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Abstract

Research question: This paper investigates the impact that specific audit quality dimensions
have upon European Union Banks’ income smoothing behavior.

Motivation: Although previous studies have investigated the characteristics of audit quality,
little is known about the audit quality in the banking sector. Excessive risk taking and
business complexity may further impair auditors’ work and an audit’s outcome may be
conditioned upon banks’ risk.

Idea: We examine whether auditors’ independence influences bank managers’ decision to
smooth income and whether this attribute depends on bank risk and systemic importance. We
investigate the association between auditors’ industry specialization and auditors’ tenure with
the level of Loan Loss Provisions

Data: We use a sample of 133 banks from 26 European Union countries for the period 2006-
2013.

Tools: Similar to previous research, we use ordinary least squares analysis to test the results.
Findings: Empirical findings provide evidence that the auditors’ industry expertise limits
management’s discretion of high-risk banks to a greater extent relative to low risk banks. In
contrast, our results imply that banks that retain the same auditor for a consecutive fiscal year
are more likely to engage in income smoothing through LLPs. Furthermore, our study
examines whether audit quality dimensions have different outcomes on income smoothing
decisions between globally systemically important banks (GSIBs) and the rest of banks. Our
results provide evidence that the impact of industry specialization and auditor tenure on EU
banks accounting policy decisions differs between GSIBs and non-GSIBs.
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Contribution: Our analysis contributes in the existing body of research by focusing on the
impact of audit quality on managements’ accounting discretion and the influence of banks’
special attributes on the audit process.
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1. Introduction

In the face of the financial crisis of 2008, European Union (hereinafter EU) adopted
a series of corrective measures aiming to ensure financial stability. Audit framework
concentrated the interest of policy-makers due to the critical role of auditors in the
provision of verification regarding firms’ accounting quality. In October 2010, the
European Commission issued a Green Paper that addressed critical issues which
could impair the quality of audits. In line with the European Commission, several
banking regulators such as the Basel Committee on Banking Supervision (hereinafter,
BCBS) and the Financial Stability Board (hereinafter, FSB) suggested that auditors
should provide assurance services regarding banks’ risk data. As a result, risks of
misstatement and costs of failure would be reduced.

To provide high quality assurance services, the auditors of banks should maintain
high standards of independence and competence. Banks’ audit function may differ
from the audit of non-financial firms due to the special attributes of the banking
sector. Banks’ complex operations combined with the limited incentives of both
supervisors and depositors to exert efficient monitoring, may encourage managers to
engage in excessive risk-taking activities (Levine, 2003). Furthermore, managers
who invest in risky assets may use aggressive accounting policies to conceal their
opportunistic incentives and avoid a potential regulatory intervention (Leventis et
al., 2011). In addition, governments’ ‘too-big-to-fail’ policies may also deter
effective monitoring by market participants and auditors (Barth et al., 2004).

According to the results of a survey conducted in 2013 by the International Forum
of Independent Audit Regulators, bank audits by the world’s six largest accounting
firms have been found to be “persistently riddled with flaws” (Tepalagul & Lin,
2015). The American Institute of Certified Public Accountants (hereinafter, AICPA)
found that banks’ loan loss allowance ranks number one among the various
deficiencies found by inspectors (AICPA, 2006). The complexity of the financial
system and the opaqueness of banks’ assets suggest that a new approach to banks’
audit may be required. Auditors should not restrict their role in providing assurance
services but they should expand audit’s scope by verifying the financial information
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within the framework of a risk-based approach that focuses on the IFRS principle
“Substance over form” (European Commission Green Paper, 2010).

Although regulators and standard setters have outlined that banks’ audits often had
deficiencies related to loan loss provisions, only a few studies have examined the
impact that auditor independence and audit quality have upon the financial
statements prepared by financial institutions (Gaver & Paterson, 2007;
Kanagaretnam et al., 2010a).

This study uses income smoothing as an indication of accounting quality and
investigates whether specific auditing characteristics, such as auditor industry
specialization and auditor tenure, have an impact upon the EU banks managers
accounting discretion, by focusing in income smoothing behavior. Auditors who are
industry experts may perform better in error detection and financial fraud mitigation
(Johnson et al., 1991; Carcello & Nagy, 2004). Similarly, long auditor tenure may
improve audit quality by increasing auditors’ understanding about their clients’
business and develop their expertise during the audit (Tepalagul & Lin, 2015).
However, banks’ inherent risk and their systemic importance may influence
auditors’ judgments, resulting in adverse outcomes (Allen ef al., 2006).

This study examines whether the impact of auditor specialization and tenure on
smoothing behavior differs depending on each bank’s idiosyncratic risk. In addition,
our study aims to provide further insights in the research on the financial reporting
of Globally Systemically Important Banks (hereinafter, GSIBs) and other banks.

We use a sample of 133 banks from 26 European Union countries (1064
observations) for the period 2006-2013. In line with previous research, we examine
loan loss provisions (hereinafter, LLPs) as a smoothing accounting tool. To test our
hypotheses, we conducted a univariate analysis and we run a multivariate regression
model. Similarly, to previous research on income smoothing we use an OLS analysis
to test our results.

Our results suggest that bank’s inherent risk may alter the impact of certain audit
quality dimensions on managers’ income smoothing behavior. In particular, our
study provides evidence that auditor industry expertise limits high risk banks’
income smoothing through LLPs to a greater extent relative to low risk banks. In
addition, auditors’ retention limits managerial opportunism; however, this impact is
greater for low risk banks relative to high risk banks. Regarding banks’ systemic
importance, our analysis provides evidence that auditor expertise and auditor tenure
appear to have different outcomes between GSIBs and the rest of banks. In particular,
when GSIBs have employed an industry expert or retained the same auditor appear
to smooth income less than the rest of banks.

The findings of this study contribute to the existing literature concerning firms’
income smoothing behavior with special reference to banks. In addition, our study
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contributes in the existing audit research by focusing on the impact of certain banks’
attributes on specific audit quality dimensions. Our findings complement the
findings of previous research that investigates the interaction of regulators and
auditors upon loan loss provision timeliness and the income smoothing behavior of
GSIBs vs. non-GSIBs (Nicoletti, 2018; Peterson & Arun, 2018, Ugwu et al., 2020).
Furthermore, our findings can be useful to practitioners and regulators who aim to
enhance auditor independence and protect banks’ stakeholders from managerial
opportunism and fraud. This dimension can be of particular importance in the face
of the debate that has been initiated regarding the new role of auditing in the smooth
functioning of financial system.

2. Literature review

Literature suggests that banks’ managers have strong incentives to engage in income
smoothing and/or earnings management through accounting accruals, mainly LLPs.
Banks’ management incentives may be opportunistic aiming to expropriate wealth
at the expense of stakeholders’ purposes (Leventis et al., 2011; Ozili, 2017a, b;
Olczak, 2015; Ozili, 2019). In addition, official supervision and the imposed
minimum capital requirements may prompt banks to smooth income to avoid any
potential regulatory intervention (Anandarajan et al., 2007; Curcio & Hasan, 2015).
In addition, the efficiency of corporate governance mechanisms may also determine
the incentives of bank managers to engage in discretionary accounting choices
(Vasilakopoulos et al., 2018). On the other hand, managers may use income
smoothing to signal their private information to outside stakeholders (Beaver &
Engel, 1996; Kanagaretnam et al., 2005, Tran et al., 2019).

Banks’ complex operations and the moral hazard problem, which derives from the
existence of deposit insurance, may encourage managers to engage in excessive risk-
taking activities (Levine, 2003). Within this context, Fang et al. (2014) argue that
stricter legal enforcement and solid accounting standards reduce managerial
engagement in discretionary activities and require high accounting compliance that
deters earnings management.

In order to improve transparency and accounting quality the EU adopted the IFRS
accounting framework from the 1% January 2005. Moreover, the EU perceived the
risks that derive from financial innovation and the complexity of banks’ operations
and adopted the new regulatory framework of the Basel Accord II, which came into
effect on 2008 and replaced the Basel Accord 1. A series of studies investigated the
impact of the IFRS adoption upon banks’ accounting discretion and provided
evidence that the new accounting framework limited but did not eliminate
management’s income smoothing incentives (Gebhardt & Farkas, 2011; Hamadi et
al.,2016;).
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The financial crisis of 2008 raised questions about banks’ governance mechanisms
and accounting quality. In fact, numerous banks were given clean audit reports
during the crisis period despite they had recognized huge losses from on and off-
balance sheet figures. Therefore, several stakeholders claimed that the existent
legislative framework was inadequate for protecting them (Commission
Communication of 4 March 2009) and that the EU should re-examined the audit
framework. Subsequently, in October 2010, the European Commission issued a
Green Paper in order to address potential problems that were related with audit
policies and the role of auditors. In particular, the Green Paper suggested that
auditors should abandon the concept of “reasonable assurance” about the
informational content of a firm’s financial statements and adopt adopting a
"substance over form" approach, which includes ensuring that there is no arbitrage
of the differences in regulatory frameworks between jurisdictions.

Auditors are valuable for the financial system because their work alleviates the
potential conflicts between managers, owners and other stakeholders (Watts &
Zimmerman, 1981; Tessema, 2020). In fact, an audit opinion comprises an
independent verification that management has prepared a firm’s financial statements
according with the related accounting framework. Within this context, DeAngelo
(1981) argued that auditors’ opinion is associated with an audit’s quality dimension,
which in turn, depends on the joint probability that an auditor will discover a breach
in the clients’ accounting system and he/she will report this breach.

Previous studies examined a series of factors that impair audit quality and are related
either with auditors’ independence (Krishnan & Krishnan, 1996; Li, 2009) or with
auditors’ competence (Shaub and Lawrence, 1996). However, related evidence
comes from the non-financial sector and only a few studies have examined the
impact of audit quality on financial firms (Gaver & Paterson, 2007; Kanagaretnam
et al., 2010a; Salem et al.,2021).

Banking sector’s information uncertainty may increase due to the greater complexity
of banking operations and difficulty of assessing risk on the large portfolio of loans
(Autore et al., 2009). Within this context, if high risk banks use accounting accruals
to mask excessive risk taking and management’ s opportunistic incentives, the stage
of risk assessment may be severely impaired and consequently the overall audit
quality may decline.

Literature posits that there is an inverse relationship between the level of bank capital
and risk exposure (Shrieves & Dahl, 2003; Yasuda et al., 2004). Within this context,
riskier banks are more likely to engage in earnings and capital management (Leventis
et al., 2011). In particular, capital is used to absorb unexpected losses arising from
credit risk, interest rate risk and liquidity risk. As a result, it comprises a critical
figure that generates confidence to stakeholders regarding a bank’s financial
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strength. Therefore, bank managers may mask their bank’s excessive risk by
adjusting capital and earnings through discretionary accounting policies.

Given that the riskiness of an auditor’s client is dependent on the complexity of
transactions and accounting systems in place, audit process can be influenced by
management’s incentives to prepare reliable financial statements. Empirical findings
provide evidence that the degree of client complexity and risk significantly influence
audit procedures in terms of the planned extent or hours of testing (Caramanis &
Lennox, 2011; Cardelon ef al., 2012), the nature of planned testing (Hackenbrack &
Knechel, 1997) and the personnel assigned to the audit (Johnstone & Bedard, 2001).

A client’ risk assessment comprises the first stage of the audit process and may
influence the overall quality of the audit. Risk assessment appears to be the most
important stage because it determines the nature and the extent of the planned
procedures (Allen et al., 2006). Besides, the modification of the planned procedures
may become difficult if an auditor’s initial risk perception is false (Hammersley et
al., 2011). Furthermore, auditors’ selected approach to assess a client’s risk may lead
to adverse outcomes (Wilks & Zimbelman, 2004).

Although audit process may be influenced by a bank’s idiosyncratic risk,
management discretionary accounting accruals may comprise another throwback, as
well. AICPA found that banks’ loan loss allowance ranks number one among the
various deficiencies found in banks’ financial statements (AICPA, 2006). This
implies that auditing banks’ income smoothing practices through LLPs comprises a
challenging task. If auditors fail to discover a potential breach, while assessing the
adequacy of loan losses, may suffer from a loss of their reputation (Kanagaretnam et
al., 2010b). Given, that the vast majority of EU banks is audited by Big-5 auditors,
industry expertise may comprise the most important audit characteristic with regard
to the audit quality of the banking industry. Although a Big 5 auditor may serve
clients in multiple industries, the auditors may not have a competitive advantage in
all industries. Dominating an industry seems very costly due to limited human capital
with industry expertise and constrained economic resources (Kanagaretnam et al.,
2009).

Kanagaretnam et al. (2010b) examined industry expertise in the banking sector and
found that industry specialization mitigates banks’ benchmark-beating incentives
through discretionary accruals. This quality dimension plays a more important role
in mitigating earnings management than the classification of auditors as a Big-5.
These findings are in line results for non-financial firms which documented that
industry specialization lowers discretionary accruals and mitigates financial fraud
(Carcello & Nagy, 2004; Krishnan, 2003). However, in the case of banks, risk plays
an important role for managers’ accounting discretion. Leventis et al. (2011) found
that riskier banks are more likely to engage more in earnings management strategies,
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even after the implementation of IFRS. Within this context, although industry
specialization has a negative association with earnings management through LLPs,
inherent bank risk may differentiate the influence of this quality dimension on banks’
income smoothing behavior. Therefore, we formulate the following hypothesis:

H1: The impact of industry specialization on the association between loan loss
provisions and earnings before provisions and taxes for high risk banks is not
significantly different than the impact of industry specialization on the association
between loan loss provisions and earnings before provisions and taxes for low risk
banks.

Auditor tenure comprises another important dimension of audit quality and as result
has an impact on financial reporting quality (Lin & Hwang, 2010). In the Green
Paper of 2010, the European Commission states that “Situations where a company
has appointed the same audit firm for decades seem incompatible with desirable
standards of independence”. However, literature’s interpretation about the impact of
auditors’ tenure on audit quality seems controversial. A series of studies suggest that
as the auditor-client relationship lengthens, auditors become more likely to act in
favor of management, a fact that reduces audit quality (Carey & Simnett, 2006;
Bamber & lyer, 2007). The opposing view suggests that short tenure means an
auditor has less knowledge of a client, which results to greater opportunities for fraud
and earnings management. Within this context, Johnson ez al. (2002) argue that long
tenure enhances auditor expertise.

Previous findings regarding the impact of tenure on accounting quality are mixed. A
series of studies have reported a positive relation between auditor tenure and
earnings quality (Myers et al., 2003; Chen et al., 2008), while Carey and Simnett
(2006) find no association between the two variables in the case of Australian firms.
In addition, Davis et al. (2009) found that auditor tenure is associated with higher
earnings management in both short and long tenure situations, but this is only
observable prior to the passage of the Sarbanes-Oxley Act.

In the case of banks, auditors’ tenure may be conditioned upon a bank’s idiosyncratic
risk as well. High risk banks, which are encouraged to use discretionary accounting
policies and conceal their excessive risk, may seek for a short term audit- client
relationship. Thus, they will deter auditors to understand their business and detect
material misstatements (Knapp, 1991). In contrast, low risk banks will have fewer
incentives for a quick audit rotation. Furthermore, high risk banks may be a potential
threat for an audit firm’s reputation. Within this context, auditors of riskier banks
may abandon their client and sacrifice future economic benefits for the retention of
their reputation (Beeler & Hunton, 2002; Chang & Hwang, 2003). As a result, banks
who aim to have a long-term relationship with their auditors may have fewer
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incentives to smooth income through LLPs, relative to banks who seek a quick audit
rotation. Therefore, we formulate the following hypothesis:

H2: The impact of auditor’s tenure on the association between loan loss provisions
and earnings before provisions and taxes for high risk banks is not significantly
different than the impact of auditor’s tenure on the association between loan loss
provisions and earnings before provisions and taxes for low risk banks.

The size of a client may influence independence as well. An auditor is more likely
to yield to pressures from larger clients, and as a consequence to compromise his
independence (Hribar et al., 2010). Within this context, auditors are less likely to
issue modified, qualified or going concern opinions for their large clients (Blay &
Geiger, 2013). In addition, Sharma et al. (2011) found that although there is a
positive association between clients’ importance and earnings management, an
effective audit committee may mitigate such conflicts.

The problem of large clients may be even greater in the banking industry where the
“too big to fail policy” and the notion of globally systemically important banks exist.
The "too big to fail" theory asserts that certain corporations, particularly banks, are
so large and so interconnected with other financial institutions that a possible failure
would be disastrous to the greater economic system. This seems to be particularly
the case for global systemically important banks (GSIBs), which are complex
organizations with hundreds of subsidiaries that operate globally under different
regulations and legal requirements.

Although the studies of Gaver and Paterson (2007) and Kanageretnam ef al. (2010b)
showed that that auditors tolerate less earnings management in larger clients of the
financial sector, the financial and political strength of GSIBs may influence auditors’
judgments. Yet, Petersen and Arun (2018) argued that GSIBs are large firms and
consequently tend to smooth income or manage earnings to a greater extent
compared to smaller firms. In particular, they found that GSIBs engaged more in
income smoothing through LLPs relative to non GSIBs when they have substantial
non-performing loans and they aim to meet/exceed minimum regulatory capital
ratios. Therefore, governments’ favorable policies may prompt GSIBs to conceal
managers’ opportunistic behavior by adjusting accounting accruals such LLPs. On
the other hand, non GSIBs may be more constrained with regard to their accounting
policy decisions, because their monitors may tolerate fewer deviations from
regulatory standards. Within this context, the impact of auditor industry expertise
and audit tenure on audit quality may not be the same for GSIBs and non-GSIBs.
Therefore, we formulate the following hypotheses:

H3: The impact of auditor expertise on the association between loan loss provisions
and earnings before provisions and taxes for G-SIBs is not significantly different
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than the impact of auditor expertise on the association between loan loss provisions
and earnings before provisions and taxes for non G-SIBs.

H4: The impact of auditor tenure on the association between loan loss provisions
and earnings before provisions and taxes for G-SIBs is not significantly different
than the impact of auditor tenure on the association between loan loss provisions and
earnings before provisions and taxes for non G-SIBs.

3. Research design

Our sample consists of 1,064 annual observations drawn from 26 countries and
covering 2006 to 2013. The sample comprises of 133 banks. Gebhardt and Farkas
(2011) examined data for 90 banks in 15 EU countries. Similarly, Hamadi et al.
(2016) examined 103 banks from 24 EU countries. Banks domiciled in
Luxembourg are not included in our sample due to missing data. We use 2006 as
the base year for our analysis because the EU adopted IFRS on January 1, 2005.
Many of the 2005 financial statements were prepared under IFRS 1, which
allowed a number of exceptions for first-time adopters. Using 2005 as the base
year would have included in our sample firms that did not operate in a completely
uniform accounting environment. Our analysis ends in 2013 because new reforms
in the banking sector came into effect after that year. The establishment of the
Single Supervisory Mechanism (SSM) made official supervisions in the Euro-area
different from that elsewhere. Furthermore, the preparations for Basel Accord III
adoption, the directive for the resolution of banking crises (BRRD), and the
actions taken for Shadow Banking may have influenced both managers’ and
monitors’ incentives.

Banks and other public interest entities domiciled in the EU were required to
prepare their financial statements in accordance with IFRS from January 1, 2005.
Furthermore, the EU has adopted both Basel Accords (I & II). Subsequently, all
banks in our sample report their financial statements under a uniform accounting
framework (IFRS) and operate under a uniform regulatory environment.

As in Gebhardt and Farkas (2011) and Hamadi et al. (2016), our data were hand
collected from the annual reports of EU banks published on their websites. This
hand collection was driven by a large number of missing observations regarding
LLPs, non-performing loans, and net charge-offs. Table 1 describes our sample
construction. Our initial database consisted of 8019 active financial institutions
according to the records of the European Central Bank in 2014. We exclude all
the financial institutions that were not assessed by a rating agency in order to
include only the banks that attract the interest of independent market participants.
In our initial sample, 2021 financial institutions were rated by at least one agency.
Furthermore, in line with Anandarajan et al. (2007), each selected bank had to
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provide data for all of our variables during the study period in its annual report.
Thus, we exclude every bank with at least one missing observation, creating a
sample of 133 banks from 26 EU countries.

The following table (Table 1) summarizes the way we ended up in our final sample:

Table 1. Sample selection

Total number of credit institutions in the ECB record of 2014 8019
Minus: Credit institutions without assessment from a rating agency 5998
Banks that attract the interest of market independent participants 2021
Minus: Total numbers of banks without full range of accounting data for 1898

the period of 2006-2013

Minus: Number of outliers -

Total numbers of banks in the final sample 133

In order to test our hypotheses, we run a multivariate model. Our model consists of
a series of variables that capture income smoothing through LLPs and are analyzed
by Beatty and Liao (2014). Furthermore, our model includes specific independent
variable variables depict banks’ risk and audit quality. In order investigate separately
the impact of auditors’ industry expertise and audit tenure we use the following
equations:

LLPt=0+ 1 X NPLt + 2 X ANPLt + 3 X COt + 4 X ALW t-1 + 5 X SIZEt-
1+ 56 X AGDPt + 7 X AUNEMPt + 8 X ALOANt + 9 X LOANt + f10 X EBPTt
+ p11 X RISK + p12 X AUDEXP + B 13 X (EBPTt X RISK X AUDEXP) +
2 Countryfixed effects + XPeriod fixed effects + et (MODELL1)

LLPt= 40 + 1 X NPLt + 2 X ANPLt + 3 X COt + 4 X ALW t-1 + 5 X SIZEt-
1+ 6 X AGDPt + 7 X AUNEMPt + 8 X ALOANt + 9 X LOANt + 10 X EBPTt
+ p11 XRISK + 12 X AUDRENURE + 13 X (EBPTt X RISK X AUDTENURE) +
2 Country fixed effects + 2 Period fixed effects + et (MODELZ2)

Where:

LLPt Loan loss provisions at the end of year t
scaled by lagged total loans

NPLt Change in non-performing assets at the end
of the current year t divided by lagged total
loans

ANPLt Change in non-performing assets at the end
of the current year t divided by lagged total
loans
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COt Net Charge —offs of the current year t scaled
by lagged total loans

ALWt-1 Loan loss allowance at the end of the previ-
ous year t-1 divided by total loans

SIZEt-1 The natural log of total assets of the previous
year t-1

AGDPt Change in GDP at the end of the current year
t

AUNEMPt Change in unemployment rates at the end of
the current year t

ALOANt Change in total loans at the end of current
year t divided by lagged total loans

LOANt Total loans at the end of the current year t
divided by total assets

EBPTt Earnings before taxes and provisions at the

end of the current year t scaled by lagged
total loans

RISK Dummy variable that takes the value 1 if a
banks is classified as high risk and 0 other-
wise

AUDEXP Dummy variable that takes the value 1 if au-
ditor is classified as expert and 0 otherwise

AUDTENURE A dummy variable, 1 if the audit firm is
switched at time t, and 0 otherwise

EBPTt X RISK Interaction term between earnings before

X AUDEXP taxes and provisions (EBPTt) RISK and
auditors’ expertise (AUDEXP)

EBPTt X RISK X Interaction term between earnings before

AUDTENURE taxes and provisions (EBPTt) RISK and

auditors tenure (AUDTENURE)

Our multivariate model is developed in two parts. The first part aims to capture
factors that influence LLPs’ non- discretionary components (Hamadi et al., 2016).
In particular, banks will recognize an amount of LLPs that will reflect the credit risk
of their assets, regardless management’s incentives for opportunistic income
smoothing or signaling private information. The second part of our model consists
of variables that aim to capture the relation of LLPs with income smoothing and its
interaction with risk and audit quality.

Our independent variable is the reported LLPs (LLPt) at the end of the each period.
The accounting treatment of LLPs is based on IAS 39, which requires the recognition
of an expense amount that reflects managements’ expectations about future loan
losses that will occur due to current overdue loans. These provisions will be reversed
during next year, when actual loan losses will occur. According to the relative
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guidelines, the recognition of a provision expense should be based on the objective
evidence of the loss and any forward-looking provisions are prohibited. However, the
lack of specific guidelines about the circumstances that comprise objective evidence
about future loan losses encourages managers to use LLPs as a smoothing device.

Banks recognize loan loss provisions in order to reflect their expectations about the
losses that will occur due to the credit risk that exists throughout their loan portfolio.
Banks could compute potential loan losses assessing either each and every large loan
or groups of smaller and homogeneous loans. Within this context, the amount of non-
performing loans (NPLt) and the amount of non-performing loans (NPLt) could
comprise a reliable indication about the credit risk of each bank of our sample
(Hamadi et al., 2016). As a result, both non-performing loans of the current year
(NPLt) and their change during the current year (ANPLt) are expected to be positively
associated with loan loss provisions. Furthermore, according to the accounting rules,
current year’s LLPs are expected to be reversed within next year, when actual loan
losses will occur. Thus, we follow Nichols et al. (2009), including current year’
charge-offs (COt) in the regression model, which are predicted to have a negative
association with current year’s LLPs.

Past LLPs accounting policies may have an impact on current year’s LLPs. The
rationale for controlling for past allowance is that if banks recognize sufficiently high
provision in the past, the current year’s LLPs may be lower. However, if past
allowance reflects the overall credit quality of the bank’s clients, then lagged
allowance and provision may be positively correlated (Beatty and Liao, 2014).
Within this context, we control for the impact of loan loss allowance of the previous
year (ALW?t-1) on current years’ LLPs and we expect a positive correlation between
LLPs and loan loss allowance of the previous year (ALWt-1).

Prior literature suggests that larger firms tend to smooth income or manage earnings
to a greater extent compared to smaller firms. In particular, managers of larger firms
will prefer to use accounting procedures that decrease high earnings for fear of
political and/or regulatory scrutiny of bank earnings (Zimmerman, 1983). Therefore,
we use size (SIZEt-1) to control for different levels of accounting discretion regarding
each banks’ regulatory scrutiny or monitoring mechanisms.

Many studies suggest that the amount of LLPs is influenced by macroeconomic
factors. We follow Laeven and Majnoni (2003) and Bikker and Metzemakers (2005)
and we control for a country’s macroeconomic condition by including the annual
growth of GDP (AGDPt), the annual growth of a bank’ loans (ALOANT), the annual
unemployment rates (AUNEMPt) and total banks’ lending amounts (LOANt). Beatty
and Liao (2011) argue that LLPs may be higher when a bank extends credit to more
clients with lower credit and vice versa. Within this context, we predict a positive
association between our dependent variable and loan growth (ALOANt) and total
lending (LOANTY). Furthermore, the growth of GDP (AGDPt) and the unemployment
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rate (AUNEMPt) reflect the overall economic condition of a country. During
economic booms GDP growth is expected to be positive and unemployment rates
low. Thus, banks’ clients credit quality is expected to be higher during booms and
subsequently banks are expected to recognize lower LLPs during such period. In
contrast, banks will recognize higher LLPs in recession periods due to expected
deterioration of their clients’ creditworthiness. Therefore, we expect a negative
association between LLPs with GDP growth (AGDPt) and a positive relation with
unemployment rates (AUNEMPY).

The income smoothing hypothesis suggests that managers deliberately increase
LLPs when earnings are high in order to create an inventory of income for a ‘rainy
day’ (Greenawalt & Sinkey, 1998). When earnings are low, managers can either
deliberately understate LLPs or reverse the previous year’s recognized provisions to
offset unexpected losses (Laeven & Majnoni, 2003). Within this context, we capture
managers’ income smoothing behavior by including earnings before provisions and
taxes (EBPTt). If managers aim to smooth income, LLPs will be positively
associated with earnings before provisions and taxes (EBPT?).

The underlying assumption of hypotheses H1 and H2 is that banks’ risk may
differentiate the impact of audit quality dimension on banks’ income smoothing
behavior. We use the dummy variable (RISK) in order to classify banks as high risk
and low risk. Our variable takes the value 1 if a bank is classified as high risk and 0
otherwise. We follow Leventis et al. (2011) and we use the Z-SCORE in order to
measure banks’ risk. The Z-SCORE measures the distance from insolvency (Laeven
& Levine, 2009) and it is computed as follows:

z=(ROA+CAR)/6(ROA)

where:
ROA Net income of the current year t/ Total assets of the current year t
CAR Total capital ratio of the current year t

o(ROA) Standard deviation of ROA for the period 2006 -2013

We compute the Z- SCORE for each bank of our sample for the period between
2006-2013. If a bank’s Z- SCORE is below the median of the sample, the bank is
classified as low risk and high risk otherwise.

In order to capture auditors’ industry expertise we construct the dummy variable
AUDEXP. Prior studies suggest that industry specialization/expertise is typically
measured by an auditor’s industry market share in each country (Balsam ef al., 2003;
Krishnan, 2003). Adopting the approach of Kanagaretnam et al. (2010b), we calcu-
late an auditor’s market share as the fraction of a bank’s total assets to the total assets
of all banks in the specific market. The audit firm with the highest fraction for the
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year’s 2006 — 2013 will be classified as an industry expert. Our dummy variable will
take the value 1 if the auditor is an industry expert and 0 otherwise.

Furthermore, we include the dummy variable AUDTENURE in order to capture the
length of auditor-client relationship. The variable takes the value 1 when a bank re-
tains the same auditor for a consecutive year and 0 when the bank switches the au-
ditor. This approach seems to apply better with our risk approach, because the deci-
sion for an auditor switch is endogenous and we cannot distinct if the decision is
related with the bank or the audit firm.

To investigate whether the extent of audit quality impact differs between high risk
and low risk banks we use the interaction terms EBPTt X RISK X AUDEXP and
EBPTt X RISK X AUDTENURE. The first interaction term examines whether in-
dustry expertise, as an audit quality dimension, differs between high and low risk
banks (H1). Similarly, the second interaction term investigates the influence of audit
tenure on income smoothing with regard to banks’ risk level. If audit quality dimen-
sions reduce income smoothing through LLPs for high risk banks relative to low risk
ones, we expect that the level of income smoothing for the former cluster is signifi-
cantly lower relative to the level of income smoothing for the second cluster.

The third and fourth hypotheses examine the impact of industry expertise and auditor
tenure on income smoothing behavior of GSIBs and non-GSIBs. The classification
of the banks into the above categories is based on 2014 European Banking Authority
(hereinafter, EBA) list which classifies 35 EU banks into the category of GSIBs. To
investigate our hypotheses, we include the dummy variable GSIB that takes the value
1 if a bank is classified as a GSIB and 0 otherwise. Within this context, if audit
quality dimensions reduce income smoothing through LLPs for G-SIBs banks rela-
tive to non-GSIB ones, we expect that the level of income smoothing for the former
cluster is significantly lower to the level of income smoothing of the second cluster.

In addition, we control for country - fixed effects similar with previous cross-country
studies (Fonseca & Gonzalez. 2008; Gebhardt & Farkas, 2011). The control for time-
invariant unobserved heterogeneity at country level is needed in order to offset po-
tential endogeneity problems from omitted variable bias (Hamadi et al., 2016). Fur-
thermore, we control for period effects by including time variables for each period
of our analysis. This control aims to capture any bias resulting from important facts
such as the crisis period of 2007-2009.

The following table (Table 2) summarizes our sign predictions for the association of
LLPs with the independent variables:
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Table 2. Expectations for the signs of the variables

Variable Sign
LLPt N.A
NPLt +
ANPLt +
NCOt -
ALWt-1 +
SIZEt-1 +/-
AGDPt -
AUNEMPt +
ALOANt +
LOANt +
EBPTt +
AUDEXP -
RISK +/-
EBPTt X RISK X AUDEXP +/-
AUDTENURE +
EBPTt X RISK X AUDTENURE +/-
GSIB +/-
EBPTt X GSIB X AUDEXP +/-
EBPTt X GSIB X AUDTENURE +/-
4. Results

The results of the descriptive statistics are presented in Tables 3, 4 and 5. In partic-
ular, the univariate analysis includes the mean and the standard deviation for the
dependent and the independent variables for the pooled sample and the clusters of
our analysis as well. Our pooled sample consists of 1064 observations for the period
of 2006-2013. Our analysis implies that KPMG comprises the industry expert as it
retains an average of 28% of the total assets of our sample during the period of 2006-
2013. This percentage is depicted by 344 observations and comprises a 32.3 % of
our total observations. The banks that selected KPMG as an auditor appear to per-
form marginally better, since the average earnings before provisions and taxes
(EBPTt) is 0.017 and is greater than the respective one of the non-experts group
(0.016). Furthermore, KPMG’s clients appear more conservative with an average of
0.009 LLPs (LLPt), which is greater than the average of 0,008 for the non-expert
cluster. The greater conservatism is also supported by the higher average of loans
that have been classified as non-performing (NPAt), which amounts at 0.071 and
exceeds the non-expert average of 0.067. Regarding the auditor tenure, sample banks
appear to retain the same auditor for a long period. Our results show that only
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banks that changed their auditor have a greater average of LLPs (LLPt) relative to
banks which retain their auditor. This result may imply that new auditors apply more

taxes (EBPTt) is 0.017 for the first group and 0.011 for the second one. In addition,
conservative accounting when they substitute their predecessors.

tive engagement may result in higher and more timely error detection, increasing a
bank’s reliability. Banks with high auditor tenure appear to perform better relative
to the banks with an auditor change. The average of earnings before provisions and

63 times a bank’s management decided to change its auditor. An auditor’s consecu-
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Table 4 presents the mean and the standard deviation of LLPs and earnings before
provisions and taxes (EBPt) respectively for our clusters with regard to a bank’s
idiosyncratic risk. The analysis of the pooled sample implies that although the mean
of LLPs for High risk and low risk banks is marginally equal, high risk banks appear
more profitable with a mean of earnings before provisions and taxes (EBPt) that
amounts at 0,018 and is greater than the respective mean of low risk banks (0.015).
These findings imply that riskier banks invest in more profitable projects relative to
risk-averse banks. Furthermore, riskier banks appear to engage in industry experts
auditors more than lower risk banks. This view is supported by the fact that almost
35% of high risk banks engage with KPMG. In contrast, this percentage is lower for
risk-averse banks (29%). With regard to auditor tenure, high risk banks appear to
change an auditor 38 times which is slightly higher than the 25 times of low-risk
banks.

Table 4. Descriptive Statistics (High Risk vs Low Risk)

High Risk Low Risk Pooled Sample
- ) - 5}
j = oo j = en 22 o
= g 5 P 2 5 s f¢ : £ Z
3 = = s = @) ox = c s @) = g
- = = = 1 » = = = T )
s = S <O H = S <O H =) S
> z Z. z z
LLPs  Mean 0.008  0.008 0.015 0.008  0.011  0.008 0.008 0.008 0.008 0.008
StDev  0.013  0.049  0.022 0.041 0.012  0.010 0.006 0.011 0.040 0.011
EBPt  Mean 0.018  0.018 0.014 0.018 0.016 0.014 0.006 0.015 0.018 0.015
StDev 0.020 0.057  0.016 0033 0018 0.049 0.014 0.018 0.033 0.018
Obs 187 341 38 490 157 379 25 511 528 536

Table 5 provides analysis for the clusters of GSIBs and non-GSI banks. The analysis
of the pooled samples shows that GSIBs recognize lower LLPs than the rest of banks
because the mean of LLPs is 0.006 and 0.009 respectively. Despite the difference in
provisioning behavior, GSIBs appear less profitable with a mean of earnings before
provisions and taxes (EBPt) that amounts at 0.013 and the respective mean for the
rest of banks is 0.017. Regarding industry expertise, GSIBs appear to engage with
industry experts less than the rest of banks since the number of 187 observations
represents the 30% of the 271 observations for GSIBs. On the other hand, this per-
centage amounts at 33% for the rest of banks (263 observations from the total of
793). Furthermore, GSIBs changed their auditor 16 times while the rest of banks did
for 47 times during the investigated period.

Table 5. Descriptive Statistics (GSIBs vs Non-GSIBs)

GSIB Non-GSIBs Pooled Sample

Non Auditor Non- Non Auditor Non- Non-

’ariable Expert Expert Change Change Expert Expert Change Change GSIB GSIBs
LLPs Mean 0.005 0.006  0.006 0.006  0.011 0.009 0.015 0.009  0.006 0.009
StDev 0.005 0.006  0.005 0.006 0.014 0.040 0.020 0.034  0.006 0.033

EBPt Mean 0.015 0.012  0.003 0.014 0.018 0.017 0.013 0.018 0.013 0.017
StDev 0.017 0.012  0.011 0.012  0.039 0.047 0.017 0.042  0.012  0.041

Obs 81 190 16 255 263 530 47 746 271 793
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The results of ordinary correlation analysis are presented in Table 6. In line with our
predictions, LLPs (LLPt) are positively related with non-performing loans (NPLt)
and their annual change (ANPLt), as well. This evidence implies that banks recog-
nize greater LLPs when the amount of non-performing loans increases (Hamadi et
al.,2016). Similarly, LLPs are positively related with the total amount of loans (LO-
AN), a fact that is in line with previous arguments which imply that banks recognize
higher provisions when they have a large portfolio of loans due to higher credit risk.
Furthermore, LLPs (LLPt) are negatively related with net charge-offs (COt) and this
evidence supports the argument that banks reverse their LLPs, when actual loan
losses occur (Nichols et al., 2009). In addition, our independent variable is positively
associated with loan loss allowance of the previous year, which supports our predic-
tions that past LLPs policy influences current year’s provisions (Beatty & Liao,
2014). With regard to macroeconomic factors, independent variable (LLPt) is
negatively associated with GDP annual growth (AGDPt) and banks’ loan growth
(ALOANTY). These results imply that banks recognize lower LLPs during economic
booms. These findings are in line with our predictions and the arguments of previous
literature (Laeven & Majnoni, 2003). Regarding, management’s accounting discre-
tion, the correlation analysis shows that LLPs are positively associated with earnings
before provisions and taxes (EBPTt) and this evidence confirms the income smooth-
ing hypothesis, which assumes that when income is high, managers recognize higher
provisions to use them for a ‘rainy day’ (Greenawalt & Sinkey, 1989).

Table 6. Correlation matrix

LLEL AUDTE
NPL4 ANPLt Ot ALWel 1O0AN SIZEe]l  AGDEt ALOANt AUNEME: EBPTY RISK AUDEXP NURE  GSIB
LLRL 1000
NELL 0270 1.000
ANELE 0421 0435 1.000
G0t 0030 0028 0041 1000
ALWt1 0324 0680 0044 0011 1.000
LOAN 0089 0245 0438 0053 0.227 1.000
SIZEt-1 0044 075 0056 0045 0221 0360 1.000
AGDRt 0458 0481 0421 0406 023 0065 0.001 1.000
ALGOAN 0031 00% 0455 0040 0210 0.052 0045 0280 1.000
AUNEMEL 0475 0272 0466 0031 0.354 0117 0068 0271 0443 1.000
EBPTL 0663 003 0054 0102 0019 0076 0075 0469 0.266 -0.006 1.000
RISK 0001 0408 0027 0044 0124 0432 0457 0073 0.008 2041 0045 1000
AUDEXP 0023 0021 0062 0000 0.007 0005 0017 -0.008 0.013 2402 0019 0065 1.000
AUDTEN- 0035 0080 0035 0011 0405 0037 0.037 0.057 0.003 -£0.000 0038 0053 0005 1.000
asie 0053 0210 0086 0249 0204 0404 0.581 0.004 0026 0064 0053 0435 000 0.000  1.000

*Bold coefficients are statistically significant

LLPt: Loan loss provisions at the end of year t scaled by lagged total loans; NPLt: Change
in non-performing assets at the end of the current year t divided by lagged total loans; ANPLt:
Change in non-performing assets at the end of the current year t divided by lagged total
loans; COt: Net Charge —offs of the current year t scaled by lagged total loans; ALWt-1:
Loan loss allowance at the end of the previous year t-1 divided by total loans; SIZEt-1: The
natural log of total assets of the previous year t-1; AGDPt: Change in GDP at the end of the
current year t; AUNEMPt: Change in unemployment rates at the end of the current year t;
ALOANTt: Change in total loans at the end of current year t divided by lagged total loans;
LOANTL: Total loans at the end of the current year t divided by total assets; EBPTt: Earnings
before taxes and provisions at the end of the current year t scaled by lagged total loans;
RISK: dummy variable that takes the value 1 if a banks is classified as high risk and 0
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otherwise; AUDEXP: dummy variable that takes the value 1 if auditor is classified as expert
and 0 otherwise; AUDTENURE: Dummy variable, 1 if the audit firm is switched at time t,
and 0 otherwise; GSIB: dummy variable that equals one when a bank is classified as globally
systemically important and zero otherwise

The results of the multivariate analysis for the first hypothesis (H1) are presented in
Table 7. Our first hypothesis (H1) investigates whether the impact of auditor industry
expertise on banks’ income smoothing incentives depends on the level of each indi-
vidual bank’s risk. Similarly, to previous studies, our results imply a positive associ-
ation of LLPs (LLPt) with the current year’s change of non-performing loans
(ANPLLt) (Gebhatrdt & Farkas, 2011; Hamadi ef al., 2016) and a positive association
with current year’s net charge-offs (COt) (Nichols et al., 2009). However, these rela-
tions are not significant. Our findings show that there is a positive and significant
association between LLPs (LLPt) and the loan loss allowance at the beginning of the
year (ALWt-1). This finding is in line with the results of the correlation analysis and
the arguments of Beatty and Liao (2014) who suggested that previous year’s account-
ing decisions may influence current LLPs’ recognition. Furthermore, our results sup-
port the arguments that general macroeconomic conditions influence banks’ manag-
ers’ accounting decisions. In particular, LLPs (LLPt) are negatively associated with
GDP growth (AGDPt) and loan growth (ALOANT). This finding is in line with Beatty
and Liao (2011) who suggested that LLPs tend to be higher during economic reces-
sions, when financial development is low and borrowers’ credit risk is high. The pos-
itive and significant association between LLPs (LLPt) and size (SIZEt-1) may be ex-
plained by the political cost hypothesis which predicts that larger firms aim to de-
crease income and avoid a potential political intervention in their business (Watts &
Zimmerman, 1986). Regarding the income smoothing hypothesis, our results suggest
that there is a positive and significant association between LLPs (LLPt) and earnings
before provisions and taxes (EBPTt), which implies that managers smooth income
through LLPs (Greenawalt & Sinkey, 1989; Hamadi et al., 2016). The triple interac-
tion term EBPTt X RISK X AUDEXP reflects the impact of auditor’s industry ex-
pertise on income smoothing. The results of the multivariate analysis show that there
is a negative and significant association between the interaction term and LLPs. This
finding implies that when a bank’s audit is performed by an industry expert, high risk
banks appear to smooth income less than low-risk ones. From an economic perspec-
tive, auditors who are industry experts may be more competent in detecting fraud and
misstatements than auditors who are not industry —experts (Carcello & Nagy, 2004;
Reichelt & Wang, 2010). Consequently, their advantage may improve accounting
quality by mitigating managers’ accounting discretion of high risk banks which en-
gage more in excessive risk-taking and income smoothing practices through discre-
tionary LLPs Leventis et al. (2011).
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Table 7. Impact of risk on the association between auditor industry specialization

Sign Coefficient t-stat
CONSTANT -0.033** -2.141
NPLt - -0.010 -0.683
ANPLt + 0.013 0.799
COt + 0.383 0.510
ALWt-1 + 0.314%%%* 7.087
LOANt + 0.016%** 2.748
SIZEt-1 + 0.000* 1.832
AGDPt - -0.244%** -4.488
ALOANt - -0.014%** -2.003
AUNEMPt + 0.050* 1.708
EBPTt + 0.703%** 3.229
RISK + 0.001 1.477
AUDEXPERT + 0.002%** 2.007
EBPTt x RISK x AUDEXPERT - -0.282** -1.965
Country Fixed effects Yes
Year Dummies Yes
R-Squared 0.70
Observations 1064

Our second hypothesis (H2) investigates whether the impact of auditor tenure on
banks’ income smoothing incentives depends on the level of each individual bank’s
risk. The results of the regression analysis are presented in Table 8. LLPs are posi-
tively associated with annual change non-performing loans (ANPLt). However, this
association is not significant. In addition, LLPs (LLPt) are positively but no-signifi-
cantly related with net charge-offs (COt) and positively associated the loan loss al-
lowance at the beginning of the year (ALWt-1). Furthermore, in line with the corre-
lation analysis’ results, LLPs are significantly influenced by macroeconomic factors,
since there is a negative association with annual growth of GDP (AGDPt) and loans
(ALOANY). In line with our predictions, LLPs are positively and significantly asso-
ciated with earnings before provisions and taxes (EBPTt), a finding that suggest that
banks engage in income smoothing through LLPs (Gebhardt and Farkas, 2011). The
triple interaction term EBPTt X RISK X AUDTENURE reflects the impact of audi-
tor’s tenure on income smoothing. Our regression results show that LLPs are signif-
icantly associated with our interaction term and this relation is positive. This finding
implies that when banks retain their auditor, high-risk banks appear to smooth income
more than low-risk ones. As a result auditor tenure appears to be a critical factor for
improving accounting quality. In particular, clients that retain their auditors for a con-
secutive period become more likely to engage in income smoothing. This may ex-
plained by the fact that as auditor-client relationship lengthens, auditors may act in
favor of management and this fact that reduces audit quality (Carey & Simnett, 2006;
Bamber & Iyer, 2007; Amahalu, 2019)). The aforementioned perspective appears to
be more important regarding banks’ idiosyncratic risk because riskier banks are more
encouraged to put pressure on their auditors and increase their opportunities earnings
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management and masking excessive risk-taking. This finding is in line with Myers et
al. (2003) and Chen et al. (2008) who found that auditor tenure is positively associ-
ated with earnings management.

Table 8. Impact of risk on the association between auditor tenure
and income smoothing

Sign Coefficient t-stat
CONSTANT - -0.004 -0.494
NPLt - -0.007 -0.496
ANPLt + 0.016 1.084
COt + 0.644 0.837
ALWt-1 + 0.306%** 6.807
LOANt + 0.012%** 2.816
SIZEt-1 + 0.000 0.765
AGDPt - -0.211%%* -4.485
ALOANt - -0.012%* -2.037
AUNEMPt + 0.040%* 1.663
EBPTt + 0.263*** 3.569
RISK - -0.006%** -2.819
AUDTENURE - -0.006** -2.301
EBPTt x RISK x AUDTENURE + 0.484*** 2.869
Country Fixed effects Yes
Year Dummies Yes
R-Squared 0.73
Observations 1064

Our third and fourth hypotheses (H3 & H4) examine whether the impact of industry
expertise and auditor tenure on income smoothing behavior is different between
GSIBs and non GSIBs. The results of multivariate analysis for both panels are pre-
sented in Table 9. The interaction term EBPTt X GSIB X AUDEXPERT aims to
examine whether the impact of industry expertise differs between GSIBs and non
GSIBs. Similarly, the EBPTt X RISK X AUDTENURE investigates potential differ-
ences for the association of auditor tenure with banks’ income smoothing behavior.
Panel A presents the results for the third hypothesis (H3). In line with our predictions,
LLPs have a positive and significant association with loan loss allowance of the pre-
vious year (ALWt-1), the amount of total lending (LOANt) and earnings before pro-
visions and taxes (EBPTt). On the other hand, our dependent variable has a negative
and significant association with GDP growth (AGDPt) and loan growth (ALOANT).
The negative association of LLPs with the term EBPTt X GSIB X AUDEXPERT
implies that industry specialization decreases accounting discretion and this impact
is higher for GSIBs. Given that GSIBs are more complex organizations, the limitation
of accounting discretion is more challenging for banks’ monitors. Within this context,
auditors that appear as industry experts may be more efficient in detecting accounting
fraud and errors. Consequently, our results imply that GSIBs which are audited by
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industry experts are less likely to engage in discretionary accounting choices. Fur-
thermore, these results may imply that the presence of an auditor expert will increase
accounting conservatism regarding LLPs recognition in order to decrease high earn-
ings for fear of political and/or regulatory scrutiny of bank earnings (Nelson et al.,
2002). Panel B presents the multivariate results for the impact of auditor tenure. Sim-
ilarly, with Panel A, the term EBPTt X GSIB X AUDTENURE is negatively related
with LLPs and this association is significant. Similarly with Panel A, our findings
imply that auditor tenure mitigates income smoothing and this impact is higher for
GSIBs. This association may be explained by the fact that as auditor client relation-
ship lengthens, auditors gain advantage by understanding the business model and ac-
counting practices of their client and this fact improves audit and accounting quality.
This evidence is in line with the results of Gaver and Paterson (2007) and Kanager-
etnam et al. (2010a) that showed that auditors tolerate less earnings management in
larger clients of the financial sector. This evidence complements the results of Peter-
son and Arun (2018) who found that GSIBs exhibit greater income smoothing than
the rest of banks under certain circumstances.

Table 9. Impact of auditor industry specialization and auditor tenure on Income
Smoothing between GSI banks and rest of banks

Industry Specialization Auditor Tenure
Coeffi- Sign Coeffi-

Sign  cient t-stat cient t-stat
CONSTANT - -0.032  -2.005 - -0.029 -1.931
NPLt - -0.007  -0.505 - -0.006  -0.462
ANPLt + 0.011 0.672 + 0.013 0.813
COt + 0.528 0.680 + 0.405 0.548
ALWt-1 +  0.296***  6.570 + 0.295***  6.488
LOANt + 0.015*  2.728 + 0.014*** 2,699
SIZEt-1 + 0.000* 1.676 + 0.001**  1.727
AGDPt - 0.250%**  -4.503 - 0.258*** -4.510
ALOANt - 0.015*%*  -2.049 - 0.014** -2.021
AUNEMPt + 0.053* 1.755 + 0.048* 1.668
EBPTt +  0.696*** 3,198 + 0.701*** 3222
GSIB + 0.002* 1.680 + 0.003*  1.790
AUDEXPERT + 0.000  0.839
EBPTt x GSIB x AUDEX- -
PERT - 0.399* -2.648
AUDTENURE - -0.002  -1.225
EBPTt x GSIB x -
AUDTENURE - 0.363** -2.081
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Industry Specialization Auditor Tenure
Coeffi- Sign Coeffi-
Sign  cient t-stat cient t-stat
Country Fixed effects Yes Yes
Year Dummies Yes Yes
R-Squared 0.73 0.70
Observations 1064 1064

5. Conclusions

Our study investigates the impact of specific audit quality dimensions upon the EU
banks’ accounting policy decisions. In particular, our study examines whether auditor
industry specialization and auditor tenure limit management’s accounting discretion
and whether these associations are influenced by the clients’ importance and their
idiosyncratic risk.

Regarding the clients’ idiosyncratic risk, we followed Leventis ef al. (2011) and we
classified our banks as high risk and low risk banks. Our findings provided evidence
auditors’ industry expertise limits management’s discretion of high risk banks to a
greater extent relative to low risk banks. Our results complement the findings of Le-
ventis et al. (2011) argued that high risk banks engage more in income smoothing
practices through discretionary LLPs. Furthermore, we are in line with previous ar-
guments which suggest that industry expertise may mitigate managers’ accounting
discretion (Carcello & Nagy, 2004; Reichelt & Wang, 2010). In conclusion, auditors
with industry expertise are critical for audit quality because they appear competent
enough to limit the increased managerial discretion of riskier banks (Leventis et al.,
2011).

In contrast, our results imply that banks that retain the same auditor for a consecutive
fiscal year are more likely to engage in income smoothing through LLPs. This finding
is in line with Myers et al. (2003) and Chen et al. (2008) who found that auditor
tenure is positively associated with earnings management. This result may imply that
when high risk banks retain their auditors for several years, accounting discretion
may increase as auditors may act in the favor of managers (Bamber & Iyer, 2007).

Furthermore, our study examines whether audit quality dimensions have different
outcomes on income smoothing decisions between GSIBs and non-GSIBs. Our find-
ings imply that audit quality dimensions influence banks’ income smoothing behav-
ior and this association differs between GSIBs and the rest of banks. In particular,
our results imply that auditors tolerate less earnings management in larger clients of
the financial sector. This finding is in line with Manry ef al. (2008) who support that
auditors tolerate less earnings management in larger clients. Furthermore, our results
complement Gul et al. (2009) who found that in when earnings quality is reduced,
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the presence of an industry specialist moderates the negative effect of the association
between auditor tenure and earnings management.

This study focused on the interrelationship between certain dimensions of audit qual-
ity and banks’ accounting policy decisions. The empirical findings contribute in the
existing literature by examining further aspect of the association between audit and
financial reporting quality. Our results may be useful for regulators and policy mak-
ers who aim to protect banks’ stakeholders from banks’ excessive risk taking and
management’s opportunistic incentives. Regulators who aim to enhance the EU audit
policy should consider banks’ risk attributes and their impact on audit quality. Fur-
thermore, our results may be useful for auditors, who want to maintain high levels of
independence, because they imply that banks’ risk may differentiate the outcomes of
certain attributes of independence.

Our study offers certain implications for future research. In particular, future studies
should investigate the impact of the Basel framework on audit quality dimensions
and the stricter regulatory constraints of GSIB. Furthermore, researchers should also
investigate the competition in the audit market and compare results with mandatory
auditor rotation.
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