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Non-Audit Services and 

Earnings Management by Commercial Banks 

Abstract


Non-audit services are criticized as potentially weakening auditor independence. We investigate the relation between non-audit services and loan loss provisions by commercial banks, and whether non-audit services are associated with commercial banks meeting or beating various earnings benchmarks. Previous studies on non-audit services and auditor independence generally exclude financial service firms, including banks. This setting provides an account that is subject to significant managerial discretion in a complex regulated industry. We find a positive relation between use of Big 5 auditors and total and discretionary loan loss provisions, consistent with previous research that finds that Big 5 auditors reduce management discretion. We also find a positive relation between non-audit services and loan loss provisions, consistent with reduced income-increasing discretion. Increased non-audit services are also not associated with banks’ ability to meet or beat various earnings benchmarks. For this setting, the results do not support a relation between non-audit services and reduced auditor independence. 

Non-Audit Services and 

Earnings Management by Commercial Banks 


The relation between non-audit services and auditor performance has recently come under renewed scrutiny. The SEC initially proposed prohibiting CPA firms from providing any non-audit services to audit clients, but ultimately restricted only certain non-audit services, in addition to requiring the disclosure of audit and non-audit fees in proxy statements (SEC 2000). As a result of this requirement, data on the extent of non-audit services provided to audit clients became available for U.S. firms.


The collapse of Enron and financial improprieties at WorldCom renewed the scrutiny of audit firms and non-audit services. Passage of the Sarbanes-Oxley Act in July 2002 further restricted the ability of CPA firms to provide non-audit services to audit clients. For example, financial information system design and implementation and internal audit outsourcing activities are generally prohibited. Although three of the Big 4 firms have sold or spun off significant portions of their consulting practices, Deloitte & Touche has announced that it intends to retain its consulting practice. A recent Wall Street Journal article indicates that the firms continue to derive almost 50 percent of their revenue from consulting services (Bryan-Low 2002). The major accounting firms argue that there is no evidence that non-audit services impair independence, and knowledge spillovers between audit and non-audit services allow them to more effectively provide audit and non-audit services to their clients. 

 
A recent study by Frankel et al. (2002) finds that non-audit services are associated with increased discretionary accruals and the achievement of certain earnings benchmarks. This result is consistent with auditors allowing increased management discretion when the audit firm also provides non-audit services, suggesting that non-audit services reduce auditor independence. However, studies by Ashbaugh et al. (2003), Chung and Kallapur (2003), Reynolds et al. (2002), and Francis and Ke (2002) find no relationship between non-audit fees and auditor independence. 

The mixed results in previous studies suggest the need for additional research. Our paper differs from previous studies that investigate the relationship between non-audit fees and auditor independence in several ways. First, we focus on commercial banks, while previous studies such as Frankel et al. (2002), Ashbaugh et al. (2003), and Chung and Kallapur (2003) explicitly exclude financial firms. We contribute to the debate whether non-audit fees impact auditor independence by extending the evidence from non-financial firms to one type of financial firm - commercial banks. Second, we focus on the loan loss provision, an account that has been demonstrated to be the subject of manipulation. This provides a powerful setting to investigate the impact of non-audit service on auditor independence by examining the relation between non-audit services and loan loss provisions. By focusing on loan loss provisions, we reduce the measurement concern about discretionary accruals present in studies such as Frankel et al. (2002), Ashbaugh et al. (2003), and Chung and Kallapur (2003). For example, Guay et al. (1996) and Kothari et al. (2002) question the ability to identify earnings management based on the widely used Jones model and modified Jones model. Third, we use a comprehensive set of earnings benchmarks to address the relation between non-audit fees and firms’ ability to meet or exceed various earnings benchmark. 


We find a positive relationship between non-audit services and total and discretionary loan loss provisions, suggesting that auditors that also provide non-audit services to banks allow less income-increasing discretion. Consistent with studies by Becker et al. (1998) and Francis et al. (1999) that find that Big 5 auditors are associated with lower discretionary accruals, we also find that Big 5 auditors are associated with higher loan loss provisions, indicating that Big 5 auditors reduce income-increasing discretion.  

The results for studies of the relationship between non-audit services and the ability to meet various earnings benchmarks have also been mixed (Frankel et al. 2002; Francis and Ke 2002). We use a comprehensive set of seven measures of earnings benchmarks to alleviate concerns about the incentive of firms to meet or beat various earnings benchmarks. For example, DeGeorge et al. (1999) find that firms’ incentive to report positive income dominates incentives to meet or beat other earnings benchmarks. We base our models of bank’s ability to beat various earnings benchmarks on Beatty et al. (2002). Increased non-audit services are also not associated with banks’ ability to meet or beat various earnings benchmarks. 


Consistent with Ashbaugh et al. (2003) and Chung and Kallapur (2003) we do not find that increased non-audit services are associated with greater discretion in loan loss provisions. This result is not due to low power for our tests, as we find that firms use loan loss provisions to manage their capital ratio, and also use loan loss provisions to smooth earnings and signal future performance. We also do not find that non-audit services are associated with the achievement of earnings benchmarks, consistent with the results in Francis and Ke (2002). For this setting, the evidence is not consistent with non-audit services reducing auditor independence. 


 The remainder of the paper is organized as follows. The next section describes the relation between non-audit services, auditor size, and audit quality and includes the research hypotheses. Section III describes the research design. Sample selection and tests of the relation between non-audit services, discretionary loan loss provisions and achievement of earnings benchmarks are discussed in Section IV. Section V is the summary and conclusion. 

II. RELATED RESEARCH

Non-Audit Services, Audit Quality and Discretionary Accruals


Non-audit services have long been a contentious issue for the accounting profession, with proponents arguing that they improve overall service quality or efficiency, while opponents have argued that non-audit services weaken auditor independence by expanding the economic ties between the auditor and client. For example, the Metcalf Committee (1977) suggested that supplying both audit and non-audit services can create a conflict of interest, while the Cohen Commission (1978) did not find any significant relationship between non-audit services and substandard audits.


DeAngelo (1981) defines audit quality as “the market-assessed joint probability that a given auditor will both (a) discover a breach in the client's accounting system, and (b) report the breach” (p. 186). She further argued that large accounting firms were likely to be more independent because an individual client would represent a smaller amount of revenues to a larger firm.

Non-audit services increase the total amount of revenues the audit firm receives from the client. As a result, the economic bond between the auditor and client is increased, and independence decreased. Simunic (1984) notes, “In general, any situation which increases the probability that an auditor will not truthfully report the results of his audit investigation can be viewed as a threat to independence” (p. 679) and may impair independence. 

An alternative viewpoint is that non-audit services provide knowledge spillovers that allow auditor firms to provide audit or non-audit services more effectively. Most prior literature on non-audit services focuses on the relation between non-audit services and audit fees. Simunic (1984) provides a comprehensive set of plausible relationships between audit and non-audit fees. The relationship is complex, as knowledge spillovers can occur both to and from non-audit services, and spillovers can affect fixed set up cost or marginal costs of the audit or non-audit services.   


Previous studies generally find that audit fees are higher for companies that purchase non-audit services from their auditor (e.g., Simunic 1984; Simon 1985; Palmrose 1986; Davis et al. 1993). The positive relationship between audit and non-audit services even exists when companies purchase non-audit services from a firm different than the firm providing the audit services (Palmrose 1986). In general, fee studies do not support the existence of knowledge spillovers. 
Because non-audit services are not associated with lower audit fees, the usual conclusion is that non-audit services do not create knowledge spillovers to auditing.
 However, because of their focus on audit fees, these previous studies mainly provide evidence on whether non-audit services allow auditors to provide audits more efficiently, that is, at lower cost.  However, non-audit services may allow the auditor to provide audit services more effectively, resulting in higher quality. This might be the case if the non-audit services provide knowledge that is useful to the auditor in conducting the audit. This is plausible since current audit approaches that focus on client business risk (Bell et al. 1997) are based on a greater understanding of the client’s business. 


Frankel et al. (2002) examine the relation between non-audit services and measures of audit quality. They find that companies’ ability to meet earnings forecasts is positively related to the extent of non-audit services, although not the ability to exceed prior year earnings benchmarks. They also find that discretionary accruals are positively related to the extent of non-audit services. They interpret this evidence as supporting the argument that non-audit services result in auditors allowing greater accounting discretion. 

Several subsequent studies have questioned the results in Frankel et al. (2002). Several studies question the positive relation between non-audit fees and discretionary accruals. Using different measures of client importance, Chung and Kallapur (2003) find no relation between non-audit services and discretionary accruals. Reynolds et al. (2002) find the opposite result; their study finds a negative relationship between non-audit fees and discretionary accruals. Finally, Ashbaugh et al. (2003) replicate the Frankel et al. (2002) results, but find that the relation between non-audit fees and discretionary accruals is driven by firms with income-decreasing discretionary accruals. Since such accruals do not result in an overstatement of earnings, they argue that this does not support impairment of independence by non-audit services. 

Francis and Ke (2002) replicate the Frankel et al. result of a positive association between non-audit fees and positive earnings surprises using quarterly earnings announcements for the period 1997-2000. However, similar to the results in Ashbaugh et al al. (2003), they find that the significant relation between non-audit fees and earnings surprises is driven by observations with large negative earnings surprises. There is no significant association between non-audit fees and earnings surprises when the sample is restricted to observations with small positive and negative earnings surprises.

At least one study uses auditor opinions, rather than discretionary accruals, to address the effect of non-audit fees on auditor independence. DeFond et al. (2002) do not find a relation between the extent of non-audit services and the issuance of going concern opinions by auditors, suggesting that non-audit services do not weaken auditor independence.   


The conflicting results of previous studies of the effect of non-audit fees suggests the need for additional evidence in other settings. We examine the relation between the extent of non-audit services and total and discretionary loan loss accruals for commercial banks. Most previous studies (e.g., Frankel et al. 2002; Francis and Ke 2002) exclude financial institutions because discretionary accruals models are not appropriate due to banks’ specialized accounting. However, McNichols and Wilson (1988) describe the benefits of examining specific accounts for the presence of earnings management. Loan loss provisions are a specific, material account involving estimates in which management is likely to be able to exercise discretion, and where auditor judgment is most critical. This environment is where audit quality and the beneficial effects of knowledge spillovers are more likely, and where any lack of independence due to non-audit services is most likely to be reflected in auditors’ judgments. Although banks are also subject to unique incentives and regulation, Beatty et al. (2002) find evidence consistent with publicly-traded banks using loan loss provisions to manage earnings. 

Wahlen (1994) and Beaver and Engel (1996) provide evidence that banks use discretionary loan loss provisions to signal that earnings will be higher in subsequent periods. Beatty et al. (1995) and Collins et al. (1995) suggest that loan loss provisions will be high when earnings are high, under the assumption that managers have incentives to smooth earnings. Ahmed et al. (1999) and Beatty et al. (1995) find that managers exercise discretion over loan loss provisions for capital management purposes, since increases in loan loss provisions increase regulatory capital. In summary, the benefit of examining the impact of non-audit services on loan loss provisions is that the loan loss provision has less measurement error than the discretionary accruals used in previous studies and loan loss provisions are used by management to satisfy capital requirements, to smooth earnings, or to signal future performance.

We examine whether total and discretionary loan loss provisions are related to the extent of non-audit services provided by the auditor. Because of the conflicting arguments as to the effects of non-audit services on audit quality, we do not make a directional prediction, and the hypothesis is stated in null form.

H1:
There is no relation between non-audit services and loan loss provisions by commercial banks.


Our sample includes both Big 5 and non-Big 5 auditors. We also control for and address the relationship between auditor size and bank loan loss provisions.

Auditor Size and Discretionary Accruals


One implication of DeAngelo’s (1981) definition of audit quality is that large audit firms are quality differentiated. Becker et al. (1998) and Francis et al. (1999) find that Big 5 auditors are associated with lower discretionary accruals, and Zhou and Elder (2002) find that Big 5 auditors are associated with lower discretionary accruals for IPO companies.  


These previous studies examine the relation between auditor size and total discretionary accruals based on the modified Jones (1991) model. Most previous research that finds a relation between auditor size and discretionary accruals does not directly address how or where auditors limit managerial discretion. We examine the relationship between auditor size and loan loss provisions for commercial banks. The second hypothesis is stated in null form as follows: 

H2:
There is no association between Big 5 auditors and loan loss provisions by commercial banks.

This research question provides additional evidence using a specific account on the role of auditor size in reducing managerial discretion. Although the hypothesis is stated in null form, we expect a positive relationship between use of a Big 5 auditor and loan loss provision, based on previous research that finds a relationship between auditor size and discretionary accruals. 

Non-audit Services and Earnings Benchmarks

A number of studies find that firms manage earnings to beat various earnings benchmarks. Burgstahler and Dichev (1997) find that firms manage reported earnings to avoid earnings decreases and losses. In cross-sectional distributions of earnings changes and earnings, they find unusually low frequencies of small decreases in earnings and small losses and unusually high frequencies of small increases in earnings and small positive income. DeGeorge et al. (1999) also find that firms engage in earnings management to meet various earnings benchmarks, especially to report positive earnings. 

Evidence on the impact of non-audit services on the ability of firms to meet or exceed earnings benchmarks is mixed. Frankel et al. (2002) find that firms purchasing more non-audit services from their auditors are more likely to just meet or beat analysts’ forecasts. However, the purchase of non-audit services is not associated with meeting other earnings benchmarks.

Burgstahler and Dichev (1997), DeGeorge et al. (1999), and Frankel et al. (2002) provide evidences on firms’ meeting or beating various earnings benchmark across a wide range of industries. Beatty et al. (2002) compare samples of publicly and privately held bank holding companies to examine whether the high frequency of small earnings increases relative to small earnings decreases reported by public firms is attributable to earnings management. They find that relative to private banks, public banks: (1) report fewer small earnings declines, (2) are more likely to use the loan loss provision and security gain realizations to eliminate small earnings decreases, and (3) report longer strings of consecutive earnings increases. 

Our focus is different from Beatty et al. (2002) in that we focus on the impact of non-audit services on the ability of firms to meet or exceed earnings benchmarks. We test for a relation between the probability of meeting earnings benchmarks and the ratio of non-audit fee to audit fee charged by auditor. 

H3:
There is no relation between non-audit services and the ability of banks to meet or exceed earnings benchmarks. 


The research design and the development of the models to test for a relation between non-audit services and loan loss provisions and earnings benchmarks are discussed in the following section.

III. RESEARCH DESIGN

Bank Loan Loss Provisions

 Numerous studies indicate that bank managers exercise discretion over loan loss provisions, and that loan loss provisions are significant in relation to bank income (e.g., Ahmed et al 1999). Although the focus in many earnings management studies is on incentives to manage earnings upwards (e.g. Burgstahler and Dichev 1997), most bank studies focus on incentives to manage loan loss provisions upwards, thereby decreasing earnings. Incentives to manage loan loss provisions include signaling, earnings management, and capital management.  

Signaling arguments suggests that banks use discretionary loan loss provisions to signal that earnings will be higher in subsequent periods (Wahlen 1994; Beaver and Engel 1996). In contrast, earnings management arguments (e.g., Beatty et al. 1995; Collins et al. 1995) suggest that loan loss provisions will be high when earnings are high, under the assumption that managers have incentives to smooth earnings. Another argument is that managers exercise discretion over loan loss provisions for capital management purposes (Ahmed et al. 1999; Beatty et al. 1995), since increases in loan loss provisions increase regulatory capital.

Ahmed et al. (1999) examine loan loss provisions after 1991 revisions to bank capital requirements. These revisions reduced the benefit of managing loan loss provisions upward for capital management purposes. Ahmed et al. find that banks manage loan loss provisions for capital purposes, but do not find support for earnings management or signaling arguments.

Although most of these previous studies examine management incentives to use discretion to increase loan loss provisions, this does not imply that bank managers do not use discretion to reduce loan loss provisions to meet earnings targets. For example, the argument that managers increase loan loss provisions when earnings are high is a smoothing argument that also implies that managers will use discretion to decrease loan loss provisions when earnings are low. Also, while Ahmed et al. (1999) find that managers use discretion to increase loan loss provisions for capital management purposes, they find that this incentive is reduced after the 1991 revisions to bank capital requirements. Further, this incentive to increase loan loss provisions only exists for banks that have relatively low levels of capital. 

In most settings, bank managers are likely to have the same incentives of managers in other industries to manage accruals for earnings management purposes. Beatty et al. (2002) find that publicly-traded banks manage loan loss provisions and realized securities  gains and losses to meet earnings targets. Further, auditors’ incentives are such that they are likely to allow managers less discretion in managing loan loss provisions downward to increase income.  For example, Kinney and Martin (1994) perform a meta-analysis of error adjustment studies involving over 1,500 audits, and find that a significant majority of auditor-proposed adjustments reduce earnings. Auditors are often sued for allowing income overstatements, but are rarely sued for allowing understatements (St. Pierre and Anderson 1984). 


Previous research on bank loan loss provisions (e.g. Wahlen 1994; Ahmed et al. 1999) focus on the total loan loss provision. Consistent with this research, we test for a relation between auditor size and non-audit services and the total bank loan loss provision. Consistent with previous research on audit quality and discretionary accruals (e.g., Frankel et al. 2002; Becker et al. 1998), we also test for a relation between audit size and non-audit service and measures of the discretionary component of the loan loss provision. 

Loan Loss Provision Model

Our hypotheses relate the loan loss provision with the auditor size and the extent of non-audit services provided by the audit firm. Many other variables may affect loan loss provisions for banks. 

We use either the risk-adjusted Tier 1 capital ratio (RACR1) or risk-adjusted total capital (RACRT) to control for banks’ incentives to increase loan loss provisions to increase regulatory capital. Because banks have incentive to increase loan loss provisions when the capital ratio is low, the relation between the loan loss provision and capital ratio measures is expected to be negative.  

Earnings before taxes and loan loss provisions (EBTP) controls for the incentive to use the loan loss provision to smooth earnings by increasing the loan loss provision when earnings are high. The forward change in EBPT (FEBPT) controls for signaling incentives to use loan loss provisions to signal future earnings. Accordingly, the coefficients on EBPT and FEBPT are expected to be positive.

Log of market value (LGMV) is used to control for possible size effects impacting loan loss provisions. The change in non-performing loans (CGNPL), change in outstanding loans (CGLN), and loan write-offs (WO) control for the amount and characteristics of loans expected to impact the loan loss provision. We also control for the beginning loan allowance (ALLOW) since the loan loss provision and the effect of write-offs on the provision is related to the extent the amount previously provided for loan losses.

Inclusion of these control variables results in the following regression model:
LLPit = (0 + (1MASF + (2BIG5it + (3RACRit + (4EBPTit + (5FEBPTit + 

     (6LGMVit + (7CGNPLit + (8CGLNit + (9WOit + (10ALLOWit + (it      


Where:



LLP: 


loan loss provision/average loans outstanding



MASF:

the ratio of non-audit fees to audit fees

BIG5:


1 if the auditor is member of Big 5; 0 otherwise


RACR: 

either the risk adjusted capital ratio – tier 1 (RACR1) or the risk adjusted capital ratio – total (RACRT) 


EBTP: 


earnings before taxes and loan loss provision/average total assets

FEBTP:

one year ahead change in EBPT 


LGMV: 

log of market value


CGNPL:

change in non-performing loans


CGLN:

change in outstanding loans/average loans


WO:


write-offs/average loans


ALLOW:

Beginning loan loss allowance/average loans

The main research variables of interest are BIG5 and MASF, measured as the ratio of non-audit fees to total audit fees. We also test other specifications such as the decile rank of non-audit fees as in Frankel et al. (2002), and total fees, since Ashbaugh et al. (2002) argue that total fees are a better measure of the effect of non-audit services on auditor independence. 

Discretionary Loan Loss Provision Model

We also test whether auditor size and non-audit fees are related to a measure of discretionary loan loss provisions. We estimate the discretionary portion of the bank loan loss provision based on the following model:

LLPit= a1CGNPLit  + a2CGLNit  + a3WOit + (it                     

Where:


LLP:   
   loan loss provision/average loans


CGNPL:

change in non-performing loans


CGLN:

change in outstanding loans/average loans


WO:

write-offs/average loans


DLLP: 
  discretionary loan loss provision, measured by the residuals from the above regression

We test for a relation between discretionary loan loss provisions and non-audit services using the following regression model:
DLLPit = (0 + (1MASF + (2BIG5it + (3RACRit + (4EBPTit + (5FEBPTit +

                (6LGMVit + (7ALLOWit + (it      


Where:


DLLP: 
  
discretionary loan loss provision, measured by the residuals from the previous regression

MASF: 

the ratio of non-audit fees to audit fees


BIG5:


1 if the auditor is member of Big 5; 0 otherwise


RACR: 

either the risk adjusted capital ratio – tier 1 (RACR1) or the risk adjusted capital ratio – total (RACRT) 


EBTP: 


earnings before taxes and loan loss provision/average total assets

FEBTP:

one year ahead change in EBPT 


LGMV: 

log of market value 


ALLOW:

Beginning loan loss allowance/average loans

Earnings Benchmark Results

Earnings benchmark tests are based on the following regression model:

BENCHMARKit = (0 + (1MASF + (2BIG5it + (3 C_ASSETS it + (4 LASSETS it + (5 C_CF it + (6 CC_NPL it + (7MTB it + (8LEVit + (9ROAit + (10RETit + (it      

Where:


MASF:

the ratio of non-audit fees to audit fees charged by auditor


BIG5:


1 if the auditor is member of Big 5; 0 otherwise 


C_ASSETS:
first difference in total assets, divided by beginning total assets

LASSETS:
natural log of total assets

C_CF:


first difference in cash flows, divided by beginning total assets, where cash flow is defined as net income plus loan loss provision and depreciation and amortization

CC_NPL:
change in the first difference of nonperforming loans, divided by the average of beginning and ending total loans

MTB:



market to book ratio


LEV: 



leverage, defined as total liabilities over total assets


ROA:



return on assets, defined as net income over total assets


RET:



annual buy and hold return

The definitions for C_ASSETS, C_CF, and CC_NPL are based on Beatty et al. (2002), who use similar control variables in their earning benchmark regression. High market-to-book banks have more incentive to engage in earnings management to maintain higher market valuation. High leverage banks have more incentive to engage in earnings management to satisfy debt covenants. The return on assets and buy-and-hold return are used to control the impact of firm’s accounting and market performance on meeting earnings benchmark.
We use the following seven different earnings benchmarks: 


C_ROA:

dummy variable, taking the value 1 if the bank has an increase in ROA from previous year between 0 (exclusive) and 0.0008 (inclusive), and 0 otherwise; ROA is defined as net income divided by total assets at the beginning of the year


C_ROA1:
dummy variable, taking the value 1 if the bank has (ROA between 0 (exclusive) and 0.0008 (inclusive), and 0 otherwise; ROA is defined as net income divided by total assets at the beginning of the year; this definition is the same as in Beatty et al. (2002)


FERR:


dummy variable, one for firms whose earnings surprise are from zero to +1 cent (inclusive), and zero for firms whose earnings surprise are negative but less than or equal to –1 cent; this definition is the same as in Francis and Ke (2002)



MEET:


1 if actual earnings are greater than median consensus estimate, 0 otherwise; both actual earnings and median estimate are from I/B/E/S


SURP:


1 if actual earnings are equal to or greater than median consensus estimate by 0.01 per share, 0 otherwise; this definition is similar to Frankel et al. (2002)


INCR:


1 if this year’s income is greater than last year’s income, income is defined as Bank Compustat #161


PROFIT:

1 is this year’s income is greater than 0, income is defined as Bank Compustat #161

IV. SAMPLE SELECTION AND RESULTS

Our sample consists of 1027 observations for the period 2000-2001 from 2002 Bank Compustat with fee data available from proxy statements and data available for estimating the discretionary loan loss models on Bank Compustat. Samples sizes are smaller for the earnings benchmark tests, depending on the available number of observations for each earnings benchmark. Companies reporting to the SEC, including publicly-traded banks, are required to report total audit fees, information technology non-audit service fees, and other non-audit service fees in their proxy statements.  We measure non-audit services as the ratio of total non-audit services to the audit fee. 
 
Descriptive statistics for the audit fee variables are reported in Panel A of Table 1. The mean (median) audit fee for the sample is $268,594 ($98,000). The mean (median) information technology fee is $30,988 ($0), and the other non-audit service fee is $639,437 ($61,387). The ratio of the total non-audit fee to audit fee is 1.14 (.62). In general, the extent of non-audit services is similar to that reported by Frankel et al. (2002) for non-financial services companies. Our sample of banks has limited information technology non-audit fees, but significant amounts of other non-audit fees. We also report fee variables separately for Big 5 and non-Big 5 auditees. As expected, the fee variables and MASF are larger for Big 5 auditees since Big 5 firms are more likely to audit larger banks, and Big 5 firms are more likely to provide non-audit services to clients.  

[Insert Table 1 about here]


Panel B of Table of Table 1 reports descriptive statistics for the research variables. The mean loan loss provision is 0.4% of outstanding loans. By construction, the discretionary loan loss provision is 0. Approximately 60% of the banks use a Big 5 auditor. The average bank reports earnings before the taxes and the loan loss provision equal to 1.8% of average total assets.  

Table 2 shows the correlations among the dependent and independent variables. The total loan loss provision is positively related to use of a Big 5 auditor, suggesting Big 5 clients engage in less income-increasing loan loss management. MASF is also positively related to loan loss provisions, indicating that greater levels of non-audit services are associated with larger loan loss provisions. Loan loss provisions are negatively related with the capital ratios, and positively related with earnings and forward earnings. These univariate relations are consistent with the capital management, smoothing, and signaling arguments, respectively. As expected, the total loan loss provision is positively related with changes in non-performing loans, loans outstanding, and writeoffs.  
 [Insert Table 2 about here]

Loan Loss Provision Model Results

We report tests of the relation between audit size and non-audit fees and total loan loss provision using the Tier 1 risk-adjusted capital ratio in Table 3. The first column reports the results for the entire sample. The last two columns report the results for the Big 5 and non-Big 5 sample, respectively. We report separate Big 5 and non-Big 5 regressions because there are significant differences in the ratio of non-audit fees to audit fees for the two groups of auditors.  

 [Insert Table 3 about here]

Big 5 auditors are associated with higher loan loss provisions, consistent with results for non-financial services companies that find that Big 5 auditors are associated with lower levels of discretionary accruals (Becker et al. 1998; Francis et al. 1999). The MASF variable is positive and significant for the full sample, as well as for the Big 5 sample. The MASF variable is also significant for the non-Big 5 partition, but is not significant at conventional levels. This result differs from Frankel et al. (2002), in that non-audit services are associated with less income-increasing discretion. The MASF variable is in the same direction as the Big 5 auditor reputation variable, further supporting the interpretation that non-audit services result in less income-increasing discretion.

 The Tier-1 risk adjusted capital variable is negative and significant for the full sample and non-Big 5 partition, consistent with banks using loan loss provisions for capital management. Loan loss provisions are positively related to earnings for the full sample and forward earnings for the Big 5 and full sample, consistent with income smoothing and signaling motivations to manage capital. As expected, there is a significant and positive relation between loan loss provisions and write-offs of loans. However, the change in non-performing loans and change in outstanding loans variables are generally not significant. Loan loss provisions are positively related to the beginning allowance, indicating that banks with relatively high allowances continue to provide higher amounts for loan losses.

[Insert Table 4 about here]

We report separate results in Table 4 using the total risk adjusted capital ratio since the effect of loan losses provisions differs for Tier 1 and total capital (Ahmed et al. 1999). The results using the total capital ratio are qualitatively similar to the results using Tier 1 capital. 

Discretionary Loan Loss Provision Model Results


Table 5 reports the results for the discretionary loan loss provision using Tier 1 capital. The Big 5 and MASF variables are positive and significant. The results for the control variables are generally similar to the results for the loan loss provision model, but the explanatory power of the discretionary loan loss model is lower than the loan loss provision model.

[Insert Table 5 about here]


Results for the discretionary loan loss provision model using the total risk-adjusted capital ratio are reported in Table 6. Results for this model are qualitatively similar to the results in Table 5. The t-statistics for the total capital ratio are larger than for the Tier 1 capital ratio, and the model explanatory power is slightly increased.

[Insert Table 6 about here]


We repeat the tests using the percentile rank of the audit fee and non-audit fee. Both variables are positive and significant, indicating larger audit and non-audit fees are both associated with larger loan loss provisions.

Earnings Benchmark Results


Table 7 presents the results for the tests of the relation between non-audit services and the ability of banks to meet or exceed earnings benchmarks using the seven alternative earnings benchmarks. Our main variable of interest is the ratio of non-audit fees to audit fee charged by auditor. The coefficient is negative for five out of the seven earnings benchmarks and insignificantly positive for remaining two earnings benchmarks. The coefficient on non-audit fee ratio is significantly negative at the 10% level for two earnings benchmark models and at the 5% level for one model. If non-audit services adversely affect auditor independence, we would expect a positive coefficient for the non-audit fee variable, indicating that firms with higher levels of non-audit services would be more likely to meet or beat earnings benchmarks. However, the results from all the seven earnings benchmark results do not support that non-audit services impair auditor independence.
[Insert Table 7 about here]

Robustness Checks

We check the robustness of our result that non-audit services are positively related to loan loan provisions by using alternative fee measures for auditor independence.Ashbaugh et al. (2003, p.612) argue “the fee ratio does not capture the economic importance of the client to the audit firm when the total client fees are immaterial to the audit firm,” so we also use total fee, audit fee and non-audit fee as measures of auditor independence. The results in Table 8 show that the results hold using these alternative measures of auditor independence.

[Insert Table 8 about here]

We also check the robustness of this result by applying the model to 1999 using 2000 fee data since there may be concern that our finding that the non-audit fee does not reduce auditor independence is due to increased auditor independence resulting from publicity surrounding non-audit fees in 2000 and 2001. Fiscal 2000 fees are likely to be a good proxy for 1999 fees. Non-audit fees are publicly disclosed in Australia, and the evidence there indicates that non-audit fees have very high year-to-year correlation. We apply 2000 fees to 1999 and run regression using the three years data of 1999 to 2001, and the results hold for the combined period and individual year samples. 

There is growing evidence that audit and non-audit fees are jointly determined (Whisenant et al. 2003). We address this concern by running a three-equation simultaneous model. We still find that non-audit service as measured by the ratio of non-audit fee to audit fee is associated with higher loan loss provisions. However, in contrast to Whisenant et al. (2003), we find that the audit fee and non-audit fee are positively related. 
Discussion

We find a positive relation between total and discretionary loan loss provisions and use of a Big 5 auditor. The results for Big 5 auditors are consistent with other research (Becker et al. 1998; Francis et al. 1999; Zhou and Elder 2002) that finds Big 5 auditors are associated with lower discretionary accruals. We also find a positive relationship between the ratio of non-audit fees to audit fees and the loan loss provision variables. Further, non-audit services are not associated with the ability to meet earnings benchmarks. Thus, for this setting, we do not find evidence that non-audit services reduce auditor independence. 

The positive association between bank loan loss provisions and the extent of non-audit services differs from the Frankel et al. (2002) finding of a positive relation between non-audit services and total discretionary accruals. While their study uses total discretionary accruals, we test a specific account, bank loan loss provisions, that is subject to managerial discretion. The positive relation between non-audit services and bank loan loss provisions could reflect management incentives to increase loan loss reserves, as previous bank research (e.g. Ahmed et al. 1999; Wahlen 1994) has focused on management incentives to increase loan loss provisions. We argue that in general, the incentive of bank managers is to increase earnings, similar to other companies. Further, we also find a positive relation between loan loss provisions and use of Big 5 auditors, suggesting that increased loan losses is associated with higher audit quality.   
V. SUMMARY AND CONCLUSIONS

In this study, we examine whether auditor size and non-audit services are associated with the loan loss provisions by commercial banks. Big 5 auditors and the extent of non-audit services are positively related to total and discretionary loan loss provisions, consistent with reduced managerial discretion over income-increasing accruals. We also find that increased non-audit services are not associated with the ability to meet or exceed earnings benchmarks. 

Assuming managers’ incentives are in general to increase earnings and to meet or beat various earnings benchmarks, our results do not support reduced independence arising from non-audit services. The positive relation between loan loss provisions and Big 5 auditors is consistent with research in other settings that Big 5 auditors are associated with lower discretionary accruals (Becker et al. 1998; Francis et al. 1999). Assuming that increased audit quality is associated with greater levels of loan loss provisions, this setting does not supported reduced independence arising from the provision of non-audit services.  
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Table 1

Variable Descriptive Statistics

(n=1027)

Panel A: Fee Statistics for Entire Sample and for Big 5 and non-Big 5 Clients

	Var
	Mean
	Stdev
	Lower

quartile
	Median
	Upper

quartile

	Full Sample (n=1027)
	
	
	
	

	ADFEE
	268,594
	1,044,671
	60,000
	98,000
	188,000

	TECHFEE
	30,988
	429,464
	0
	0
	0

	OTHFEE
	639,437
	3,823,572
	22,491
	61,387
	195,640

	TOTFEE
	939,202
	5,141,233
	92,355
	169,142
	373,840

	MASF
	1.141
	1.587
	0.291
	0.620
	1.402

	Big 5 (n=611)
	
	
	
	

	ADFEE_B5
	379,564 **
	1,218,409
	96,450
	146,000
	271,541

	TECHFEE_B5
	49,308 **
	552,586
	0
	0
	0

	OTHFEE_B5
	936,911 **
	4,330,149
	37,000
	113,100
	366,371

	TOTFEE_B5
	1,365,785 **
	5,916,865
	149,970
	279,971
	616,863

	MASF_B5
	1.374 **
	1.871
	0.357
	0.781
	1.658

	Non-Big 5 (n=416)
	
	
	
	

	ADFEE_NB5
	105,607
	686,497
	43,413
	58,800
	86,441

	TECHFEE_NB5
	    4,080
	77,061
	0
	0
	0

	OTHFEE_NB5
	202,521
	2,874,365
	13,000
	29,759
	67,935

	TOTFEE_NB5
	312,209
	3,636,870
	60,724
	94,300
	147,995

	MASF_NB5
	0.797
	0.938
	0.244
	0.493
	0.950


**  Mean for Big 5 clients is significantly greater than mean for non-Big 5 clients at p < .05 or less  

ADFEE:

audit fee charged by auditor

TECHFEE:
information technology fee charged by auditor

OTHFEE:
other fee charged by auditor

TOTFEE:
total fee charged by auditor

Table 1 (cont.)

Variable Descriptive Statistics

(n=1027)

Panel B: Descriptive Statistics for Dependent and Independent Variables

	Var
	Mean
	Stdev
	Lower 

quartile
	Median
	Upper

quartile

	LLP
	0.004
	0.005
	0.001
	0.003
	0.005

	DLLP
	0
	0.004
	-0.002
	-0.001
	0.001

	MASF
	1.141
	1.587
	0.291
	0.620
	1.402

	BIG5
	0.595
	0.491
	0
	1
	1

	RACR1
	11.246
	3.861
	8.80
	10.65
	12.70

	RACRT
	14.838
	5.745
	11.60
	13.04
	15.76

	EBTP
	0.018
	0.009
	0.013
	0.017
	0.022

	FEBTP
	-0.0007
	0.005
	-0.003
	-0.001
	0.001

	LGMV
	18.645
	1.834
	17.376
	18.251
	19.545

	CGNPL
	0.003
	0.147
	-0.001
	0.001
	0.004

	CGLN
	0.115
	0.175
	0.029
	0.091
	0.170

	WO
	0.001
	0.003
	0.000
	0.000
	0.000

	ALLOW
	0.012
	0.006
	0.009
	0.011
	0.014


LLP:
loan loss provision (Bank Compustat #135)/average loans outstanding (average of Bank Compustat #23)

DLLP:
discretionary loan loss provision/average loans outstanding, DLLP is the residual in the regression of LLP on CGNPL, CGLN and WO

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

Table 2 

Correlation Matrix for Dependent and Independent Variables

(p-value in parentheses, n=1027)

	
	MASF
	BIG5
	RACR1
	RACRT
	EBTP
	FEBTP
	LGMV
	CGNPL
	CGLN
	WO
	ALLOW

	LLP
	0.208

(0.001)
	0.166

(0.001)
	-0.042

(0.184)
	-0.165

(0.001)
	0.247
(0.001)
	0.167

(0.001)
	0.276

(0.001)
	0.006

(0.852)
	-0.090

(0.004)
	0.475

(0.001)
	0.314

(0.001)

	MASF
	
	0.179

(0.001)
	-0.098

(0.002)
	-0.114

(0.001)
	0.101

(0.001)
	-0.055

(0.076)
	0.410

(0.001)
	-0.003

(0.919)
	-0.030

(0.337)
	0.300

(0.001)
	0.148

(0.001)

	BIG5
	
	
	-0.136

(0.001)
	-0.149

(0.001)
	0.138

(0.001)
	-0.025

(0.422)
	0.474

(0.001)
	0.006

(0.848)
	-0.024

(0.436)
	0.191

(0.001)
	0.164

(0.001)

	RACR1
	
	
	
	0.671

(0.001)
	0.177

(0.001)
	0.133

(0.001)
	-0.102

(0.011)  
	0.055

(0.076)
	-0.015

(0.620)
	-0.069

(0.027)
	0.119

(0.001)

	RACRT
	
	
	
	
	-0.018

(0.562)
	0.119

(0.001)
	-0.194

(0.001)
	0.032

(0.309)
	-0.108

(0.001)
	-0.079

(0.012)
	-0.147

(0.001)

	EBTP
	
	
	
	
	
	0.296

(0.001)
	0.475

(0.001)
	0.031

(0.324)
	0.057

(0.066)
	0.323

(0.001)
	0.199

(0.001)

	FEBTP*
	
	
	
	
	
	
	-0.011

(0.725)
	0.080

(0.010)
	-0.069

(0.027)
	-0.036

(0.248)
	0.108

(0.001)

	LGMV
	
	
	
	
	
	
	
	-0.012

(0.699)
	-0.058

(0.063)
	0.546

(0.001)
	0.273

(0.001)

	CGNPL
	
	
	
	
	
	
	
	
	0.028

(0.378)
	-0.001

(0.984)
	-0.027

(0.389)

	CGLN
	
	
	
	
	
	
	
	
	
	-0.106

(0.001)
	-0.225

(0.001)

	WO
	
	
	
	
	
	
	
	
	
	
	0.234

(0.001)


LLP:
loan loss provision (Bank Compustat #135)/average loans outstanding (average of Bank Compustat #23)

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

Table 3

Regression of Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Tier 1

(t-statistic in parentheses)

	
	Pred. Sign
	Full Sample
	Big 5 Sample
	Non-Big 5 Sample

	INTERCEPT
	
	0.008

(4.05)***
	0.010

(3.87)***
	-0.001

(-0.54)

	MASF
	?
	0.0002

(2.74)***
	0.0003

(2.50)***
	0.0002

(1.05)

	BIG5
	+
	0.001

(2.72)***
	
	

	RACR1
	-
	-0.00008

(-2.26)***
	-0.0001

(-1.54)*
	-0.0001

(-2.43)***

	EBTP
	+
	0.042

(2.21)***
	0.031

(1.14)
	0.011

(0.43)

	FEBTP
	+
	0.136

(5.43)***
	0.147

(4.04)***
	0.089

(3.00)***

	LGMV
	?
	-0.0003

(-3.17)***
	-0.0005

(-3.43)***
	0.0002

(1.35)

	CGNPL
	+
	-0.00005

(-0.06)
	-0.0001

(-0.07)      
	0.062

(2.92)***

	CGLN
	+
	0.0001

(0.11)
	-0.001

(-0.57)
	0.002

(1.88)*

	WO
	+
	0.662

(13.68)***
	0.695

(11.55)***
	0.166

(1.16)

	ALLOW
	+
	0.155

(6.99)***
	0.212

(6.28)***
	0.089

(3.49)***

	N
	
	1027
	611
	416

	Adj R-sq
	
	30.41%
	33.54%
	10.38%


* (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

LLP:
loan loss provision (Bank Compustat #135)/average loans outstanding (average of Bank Compustat #23)

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189 

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

Table 4

Regression of Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Total

(t-statistic in parentheses)

	
	Pred. Sign
	Full Sample
	Big 5 Sample
	Non-Big 5 Sample

	INTERCEPT
	
	0.009

(5.00)***
	0.012

(4.48)***
	0.0007

(0.27)

	MASF
	?
	0.0002

(2.74)***
	0.0003

(2.46)***
	0.0002

(1.12)

	BIG5
	+
	0.0008

(2.72)***
	
	

	RACR1
	-
	-0.0001

(-4.85)***
	-0.0001

(-3.10)***
	-0.0001

(-5.07)***

	EBTP
	+
	0.039

(2.08)**
	0.026

(0.97)
	0.011

(0.44)

	FEBTP
	+
	0.146

(5.85)***
	0.159

(4.37)***
	0.098

(3.35)***

	LGMV
	?
	-0.0004

(-3.52)***
	-0.0005

(-3.58)***
	0.0002

(1.06)

	CGNPL
	+
	-0.0001

(-0.07)
	-0.00008

(-0.08)
	0.052

(2.52)***

	CGLN
	+
	-0.0004

(-0.57)
	-0.001

(-1.03)
	0.001

(1.29)*

	WO
	+
	0.675

(14.10)***
	0.706

(11.80)***
	0.204

(1.46)*

	ALLOW
	+
	0.132

(6.02)***
	0.192

(5.72)***
	0.025

(2.23)**

	N
	
	1027
	611
	416

	Adj R-sq
	
	31.65%
	34.33%
	14.48%


* (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

LLP:
loan loss provision (Bank Compustat #135)/average loans outstanding (average of Bank Compustat #23)

DLLP:
discretionary loan loss provision/average loans outstanding, DLLP is the residual in the regression of LLP on CGNPL, CGLN and WO

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

Table 5

Regression of Discretionary Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Tier 1

(t-statistic in parentheses)

	
	Pred. Sign
	Full Sample
	Big 5 Sample
	Non-Big 5 Sample

	INTERCEPT
	
	0.005

(2.91)***
	0.007

(2.90)***
	-0.001

(-0.48)

	MASF
	?
	0.0002

(2.75)***
	0.0003

(2.52)***
	0.0001

(0.65)

	BIG5
	+
	0.001

(2.98)***
	
	

	RACR1
	-
	-0.0001

(-2.29)***
	-0.0001

(-1.62)*
	-0.0001

(-2.19)**

	EBTP
	+
	0.043

(2.28)***
	0.031

(1.22)
	0.044

(1.76)*

	FEBTP
	+
	0.134

(5.47)***
	0.147

(4.12)***
	0.010

(3.42)***

	LGMV
	?
	-0.0004

(-3.89)***
	-0.0005

(-3.68)***
	0.00002

(0.13)

	ALLOW
	+
	0.147

(6.86)***
	0.205

(6.40)***
	0.050

(2.09)**

	N
	
	1027
	611
	416

	Adj R-sq
	
	10.12%
	11.51%
	6.19%


* (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

DLLP:
discretionary loan loss provision/average loans outstanding, DLLP is the residual in the regression of LLP on CGNPL, CGLN and WO

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

Table 6

Regression of Discretionary Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Total

(t-statistic in parentheses)

	
	Pred. Sign
	Full Sample
	Big 5 Sample
	Non-Big 5 Sample

	INTERCEPT
	
	0.006

(3.88)***
	0.008

(3.50)***
	0.001

(0.42)

	MASF
	?
	0.0002

(2.76)***
	0.0003

(2.49)***
	0.0001

(0.79)

	BIG5
	+
	0.001

(2.93)***
	
	

	RACR1
	-
	-0.0001

(-5.09)***
	-0.0001

(-3.22)***
	-0.0001

(-5.60)***

	EBTP
	+
	0.038

(2.09)***
	0.024

(0.98)
	0.042

(1.78)**

	FEBTP
	+
	0.145

(5.95)***
	0.159

(4.46)***
	0.107

(3.79)***

	LGMV
	?
	-0.0004

(-4.16)***
	-0.0005

(-3.83)***
	-0.00003

(-0.21)

	ALLOW
	+
	0.127

(6.05)***
	0.190

(5.99)***
	0.023

(0.98)

	N
	
	1027
	611
	416

	Adj R-sq
	
	11.90%
	12.62%
	11.84%


* (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

DLLP:
discretionary loan loss provision/average loans outstanding, DLLP is the residual in the regression of LLP on CGNPL, CGLN and WO

MASF:

the ratio of non-audit fee to audit fee charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans 

Table 7

Logit Regressions Modeling the Probability of Meeting Earnings Benchmarks

(p-value in parentheses)
	
	C_ROA
	C_ROA1
	FERR
	MEET
	INCR
	PROFIT
	SURP

	INTERCEPT
	-4.113

(0.18)
	-5.739

(0.04)**
	23.243

(0.53)
	-13.993

(0.00)***
	-9.219

(0.01)***
	-1.068

(0.94)
	-11.241

(0.06)*

	MASF
	-0.179

(0.05)**
	-0.174

(0.03)**
	-0.075

(0.76)
	-0.060

(0.26)
	-0.060

(0.49)
	0.130

(0.51)
	0.010

(0.87)

	BIG5
	0.174

(0.41)
	0.030

(0.87)
	1.660

(0.29)
	0.312

(0.26)
	0.085

(0.72)
	0.417

(0.70)
	-0.129

(0.72)

	C_ASSETS
	0.051

(0.92)
	0.068

(0.89)
	-2.080

(0.57)
	0.730
(0.30)
	-1.556

(0.03)**
	-1.776

(0.39)
	-0.122

(0.88)

	LASSETS
	-0.007
(0.94)
	0.094

(0.24)
	-0.381

(0.34)
	0.170

(0.11)
	-0.370

(0.00)***
	-0.081

(0.80)
	0.336

(0.00)***

	C_CF
	-77.057

(0.00)***
	-115.900

(0.00)***
	216.000

(0.39)
	-5.602

(0.86)
	497.800

(0.00)***
	57.150

(0.35)
	-20.501

(0.60)

	CC_NPL
	0.176

(0.62)
	0.222

(0.50)
	37.174

(0.71)
	-36.392

(0.05)**
	0.198

(0.85)
	2.475

(0.93)
	4.940
(0.79)

	MTB
	-0.298

(0.11)
	-0.564

(0.00)***
	0.046

(0.97)
	-0.334

(0.03)**
	-0.250

(0.21)
	-0.584

(0.11)
	-0.160

(0.38)

	LEV
	3.471

(0.28)
	3.729
(0.20)
	-18.899

(0.62)
	10.467

(0.02)**
	16.84

(0.00)***
	4.121

(0.78)
	1.740

(0.77)

	ROA
	21.033

(0.30)
	43.132

(0.04)**
	344.000

(0.11)
	142.40

(0.00)***
	244.50

(0.00)***
	818.70

(0.00)***
	91.74

(0.02)**

	RET
	0.005

(0.99)
	-0.0008

(1.00)
	1.240

(0.54)
	1.518

(0.00)***
	1.658

(0.00)***
	-0.540

(0.65)
	0.31

(0.47)

	N
	847
	847
	81
	440
	847
	847
	440

	Pseudo R-sq
	2.85%
	5.44%
	16.19%
	14.19%
	34.69%
	20.48%
	5.01%


* (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

Dependent Variables:

C_ROA:
dummy variable, taking the value 1 if the bank has an increase in ROA from previous year between 0 (exclusive) and 0.0008 (inclusive), and 0 otherwise; ROA is defined as net income divided by total assets at the beginning of the year

C_ROA1:
dummy variable, taking the value 1 if the bank has (ROA between 0 (exclusive) and 0.0008 (inclusive), and 0 otherwise; ROA is defined as net income divided by total assets at the beginning of the year; this definition is the same as in Beatty, Ke and Petroni (2002)

FERR:
dummy variable, one for firms whose earnings surprise are from zero to +1 cent (inclusive), and zero for firms whose earnings surprise are negative but less than or equal to –1 cent; this definition is the same as in Francis and Ke (2002)


MEET:
1 if actual earnings are greater than median consensus estimate, 0 otherwise; both actual earnings and median estimate are from I/B/E/S

SURP:
1 if actual earnings are equal to or greater than median consensus estimate by 0.01 per share, 0 otherwise; this definition is similar to Frankel, Johnson and Nelson (2002)

INCR:
1 if this year’s income is greater than last year’s income, income is defined as Bank Compustat #161

PROFIT:
1 is this year’s income is greater than 0, income is defined as Bank Compustat #161

Table 7

Logit Regressions Modeling the Probability of Meeting Earnings Benchmarks

(Continued)

Independent Variables:

MASF:

the ratio of non-audit fees to audit fees charged by auditor

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

C_ASSETS:
first difference in total assets, divided by beginning total assets, this definition is the same as in Beatty et al. (2002)

LASSETS:
natural log of total assets, this definition is the same as in Beatty et al. (2002)

C_CF:
first difference in cash flows, divided by beginning total assets, where cash flow is defined as net income plus loan loss provision and depreciation and amortization, this definition is similar to the definition in Beatty et al. (2002)

CC_NPL:
change in the first difference of nonperforming loans, divided by the average of beginning and ending total loans, this definition is the same as in Beatty et al. (2002)

MTB:
market to book ratio

LEV: 
leverage, defined as total liabilities over total assets

ROA:
return on assets, defined as net income over total assets

RET:
annual buy and hold return
Table 8

Regression of Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Tier 1: 

Using Various Measures of Auditor Independence

(t-statistic in parentheses)

	
	Pred. Sign
	Full Sample
	Full Sample
	Full Sample
	Full Sample

	INTERCEPT
	
	0.008

(4.05)***
	0.011

(5.71)***
	0.010

(5.02)***
	0.011

(5.10)***

	MASF
	?
	0.0002

(2.74)***
	
	
	

	LNTOTAL
	
	
	0.001

(5.55)***
	
	

	LNAUDIT
	
	
	
	0.001

(4.56)***
	

	LNNONAUDIT
	
	
	
	
	0.0005

(4.16)***

	BIG5
	+
	0.001

(2.72)***
	0.0005

(1.64)**
	0.0004

(1.36)
	0.0006

(2.07)**

	RACR1
	-
	-0.00008

(-2.26)***
	-0.00005

(-1.45)*
	-0.00005

(-1.49)*
	-0.00008

(-2.13)**

	EBTP
	+
	0.042

(2.21)***
	0.074

(3.69)***
	0.067

(3.33)***
	0.058

(2.86)***

	FEBTP
	+
	0.136

(5.43)***
	0.122

(4.90)***
	0.124

(4.95)***
	0.128

(5.03)***

	LGMV
	?
	-0.0003

(-3.17)***
	-0.0009

(-5.84)***
	-0.0008

(-5.09)***
	-0.0006

(-4.55)***

	CGNPL
	+
	-0.00005

(-0.06)
	-0.0001

(-0.16)
	-0.0001

(-0.13)
	0.0003

(0.27)

	CGLN
	+
	0.0001

(0.11)
	-0.0001

(-0.13)
	0.00008

(0.10)
	-0.0001

(-0.15)

	WO
	+
	0.662

(13.68)***
	0.608

(12.38)***
	0.620

(12.56)***
	0.643

(13.05)***

	ALLOW
	+
	0.155

(6.99)***
	0.134

(5.98)***
	0.139

(6.23)***
	0.141

(6.20)***

	N
	
	1027
	1027
	1027
	995

	Adj R-sq
	
	30.41%
	31.96%
	31.30%
	31.02%


           * (**) (***) - Significant at .10 (.05) (.01) level; based on one-tail test where appropriate.

See next page for variable descriptions.

Table 8

Regression of Loan Loss Provision on Auditor Type and Auditor Independence Using Risk-Adjusted Capital Ratio – Tier 1: Using Various Measures of Auditor Independence (continued)
LLP:
loan loss provision (Bank Compustat #135)/average loans outstanding (average of Bank Compustat #23)

MASF:

the ratio of non-audit fee to audit fee charged by auditor

LNTOTAL:
log of total audit and nonaudit fees

LNAUDIT:
log of audit fee

LNNONAUDIT:
log of nonaudit fee

BIG5:

dummy variable for BIG5; 1 for BIG5 auditor and 0 for non-BIG5 auditor

RACR1:

risk-adjusted capital ratio – Tier 1 (Bank Compustat #48)
RACRT:
risk-adjusted capital ratio – Total (Bank Compustat #64)

EBTP:
earnings before taxes and loan loss provision/average total assets (Bank Compustat #145+Bank Compustat #153+Bank Compustat #135)/(average of Bank Compustat #36)

FEBTP: 
one-year ahead change in EBTP
LGMV:   
log of market value (Bank Compustat #90*Bank Compustat #205)

CGNPL:
change in non-performing loans, non-performing loans are defined as Compustat #341/ average of Bank Compustat #23

CGLN:
change in outstanding loans/average loans, outstanding loans are defined as Bank Compustat #23

WO:

write off/average loans, write-off is defined as Bank Compustat #189 

ALLOW:
beginning allowance for loan losses (Bank Compustat #78)/average loans

� Knowledge spillovers can also occur from auditing to consulting services. However, it is difficult to test for the existence of such spillovers because of variation in the nature of non-audit services.
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