelines to guide auditing institutions in reasonably identifying risk changes associated with ESG
performance and promote the coordinated development of ESG practices and the auditing industry. Second,
from the investor perspective, the market should strengthen the application of corporate ESG information in
investment decisions and corporate governance. Investors should pay close attention to the relationship
between ESG performance and corporate operating risk and use ESG performance as an important reference
for assessing corporate operational stability. At the same time, investors should focus on the interaction
between ownership structure and ESG performance and exercise shareholder rights to encourage firms to
improve ESG practices, thereby achieving a balance between investment returns and risk management. Third,
from the auditor perspective, as ESG performance increasingly becomes an important focus of auditing,
auditors should optimize their audit strategies and pay close attention to corporate ESG performance while
considering differences in auditor type and ownership structure. In particular, non-Big Four accounting firms
should strengthen their ability to identify ESG-related risks, incorporate ESG performance into the audit risk
assessment framework, and adjust audit pricing based on ESG performance while fully considering the
marginal changes in operating risk associated with ESG performance. Meanwhile, auditors should enhance
professional training related to ESG issues, standardize audit procedures concerning ESG-related risks,
improve audit quality and the rationality of audit pricing, and fully perform the risk-monitoring function of
auditing.
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