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The Effect of Auditor-Provided Regulatory Advisory Services on Financial
Reporting Quality: Evidence from the Dodd-Frank Act
1. Introduction
The Dodd Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank) is
one of the most significant regulatory changes to occur in the financial services industry since
reforms following the Great Depression (Beatty and Liao 2014). To restore investor confidence
in the banking system and improve overall safety and soundness, Dodd-Frank increased
regulatory requirements for banks. These new regulations increased the demand for advisory
services because banks had a short timeframe in which to reach regulatory compliance.1 In fact, a
number of banks elected to use their external audit firm to perform such regulatory advisory
services. Because of the recent (e.g., Dodd Frank) and upcoming (e.g., Current Expected Credit
Loss (CECL) model) changes in the banking industry, our research focusing on the impact of
regulatory advisory services on financial reporting quality is both timely and relevant.
Advisory services provided by the external auditor have long been advocated as a threat to
financial reporting quality. In response to concerns about advisory services negatively impacting
auditor independence, Congress and the Securities and Exchange Commission (SEC) considered
limiting advisory services as early as the 1970s but ultimately opted for increased disclosure
(SEC 1978, 2003). Most recently, the SEC independence rules outlined in Rule 33-7919,
subsequently adopted by the Sarbanes-Oxley Act (SOX), prohibited certain advisory services for
audit clients, fueling the ongoing debate among regulators and practitioners about the need for
such regulation in improving financial reporting quality. The Public Companies Accounting
Oversight Board (PCAOB) has been particularly concerned that the recent rise in consulting and
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We use the term advisory services to include both consulting and advisory services but exclude tax and audit
services.
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advisory services threatens financial reporting. In a speech delivered at the 2016 International
Corporate Governance Network Annual Conference, Steve Harris, PCAOB board member,
stated that the rise in advisory services “is important because the last time this occurred was prior
to the adoption of the SEC independence rules and passage of the Sarbanes-Oxley Act. At that
time, as some of you will recall, firms unsuccessfully tried to serve two roles – one as a supposed
objective third party examining management’s assertions and another as management’s
consultant, partner, or advocate” (Harris 2016).
Regulators argue that limiting advisory services provided by external auditors improves
financial reporting quality.2 Regulators and the economic bonding theory suggest auditors who
provide advisory services become more economically reliant upon their client and this reliance
biases auditor judgement. In contrast, practitioners and the knowledge spillover theory suggest
auditors learn from providing advisory services, creating knowledge spillover effects that lead to
more effective and efficient audits. While regulators argue that financial reporting quality is
negatively impacted when the economic bond between the auditor and the client is strong, the
empirical evidence is limited.3
Because advisory services were restricted for all publicly traded U.S. firms at the same time,
it has been empirically challenging to determine the impact of advisory services on financial
reporting quality in academic research (Karolyi 2009; Leuz 2007; Leuz and Wysocki 2016;
Schneider, Church, and Ely 2006). It is argued that the lack of a sufficient comparison group is a
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In this context we refer to regulators as financial reporting regulators, such as the Financial Accounting Standards
Board (FASB), Public Company Accounting Oversight Board (PCAOB), and the Securities and Exchange
Commission (SEC). Such regulators do not include bank regulators, such as the Federal Reserve, Office of the
Comptroller of the Currency (OCC), or state bank regulators.
3
A limited number of studies show advisory services negatively impact financial statement quality (e.g., Frankel,
Johnson, and Nelson 2002; Markelevich and Rosner 2013; Causholli, Chambers, and Payne 2014). The majority of
studies fail to find an association between advisory services and financial reporting quality (e.g., Ashbaugh, LaFond,
and Mayhew 2003; Chung and Kallapur 2003; DeFond, Raghunandan, and Subramanyam 2002; Kinney, Palmrose,
and Scholz 2004; Larcker and Richardson 2004).
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primary cause for prior research concluding advisory services do not hinder financial reporting
quality. The relation between auditor-provided regulatory advisory services and financial
reporting quality is a particularly important question given the increased attention of regulators
on the recent growth in advisory services.
Our study differs from prior research that investigates the impact of auditor-provided
advisory services on financial reporting quality by exploiting a recent regulatory change to the
demand for advisory services in the banking industry. The unique setting of the Dodd-Frank Act
allows for a more rigorous research design than that of prior studies. While all banks in the
sample are required to comply with the Dodd-Frank regulations, the Dodd-Frank Act did not
specify how the bank was to comply (e.g., utilization of internal versus external resources).
Therefore, we exploit this variation by comparing firms that employ their external auditor to
meet regulatory compliance with firms that do not employ their external auditor. This variation
in using the external auditor for regulatory advisory services allows for a difference-indifferences research design and addresses the shortcoming noted in prior research of a lack of an
identifiable comparison group.4 To determine whether banks employed their external auditor to
perform regulatory advisory services, we examine the banks’ other fees paid to the external
auditor as disclosed in the proxy statement.5 See Appendix A for examples. In addition, while we
revisit the previously examined but unresolved question of whether advisory services impact
financial reporting quality, we address this question in the current auditor regulatory regime of
the PCAOB, which has not been the focus of the majority of studies in this literature.
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We acknowledge that we are unable to observe whether firms not employing their external auditor elect to engage
another third-party advisor or perform the regulatory compliance work internally due to data limitations.
5
To validate that other fees paid to the external auditor is an appropriate proxy for regulatory advisory services, we
conduct a validity test of the measure in Section 5.3.
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We examine our research question in the context of financial reporting quality. Our primary
proxy for financial reporting quality is the extent of capital and earnings management and, more
specifically, the validity of the loan-loss provision. As the most prominent and significant
accrual for banks, the loan-loss provision has been identified as a way for management to smooth
and manipulate earnings as well as regulatory capital (Beatty, Chamberlain, and Magliolo 1995;
Collins, Shackelford, and Wahlen 1995; Kim and Kross 1998; Ahmed, Takeda, and Thomas
1999; Liu and Ryan 2006; Beatty and Liao 2014).6 In addition to our main proxy, we examine
other proxies of financial reporting quality, including the quality of earnings through earnings
persistence and evidence of earnings management through the propensity to report small positive
earnings changes.
We compare the change in financial reporting quality for firms engaging (not engaging) the
external auditor as a regulatory advisor in the four-year periods before and after the finalization
of the Dodd-Frank stress test rule in 2011. We predict and find banks employing their external
auditor for regulatory compliance have a decline in the validity of the loan-loss provision. We
find a corresponding decrease in earnings persistence. Similarly, firms employing their external
auditor are associated with a greater propensity to report small positive earnings changes. This
evidence is consistent with regulators’ concern that allowing external auditors to provide
advisory services lowers financial reporting quality.
We also conduct a series of additional tests designed to provide further support of our
primary results. First, we examine the issue of self-selection. It is possible that characteristics
associated with the choice of hiring the external auditor to perform regulatory advisory services
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In the banking industry financial reporting discretion has additional implications beyond earnings management as
explicit capital adequacy calculations rely on GAAP inputs and can result in banks use of accounting discretion to
improve regulatory capital.
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are also related to financial reporting quality. To address this concern, we re-perform our
analyses using an entropy balanced sample and find consistent results. Second, we show that the
association between employing the external auditor in a regulatory advisory capacity and a
decline in financial reporting quality is concentrated in firms experiencing greater regulatory
pressure (e.g., existence of a regulatory enforcement action) and in firms with less effective audit
committees. Third, we validate our proxy for regulatory advisory services using hand-collected
data from proxy statements and find consistent results. Lastly, we perform sensitivity tests to
address concerns that our sample design choices related to asset size thresholds are driving our
results. Together, these supplemental analyses provide additional support that the primary
finding we document relates to the use of the external auditor as the regulatory advisor and not
an alternative explanation.
Our study contributes to the literature by showing that advisory services provided by the
external auditor do have a negative impact on financial reporting quality. This finding is
particularly important as our setting focuses on the current auditor regulatory regime (20042016), in which the PCAOB serves as an audit regulator. In contrast, many prior studies
examining the relation between non-audit services and reporting quality focus on the period
before the Sarbanes-Oxley Act and the creation of the PCAOB. Our results suggest that nonaudit services do impair reporting quality, even in an era of high regulatory oversight of auditors.
We build upon prior literature, particularly Kanagaretnam, Krishnan, and Lobo (2010) which
examines auditor independence in the banking industry by associating audit fees to earnings
management via the loan-loss provision in the period prior to the recent financial crisis (2000 –
2006). Kanagaretnam et al. (2010) finds earnings management is concentrated in smaller banks
with higher audit fees and notes the same decline in reporting quality does not occur for larger
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banks. The study attributes this difference to the internal control requirements related to the
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) and partitions on the
FDICIA thresholds, thereby limiting their findings to small community banks. In contrast, we
find variation in financial reporting quality among large regional and national banks after the
implementation of Dodd-Frank, based upon whether the bank engaged their external auditor in a
regulatory advisory capacity. We attribute this difference in results to recent changes in the
regulatory environment for larger banks and the increased demand and use of advisory services
in the banking industry to comply with such regulations.
The results of our study should be informative to policy makers. Aside from the PCAOB’s
heightened concern about increases in consulting and advisory service revenue, banks are
undergoing the most significant financial reporting change in decades with the FASB’s new
standard related to measuring credit impairment based on expected losses (i.e., CECL). If banks
elect to use their external auditor for regulatory compliance with Dodd-Frank, the external
auditor may, in the future, be in the position of auditing their own work because many of the
Dodd-Frank regulatory requirements are inputs to the CECL models. Further, providing such
services may further reduce financial reporting quality in the post-CECL period.

2. Institutional Background, Related Research, and Hypothesis Development
2.1 INSTITUTIONAL BACKGROUND
Enacted in July 2010, the Dodd-Frank Act includes several provisions to enhance the
stability of the banking system. Three provisions have driven the increase in regulatory advisory
services for banks. First, banks are required to perform and report the results of annual DoddFrank Act Stress Tests (DFASTs). Stress tests are required annually for banks with total assets
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greater than $10 billion and involve assessing the sensitivity of bank health to different economic
and financial market scenarios defined by the Federal Reserve.7 The additional costs from stress
testing result from the implementation of new software and data collection systems as well as
expenses for consultants and other employees to develop models and stress test reporting.
Second, Dodd-Frank requires banks to conduct a Comprehensive Capital Analysis and
Review (CCAR) to ensure the larger banks, those with assets greater than $50 billion, are
adequately capitalized by evaluating the banks’ capital planning process and current capital
levels. Conducted by the Federal Reserve, the CCAR assessment includes both a quantitative
assessment, including projecting capital ratios under hypothetical scenarios of severe economic
and financial stress, and a qualitative assessment, including assessment of capital planning, risk
management, internal controls, and governance practices (Federal Reserve 2017a).
The third provision that has increased advisory costs for banks involves Section 165(d) of the
Dodd-Frank Act requiring bank holding companies with greater than $50 billion in assets to
submit resolution plans to the Federal Reserve annually. The resolution plan, referred to as a
“living will,” outlines the bank’s strategy for rapid and orderly resolution in the event of material
financial distress or failure. The resolution plan implementation was staggered with the largest
banks filing their first reports in July 2012 and the remaining banks filing their first reports in
December 2013.
The involvement of the external auditor in any of the aforementioned regulatory compliance
activities enhances their knowledge of the client. Specifically, the DFAST and CCAR models
identify areas where risk of loss and exposure to economic conditions is likely to be significant.
In addition, the annual resolution plan results in a greater understanding of bankruptcy risk.
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The Federal Reserve’s economic scenarios for stress tests include numerous economic indicators, such as changes
in the unemployment rate, exchange rate, rate of GDP growth, and various treasury yield curves (FDIC 2018).
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2.2 ADVISORY SERVICES RELATED RESEARCH
While Dodd-Frank increased the demand for advisory services, Dodd-Frank was silent on
how banks were to meet the outlined regulatory requirements. Some banks likely decided to
perform the requirements internally. Other banks engaged advisory service firms, including their
external auditor, as their regulatory advisor.8
Regulators have historically argued that advisory services negatively impact financial
reporting because advisory services create an economic bond between the auditor and the client
(DeAngelo 1981). This economic bond incentivizes the auditor, thereby causing the auditor to be
less professionally skeptical and more willing to accept management’s financial reporting.
Despite the theoretical argument, the empirical evidence in the literature is mixed. While some
studies suggest advisory services negatively impact financial reporting quality (e.g., Frankel et
al. 2002; Causholli et al. 2014; Markelevich and Rosner 2013), the majority of studies fail to find
an association between advisory services and traditional measures of financial reporting quality
(e.g., Ashbaugh et al. 2003; DeFond et al. 2002; Kinney et al. 2004). As DeFond and Zhang
(2014) state in their literature review, one of the concerns with studies related to auditorprovided advisory services is the inability to specify the mechanism by which advisory services
influence financial reporting quality.
The majority of prior research on advisory services and questions of financial reporting
quality focuses on the non-financial institution setting. An exception to this is Kanagaretnam et
al. (2010) which examines the relation between auditor independence in the banking industry by
associating audit fees to earnings management via the loan-loss provision during 2000 through
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As with any advisory service provided by the external auditor, the firm’s audit committee is required to approve
regulatory advisory services. Based on conversations with Big 4 audit partners working in the banking industry, the
decision to bid on this type of regulatory advisory service (e.g., model development, stress testing, resolution plans)
is largely driven by the willingness of both the engagement partner and the audit committee.
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2006. The study provides evidence that earnings management is concentrated in smaller banks
paying higher fees to their auditor. In contrast to Kanagaretnam et al. (2010), we are primarily
interested in how changes in the regulatory environment for banks (e.g., Dodd-Frank Act) have
altered the relation between auditor-provided regulatory advisory services and financial reporting
quality. By isolating a specific shock to the demand for advisory services, we are able to identify
firms that choose to engage (not engage) their external auditor to meet the Dodd-Frank
regulatory requirements during a time period when our sample of banks faces similar resource
needs.
Prior to the SEC independence rules issued in 2000, advisory services were not prohibited for
external audit clients. Because the SEC and, subsequently SOX, restricted such services for all
publicly traded U.S. firms simultaneously, it has been empirically challenging to construct an
unaffected comparison group (Leuz and Wysocki 2016). Markelevich and Rosner (2013)
attempts to address this problem by examining firms sanctioned by the SEC for fraudulent
reporting between 2000 and 2010. Comparing fraud and non-fraud firms, the study provides
evidence that fraud firms pay significantly higher advisory service fees. In addition, Rice and
Weber (2012) finds audit firms with incentives to receive advisory fees are less likely to disclose
a material weakness for firms misstating their financial statements between 2004 and 2009.
We build upon these prior studies and examine a recent regulatory change to the demand for
advisory services in the banking industry. Although the regulation affected our entire sample of
banks at the same time, banks were not required to engage their external auditor as their
regulatory advisor. This choice allows our study to overcome many of the limitations of prior
studies in this literature by identifying an appropriate comparison group. Specifically, we are
able to observe variation in the extent to which banks use their external auditor for regulatory

9

advisory services, allowing us to more directly assess whether auditor-provided advisory services
negatively impact financial reporting quality. In addition, unlike prior research, the advisory
services we study are related to financial reporting outcomes in banks through capital adequacy
assessments, evaluations of risk, and loan loss modeling.
2.3 HYPOTHESIS DEVELOPMENT
Prior theoretical work demonstrates that economic bonding between the audit firm and client
can lead to lower financial reporting quality (DeAngelo 1981; Simunic 1984). In our setting,
regulatory advisory service fees increase the economic bond, allowing the auditor to earn
economic rents. When the economic bond is strong (e.g., the client engages the auditor to
perform regulatory advisory services), we expect this to manifest itself in the form of lower
financial reporting quality.
The idea that advisory services should lead to lower financial reporting quality is consistent
with more recent research by Causholli et al. (2014), Markelevich and Rosner (2013), and Rice
and Weber (2012). Causholli et al. (2014) finds that non-financial firms willing to purchase
future advisory services from the external auditor are associated with earnings management.
Similarly, using a sample of fraud firms, Markelevich and Rosner (2013) provides evidence that
fraud firms, relative to non-fraud firms, are associated with the purchase of more advisory
services. In addition, Rice and Weber (2012) finds that audit firms with a high likelihood of
receiving advisory fees are less likely to disclose a material weakness for firms misstating their
financial statements. Overall, these factors suggest a high level of regulatory advisory services
leads to lower financial reporting quality. Thus, we test the following hypothesis (in alternative
form):
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HYPOTHESIS: Higher (lower) regulatory advisory fees paid to external auditors are
associated with lower (higher) financial reporting quality.

3. Sample Selection and Research Design
3.1 SAMPLE SELECTION
Dodd-Frank was signed into law in 2010. Many of the provisions within the Dodd-Frank Act
outline specific asset thresholds for compliance to target the largest banks and exempt the
smaller banks for which compliance is too costly. The main provisions driving the increase in
demand for regulatory advisory services focus on banks with $10 billion or more in assets.
Because banks close to this asset threshold are likely to anticipate crossing the threshold, we set
the lower bound of the sample at $9 billion in assets. We set the upper bound of our sample as
banks with assets less than $100 billion because banks above $100 billion are governed by a
more rigorous set of provisions, the timing of which is not consistent with the broader sample.9
Because we require the use of proxy statements to identify whether the bank used their
external auditor for regulatory advisory services, our sample begins with public bank holding
companies filing annual and quarterly Y9-C regulatory reports during our sample period. We
begin our sample in 2004 to eliminate concerns about the potentially confounding effects of the
Sarbanes-Oxley Act.10 We limit our sample to banks with assets greater than $9 billion and less
than $100 billion. We classify observations from 2004 to 2008 as the pre-period and
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Banks with greater than $100 billion in assets are characterized as systemically important institutions (SIFIs) and
include Bank of America, Bank of New York Mellon, Barclays PLC, Citigroup Inc., Credit Suisse Group AG,
Deutsche Bank AG, The Goldman Sachs Group, JP Morgan Chase and Company, Morgan Stanley, Prudential
Financial Inc., State Street Corporation, UBS AG, and Wells Fargo and Company.
10
Although banks were required to test internal controls beginning in 1993 under the internal control provision of
FDICIA, auditors were not required to review or opine on management’s assertions related to internal controls until
the implementation of SOX.
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observations from 2012 to 2016 as the post-period. We omit observations during 2009 to 2011
because this is the discussion and implementation period of Dodd-Frank. In addition, because we
want symmetric pre- and post-regulation periods, we end our sample in 2016. We identify 680
bank-years and 3,014 bank-quarters with available data for 81 distinct banks.
We then classify our sample into banks employing and not employing their external auditor
as their regulatory advisor. As shown in Appendix A, banks using their external auditor for
regulatory advisory services not only list the “other fees” paid to the external auditor but also
provide a detailed description of the work performed. For example, according to their 2015
proxy statement, Huntington Bancshares Incorporated employed their external audit firm,
Pricewaterhouse Coopers, to perform over $1.2 million in regulatory advisory services for
creating the annual resolution plan, assessing various regulatory models, and developing
information technology and operational benchmarking. We classify Huntington Bancshares
Incorporated as a bank hiring their external auditor for regulatory advisory services in 2015. To
reflect the importance of the regulatory advisory services to the external auditor, we use the ratio
of other fees to total audit fees.
3.2 RESEARCH DESIGN
As discussed in Section 3.1, we use the employment of the external auditor as the regulatory
advisor as our identification strategy, which allows for the use of a difference-in-differences
research. The difference-in-differences design mitigates concerns that our results are driven by
changes in economic conditions. This design also allows us to compare our financial reporting
quality variables from a pre-period to a post-period for the banks hiring and not hiring the
external auditor for regulatory advisory services.
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Because we focus on a single industry, we are able to study the specific account most likely
to provide an opportunity for accounting discretion, the loan-loss provision. The loan-loss
provision is typically the bank’s largest operating accrual and has been the subject of significant
accounting research related to capital and earnings management. To bolster our primary findings,
we also examine broader measures of financial reporting quality. Specifically, we examine
earnings persistence and benchmark-beating through small positive earnings changes. We
acknowledge that capital and earnings management incentives are interrelated because earnings
are included in regulatory capital calculations. In Section 5.2 we perform cross-sectional
analyses to provide supporting evidence related to the incentives driving the reduction in
financial reporting quality.
3.2.1 Regulatory Advisory Services and the Validity of the Loan-Loss Provision
The largest and most significant accrual in banking is the loan-loss provision. Prior research
finds that banks manage the provision for loan losses and loan charge offs to smooth and
manipulate earnings and enhance regulatory capital (Beatty et al. 1995; Collins et al. 1995; Liu
and Ryan 2006; Ahmed et al. 1999; Kim and Kross 1998). Consistent with prior literature, we
expect an improvement in the validity of the provision to be a signal of higher financial reporting
quality. The validity of the provision is consistent with the auditor’s role and objective to opine
on the bank’s financial reporting relative to GAAP.
To test this hypothesis, we examine the validity of the provision by determining how well the
loan-loss provision maps into subsequent charge-offs. According to Staff Accounting Bulletin
(SAB) 102, which serves as the SEC guidance for estimating loan losses, a bank’s loan loss
allowance method is considered valid when it “include(s) procedures that adjust loan loss
estimation methods to reduce differences between estimated losses and actual subsequent
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charge-offs.” Following Altamuro and Beatty (2010), we estimate the following model with
standard errors clustered by bank:



CHGOt+1 =  + 1LLPt +2POST + 3OTHER FEESt + 4LLPt * OTHER FEESt + 5POST
* OTHER FEESt + 6LLPt * POST + 7LLPt * POST * OTHER FEESt + 8NPL + 9SIZEt
+ 10LLPt * SIZEt + 






Our dependent variable is loan charge-offs in year t+1, scaled by beginning total assets

(CHGOt+1). We measure the loan-loss provision in year t, scaled by beginning total assets
(LLPt). POST is an indicator variable equal to one for observations in 2012 through 2016, and
equal to zero for observations in 2004 through 2008. The variable representing the employment
of the external auditor in a regulatory advisory capacity is OTHER FEESt, which is the amount
of other fees paid to the external auditor, scaled by total fees. Our primary variable of interest is
the three-way interaction, LLPt * POST * OTHER FEESt. We expect a negative coefficient on
this variable, indicating there is lower financial reporting quality (e.g., reduced loan-loss
provision validity) in the post-period for banks employing their external auditor as their
regulatory advisor.
We control for the change in non-performing loans (NPL), calculated as the change in nonperforming loans, scaled by non-performing loans in year t-1. We also control for bank size
(SIZEt), measured as the natural log of total assets. We control for the interactive effect of the
loan-loan provision on bank size (LLPt * SIZEt) because it is possible that larger, more
sophisticated banks have enhanced provisioning methodologies.
3.2.2 Regulatory Advisory Services and Earnings Quality
High quality earnings accurately reflect the underlying economics of the firm and should be
representative of financial reporting quality. To measure earnings quality, we rely upon a measure
used in prior literature, that of earnings persistence. Dechow and Dichev (2002) and Richardson,
14

Sloan, Soliman, and Tuna (2005) find firms with lower accounting quality (e.g., low accrual
quality) have less earnings persistence. Based on this idea, we expect earnings persistence to
decrease for banks employing the external auditor for regulatory advisory services in the postperiod.
We follow Altamuro and Beatty (2010) and estimate the following model for earnings
persistence using quarterly data:
ROAq+1 =  + 1ROAq + 2POST + 3OTHER FEESt + 4ROAq * OTHER FEESt +
5POST * OTHER FEESt + 6ROAq * POST + 7 ROAq * POST * OTHER FEESt
+8SIZEq + 9ROAq * SIZEq + 








In Equation (2), our dependent variable is return on assets in quarter q+1, measured as net income
scaled by beginning of the quarter total assets (ROAq+1). Earnings persistence is then measured as
the coefficient on return on assets in quarter q (ROAq).
As in Equation (1), POST is an indicator variable equal to one for observations in 2012 through
2016, and equal to zero for observations in 2004 through 2008. OTHER FEESt represents the
bank’s employment of their external auditor to meet the Dodd-Frank regulatory requirements and
is calculated as the ratio of other fees to total audit fees. Our primary variable of interest in Equation
(2) is the three-way interaction, ROAq * POST * OTHER FEESt. We expect a negative coefficient
on this variable, indicating there is lower financial reporting quality (less earnings persistence) in
the post-period for banks engaging their external auditor as their regulatory advisor.
We control for bank size (SIZEq), measured as the natural log of total assets. We also control
for the interactive effect of return on assets on bank size (ROAq * SIZEq) as larger banks are
generally more profitable due to economies of scale. We cluster standard errors by bank.
3.2.3 Regulatory Advisory Services and Small Positive Earnings Changes
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To provide further evidence on earnings management, we examine whether banks hiring
their external auditor for regulatory advisory services have a greater propensity to report small
positive earnings changes in the post-period. Following Beatty, Ke, and Petroni (2002), we
estimate the following probit regression model, again with standard errors clustered by bank:



SMALL POSITIVE ∆t =  + 1POST + 2OTHER FEESt + 3POST * OTHER FEESt +
4∆ASSETS + 5SIZEt + 6∆CASH FLOWS + 7NPL + 8REAL ESTATE LOANS +
∆COMMERCIAL LOANS + 10∆CONSUMER LOANS + 
 


Our dependent variable is small positive earnings changes in year t, which is an indicator variable
equal to one if the change in return on assets from year t-1 to year t is between 0 and 0.0008, and
zero otherwise (SMALL POSITIVE ∆t). POST is an indicator variable equal to one for observations
in 2012 through 2016, and equal to zero for observations in 2004 through 2008. OTHER FEESt is
the amount of fees paid to the external auditor for other services, scaled by total fees. Our primary
variable of interest is the interaction of POST * OTHER FEESt. We expect a positive coefficient
on this variable, which is indicative of lower financial reporting quality (e.g., a higher likelihood
of benchmark beating) in the post-period for banks employing their external auditor for regulatory
advisory services.
We control for other variables shown by prior literature to influence earnings management in
the banking industry. We include changes in assets (∆ASSETS) to control for firm growth and the
natural log of total assets (SIZEt) to control for bank size. We also include changes in cash flows
(∆CASH FLOWS) to control for profitability. Because banks with more non-performing loans
face increased incentives to manage earnings, we include the change in non-performing loans,
scaled by the change in total loans (NPL) following Beatty et al. (2002). To capture
differences in loan portfolio risk across banks, we include changes in real estate loans (REAL
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ESTATE LOANS), changes in commercial loans (∆COMMERCIAL LOANS), and changes in
consumer loans (∆CONSUMER LOANS).

4. Results
4.1 DESCRIPTIVE STATISTICS
Table 1, Panel A, reports mean other fees paid to auditors and mean total fees paid to
auditors in each sample year. Mean other fees increase from $184,000 in 2008 to $300,000 in
2012. In the following year, mean other fees again increase to $855,000. This is consistent with
the period when the Dodd-Frank regulatory compliance was being implemented. From 2012
onward, mean other fees show a marked increase from pre-period levels. Similarly, we see an
increase in mean other fees as a percent of mean total fees, reaching a high of 37% in 2013.
Table 1, Panel B, reports mean other fees and mean total fees paid to the largest audit firms in
our sample. There is significant variation, ranging from 1% to 19%, across the audit firms for
other fees relative to total fees.
[Insert Table 1 here]
Table 2 provides descriptive statistics for the full sample. Our primary measure of economic
bonding is OTHER FEESt. The average value of OTHER FEESt is 1.771. The firms show
significant variation in other fees, which assists with our classification of firms into those hiring
and not hiring their external auditor for regulatory advisory services. Our measures of financial
reporting quality are largely in line with our expectations given prior literature and the time
period we are examining with a mean of 0.004 for loan charge-offs in year t+1, 0.002 for return
on assets in quarter q+1, and 0.360 for small positive earnings changes in year t.
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On average, the sample firms throughout our analyses are large and profitable (e.g., positive
ROA, positive change in cash flows). The loan-loss provision as a percentage of total assets
shows variation across the sample with a range of 0.1% (lower quartile) to 0.3% (upper quartile).
The change in non-performing loans also shows variation across the sample with a median of
-0.022 to a mean of 0.418. Finally, our sample of banks have moderate growth as shown by a
mean change in assets of 0.123.
[Insert Table 2 here]
4.2 REGULATORY ADVISORY SERVICES AND THE VALIDITY OF THE LOAN-LOSS PROVISION
We first examine whether firms employing their external auditor in a regulatory advisor
capacity are associated with lower financial reporting quality, using the validity of the loan-loss
provision as our proxy. In Table 3 we present the results of estimating Equation (1) when the
dependent variable is loan charge-offs (CHGOt+1). The primary coefficient of interest is the loanloss provision in the post-period for banks using their external auditor as their regulatory advisor
(LLPt * POST * OTHER FEESt). Column (1) shows the main specification; Column (2) includes
the addition of year fixed effects. In both specifications we find a negative and statistically
significant relationship between LLPt * POST * OTHER FEESt and one-year ahead loan chargeoffs (t-statistics of -3.62 and -3.58). This indicates a weaker association between accrual and
operating activity for treatment banks relative to control banks during the post-period. Overall,
we interpret these results as providing support of our hypothesis that higher regulatory advisory
fees paid to external auditors are associated with lower financial reporting quality.
[Insert Table 3 here]
4.3 REGULATORY ADVISORY SERVICES AND EARNINGS QUALITY
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Table 4 provides the results of our earnings quality analysis by estimating Equation (2) with
return on assets in quarter q+1 as the dependent variable (ROAq+1). The primary coefficient of
interest is the three-way interaction, ROAq * POST * OTHER FEESt, which measures return on
assets in the post-period for our banks using their external auditor as their regulatory advisor.
Column (1) shows the main specification and Column (2) includes the addition of year fixed
effects. In both specifications we find a negative and statistically significant relationship between
ROAq * POST * OTHER FEESt and one-year ahead return on assets (t-statistics of -1.57 and
-1.79). These results indicate that treatment banks, relative to control banks, are associated with
less earnings persistence, or lower financial reporting quality, during the post-period.
[Insert Table 4 here]
4.4 REGULATORY ADVISORY SERVICES AND SMALL POSITIVE EARNINGS CHANGES
In Table 5 we present the results of estimating Equation (3) for the likelihood of engaging in
earnings management through benchmark-beating. The primary coefficient of interest is the twoway interaction, POST * OTHER FEESt. Column (1) shows the main specification and Column
(2) includes the addition of year fixed effects. In both specifications we find a positive and
statistically significant relation between POST * OTHER FEESt and the propensity to report
small positive earnings changes (t-statistics of 1.62 and 1.65). These findings are consistent with
treatment banks being more likely to engage in benchmark-beating, relative to control firms, in
the post-period.
[Insert Table 5 here]

5. Additional Analyses
5.1 ENTROPY BALANCED MATCHED SAMPLE
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It is possible that characteristics associated with the choice to hire the external auditor to
perform regulatory advisory services are driving our results. To address this concern, we reperform our main analysis using an entropy balanced matched sample following McMullin and
Schonberger (2017). Entropy balancing controls for observable characteristics that may influence
the relations being examined. Unlike other commonly used matching procedures (e.g., propensity
score matching), entropy balancing reweights observations in the control sample (firms not
employing their external auditor for regulatory advisory services) such that the underlying
distribution of the control sample becomes similar to the treatment sample (firms employing their
external auditor for regulatory advisory services) (Hainmueller 2011). This reweighting of the
control sample observations reduces the impact of observable characteristics on the treatment
variable and reduces concerns that treatment outcomes are a function of the observable
characteristics rather than the treatment variable (Hainmueller and Xu 2013).
To correct for selection on observable differences between our treatment and control firms, we
construct a model for the choice to engage the external auditor in an advisory capacity. We balance
our sample on the following characteristics: (1) audit quality; (2) the status of the audit firm as an
external audit specialist in the banking industry; (3) the status of the audit firm within the advisory
services industry; and (4) the resource constraints of the bank.
To proxy for audit quality, we use three measures common in the literature. We include an
indicator variable for Big N auditors (BIG N) as prior literature suggests Big N auditors have more
resources and provide a higher quality audit. We also include an indicator variable for second tier
audit firms (TIER 2) as prior work suggests there is little evidence of actual audit quality
differences between Big N and second tier firms (Boone, Khurana, and Raman 2010). We control
for the number of years the current auditor has served the firm (TENURE) as auditor tenure can
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influence perceptions of audit quality at the board level, which may influence the audit
committee’s willingness to approve regulatory advisory services (Ghosh and Moon 2005).
We include several measures specific to the audit firm’s status. First, following Francis,
Reichelt, and Wang (2005) and Reichelt and Wang (2010), we calculate the status of the audit firm
as an external audit expert within banking at both the national (NATIONAL AUDIT SPECIALIST)
and local office levels (LOCAL AUDIT SPECIALIST) based on the audit firm’s market share. We
expect this variable to be positively correlated with the bank’s willingness to choose the external
auditor as their regulatory advisor given the depth of the industry knowledge of the external audit
firm. To evaluate the audit firm’s position within the advisory services industry, we include an
indicator variable for whether the firm offered any advisory services to their audit clients in the
current fiscal year (ADVISORY). We also measure the status of the audit firm as a national advisory
services expert (ADVISORY SPECIALIST) in the banking industry. We expect both of the
advisory-specific measures to be positively correlated with the choice of the external auditor as
their regulatory advisor.
Finally, we evaluate the bank’s capacity to perform regulatory compliance internally. Banks
with more internal resources are less likely to engage their external auditor, or any external advisor,
to meet the Dodd-Frank regulatory requirements. We include the ratio of full-time employees to
total non-interest expense as a measure of internal capacity (EMPLOYEES). We also include the
amount of consulting and advisory fees the bank paid to external parties in the current year, scaled
by other non-interest expense (CONSULTING FEES).11
Table 6 presents the results of estimating our analyses using the entropy balanced matched
sample. Panel A (B) provides descriptive statistics for our sample before (after) the entropy

11

Consulting and advisory fees include fees paid to the external auditor or any third party advisor. These expenses
are calculated on a cash basis and, therefore, do not perfectly match the audit fees disclosed in the proxy statements.
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balancing procedure for our annual tests.12 We match our treatment and control firms on all three
moments of the aforementioned control variables. Panel A suggests that, before the entropy
balancing procedure, several control variables (e.g., propensity to have a national bank specialist
auditor, tenure) differ between the treatment and control samples. Panel B demonstrates that,
after the entropy balancing procedure, the treatment and control observations have identical
mean, variance, and skewness, showing the entropy balancing matching procedure was effective.
Panel C reports the regression results with our entropy balanced matched sample. Columns
(1) and (2) report the results with future charge-offs as the dependent variable. The coefficient on
LLPt * POST * OTHER FEESt is negative and statistically significant (t-statistics of -2.86 and
-3.28). Columns (3) and (4) provide the results with return on assets in quarter q+1 as the
dependent measure. The coefficient on ROAq * POST * OTHER FEESt is negative and
statistically significant (t-statistics of -2.30 and -2.58). Columns (5) and (6) report the results
with small positive earnings changes as the dependent variable. The coefficient on POST *
OTHER FEESt is positive and statistically significant (t-statistics of 3.35 and 3.85). Taken
together, these results support the conclusion that banks hiring their external auditor to provide
advisory services are associated with a decline in financial reporting quality.
[Insert Table 6 here]
5.2 CROSS-SECTIONAL ANALYSES
The primary results examine the average association between employing the external auditor
in a regulatory advisory capacity and financial reporting quality. We next perform validity tests
to provide additional supporting evidence that the link between the hiring of the external auditor

12

For the quarterly earnings persistence analysis, we re-perform our entropy balancing procedure using the same
annual variables with the exception of EMPLOYEES and CONSULTING FEES, for which we use quarterly data.
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as the regulatory advisor and lower financial reporting quality is concentrated in firms under
significant regulatory pressure and in firms with less effective audit committees.
First, we predict the incentives to manage regulatory capital and earnings through the loanloss provision increase when firms experience regulatory pressure. To proxy for regulatory
pressure, we partition the sample on whether the bank has or does not have a regulatory
enforcement action. Regulation is a distinguishing feature of the banking industry and regulators
intervene in a bank’s operations by issuing a formal enforcement action. Following prior
literature, we identify enforcement actions as formal actions bank regulators have taken,
including cease and desist orders, prompt correction action directives, and formal written
agreements (Gallemore 2016). A bank that has (does not have) an enforcement action faces more
(less) regulatory pressure.
Columns (1) and (2) of Table 7, Panel A, report the result from this cross-sectional test.
Consistent with our prediction, we find the association between low financial reporting quality
and using the external auditor as a regulatory advisor is concentrated in banks with an
enforcement action in year t. Specifically, the estimated coefficient on LLPt * POST * OTHER
FEESt is negative and statistically significant in both the Has Enforcement Action (t-statistic of 2.67) and Does Not Have Enforcement Action subsamples (t-statistic of -3.04). However, a test
for coefficient differences across the Has and Does Not Have Enforcement Action subsamples
indicates the coefficient on LLPt * POST * OTHER FEESt is statistically larger for the
subsample with an enforcement action. Economically speaking, the estimated coefficient on LLPt
* POST * OTHER FEESt for the Has Enforcement Action sample is over 3.0 times larger than
that for the Does Not Have Enforcement Action sample. These results support our prediction that
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banks under significant regulatory pressure have stronger incentives to manage regulatory capital
and earnings through the loan-loss provision.
Next, we examine whether the magnitude of the association between employing the external
auditor in a regulatory advisory capacity and a decline in financial reporting quality is greater for
firms with less effective audit committees. The audit committee is required to approve advisory
services performed by the external auditor and oversee the financial reporting process.13 We
predict that the ability to manipulate the loan-loss provision when the external auditor serves in a
regulatory advisory capacity is greater in banks with less effective audit committees. Consistent
with prior literature, we use two measures to proxy for audit committee effectiveness: (1) size of
the audit committee; and (2) financial expertise (e.g., Bedard, Chtourou, and Courteau 2004;
Krishan and Visvanathan 2008; Sun and Liu, 2014).14
Theory suggests larger audit committees are more likely to be acknowledged as an
authoritative body by the external audit function (Sun and Liu 2014; Abbott, Parker, and Peters
2004; Kalbers and Fogarty 1993). We partition the sample on whether the bank has the minimum
number of required audit committee members as regulated by the SEC (i.e., three members) or
whether the bank has a larger audit committee (SEC 1999). Consistent with our prediction, we
find the association between low financial reporting quality and using the external auditor as a
regulatory advisor is concentrated in banks with only the minimum required number of audit
committee members. Specifically, the estimated coefficient on LLPt * POST * OTHER FEESt is
negative and statistically significant in both the Audit Committee (AC) Size Above Minimum (t13

Bank audit committee responsibilities include: (1) reviewing accounting estimates, financial reporting judgments,
and financial statement disclosures; (2) monitoring and disciplining management accountable for addressing
identified deficiencies (e.g., violations of law or regulation); (3) overseeing internal control system and the internal
and external audit functions; and (4) meeting with bank examiners at least once each supervisory cycle (OCC 2016;
Federal Reserve Board 2017b).
14
Due to a lack of data availability in the BoardEx database, we lose 60 observations for the cross-sectional tests
related to audit committee effectiveness.
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statistic of -3.11) and Audit Committee (AC) Size Meets Minimum subsamples (t-statistic of 6.94). However, a test for coefficient differences across the subsamples indicates the coefficient
on LLPt * POST * OTHER FEESt is statistically larger for the subsample with the minimum
required number of audit committee members.
The second proxy for audit committee effectiveness is the number of accounting experts on
the audit committee. We predict that having more accounting expertise on the audit committee
improves the effectiveness of the audit committee. We partition the sample on whether the bank
has the minimum number of accounting experts as defined by Section 407 of the Sarbanes-Oxley
Act (i.e., one expert) or whether the bank has more experts on the audit committee.15 Consistent
with our prediction, we find the association between low financial reporting quality and using the
external auditor as a regulatory advisor is concentrated in banks with only the minimum required
accounting experts on the audit committee. Specifically, the estimated coefficient on LLPt *
POST * OTHER FEESt is negative but not statistically significant in the Audit Committee (AC)
Expertise Above Minimum subsample (t-statistic of -0.21). However, as predicted, the estimated
coefficient on LLPt * POST * OTHER FEESt is negative and statistically significant in the Audit
Committee (AC) Expertise Meets Minimum subsample (t-statistic of -2.82). A test for coefficient
differences across subsamples finds the coefficient on LLPt * POST * OTHER FEESt is
statistically larger for the subsample with the minimum required accounting experts.

Prior literature demonstrates that the SEC’s broad definition of financial expertise outlined in the Sarbanes-Oxley
Act is not as closely associated with improved financial reporting quality as accounting expertise (Dhaliwal, Naiker,
and Navissi 2010; Bedard et al. 2004; Krishan and Visvanathan 2008). Therefore, we use the construct of
accounting expertise as defined by the literature. Empirically, we define accounting expertise as audit committee
members with at least one of the following qualifications: CPA, Certified Accountant, Certified Fraud Examiner,
Certified Internal Auditor, Certified Management Accountant, Certified Public Accountant, Certified in Financial
Forensics, Chartered Accountant, or Chartered Global Management Accountant. In untabulated results, we limit
accounting expertise to either the CPA or Certified Public Accounting designation and results are unchanged.
15
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Collectively, these results support the prediction that banks with less effective audit committees
have a greater ability to manage regulatory capital and earnings through the loan-loss provision.
[Insert Table 7 here]
5.3 VALIDITY TEST OF OTHER FEES AS A PROXY FOR REGULATORY ADVISORY SERVICES
Our primary measure of regulatory advisory services is the ratio of other fees to total fees.
We recognize this is an imperfect proxy. To ensure the validity of our results, we hand-collect
proxy statements for all banks reporting non-zero other fees in Audit Analytics. We read each
proxy statement and identify banks with other fees directly related to regulatory compliance. For
banks disclosing that the other fees paid to the external auditor is for regulatory compliance, we
set REG ADVISORYt equal to one. If the bank does not state the reason for the other fees or we
are unable to directly tie the other fees to regulatory advisory, we set REG ADVISORYt equal to
zero.
We then re-perform our regression analyses using REG ADVISORYt as our measure of
regulatory advisory services for our hand-collected sample. Table 8 reports the results. Columns
(1) and (2) report the results with future charge-offs as the dependent variable. The coefficient on
LLPt * POST * REG ADVISORYt is negative and statistically significant (t-statistics of -2.68 and
-3.06). Columns (3) and (4) provide the results with return on assets in quarter q+1 as the
dependent measure. The coefficient on ROAq * POST * REG ADVISORYt is negative and
statistically significant (t-statistics of -1.31 and -1.73). Columns (5) and (6) report the results
with small positive earnings changes as the dependent variable. The coefficient on POST * REG
ADVISORYt is positive and statistically significant (t-statistics of 3.36 and 3.99). These results
provide validity to our use of other fees as a proxy for regulatory advisory services. In addition,
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these results support the conclusion that banks hiring their external auditor to provide regulatory
advisory services are associated with a decline in financial reporting quality.
[Insert Table 8 here]
5.4 SAMPLE UPPER AND LOWER BOUNDS
We conduct three sensitivity analyses to address concerns that our sample design choices
related to asset size thresholds are driving our results. First, we re-examine our main test of
Equation (1) using all banks with assets greater than $9 billion but with no upper bound. Table 9
reports the results. Column (1) shows the main specification and Column (2) includes the
addition of year fixed effects. In both specifications we find a negative and statistically
significant relationship between LLPt * POST * OTHER FEESt and one-year ahead loan chargeoffs (t-statistics of -2.95 and -2.73).
Second, we re-perform our main analysis using all banks with assets greater than $10 billion
but with no upper bound. Column (3) shows the main specification and Column (4) includes the
addition of year fixed effects. In both specifications we find a negative and statistically
significant relationship between LLPt * POST * OTHER FEESt and one-year ahead loan chargeoffs (t-statistics of -4.78 and -4.35).
Third, we re-examine our main test using all banks with assets greater than $10 billion and
less than $100 billion. Column (5) shows the main specification and Column (6) includes the
addition of year fixed effects. In both specifications we find a negative and statistically
significant relationship between LLPt * POST * OTHER FEESt and one-year ahead loan chargeoffs (t-statistics of -4.83 and -4.90). Overall, our sample design choices do not alter our
inferences.
[Insert Table 9 here]
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6. Conclusion
The Dodd-Frank Act introduced regulatory requirements for banks with the overall objective
of improving the safety and soundness of the financial system. While intended to decrease bank
risk taking and improve banks’ internal monitoring systems, Dodd-Frank also increased the
demand by banks for regulatory advisory services to assist banks in addressing the many
regulatory requirements.
To test the impact of such demand and subsequent purchase of auditor-provided regulatory
advisory services on financial reporting quality, we examine differences between banks engaging
their external auditor for regulatory advisory services and banks not engaging their external
auditor for regulatory advisory services. Our primary measure of financial reporting quality is the
validity of the loan-loss provision. Using a difference-in-differences design, we find banks
employing (not employing) their external auditor as their regulatory advisor are associated with
lower (higher) financial reporting quality. This result continues to hold after controlling for selfselection using an entropy balanced matched sample. To reinforce our primary finding, we use
cross-sectional tests and find the relation between regulatory advisory services and lower
financial reporting quality is more pronounced for banks facing greater regulatory pressure and
for banks with less effective audit committees. In additional analyses, we conduct sensitivity
tests for our proxy (i.e., other fees) for regulatory advisory fees and for the research design
choices made related to the upper and lower asset thresholds of the sample. We continue to find
results consistent with our primary analysis.
To bolster our main finding, we use additional measures of financial reporting quality from
the literature, including earnings persistence and earnings management through small positive
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earnings changes. We continue to find that banks hiring their external auditor for regulatory
advisory services are associated with a decline in financial reporting quality.
Taken together, our results are consistent with PCAOB concerns that financial reporting
quality declines when external auditors are responsible for the external audit as well as other
advisory services. This concern was the impetus behind the SEC independence rules and the
Sarbanes-Oxley Act of 2002 requirement to limit certain advisory services.
Our study has inherent limitations. First, we are only able to examine regulatory changes in
the banking industry. Analyzing this question in a single industry is beneficial as it holds
constant industry variation that may occur across our time series as well as regulatory
requirements. In addition, it holds relatively constant the type of advisory services provided and
the type of event requiring such services. While we believe our results should generalize to other
industries, we are unable to provide evidence on such a conjecture. Second, the banks in our
sample are all sizeable, public banks with assets ranging from $9 to $100 billion. Due to timing
differences with the largest banks and exemptions for the smallest banks, we are unable to
provide evidence on whether the negative association between regulatory advisory services and
financial reporting quality holds across all financial institutions.
Despite these limitations, this study should be of interest to regulators as they continue to
monitor the growth of advisory services. As the new CECL model is implemented, the FASB
and bank regulators may also be interested in understanding the effects of employing the external
auditor in a consulting capacity, particularly as they evaluate proposed and future regulatory
changes.
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APPENDIX A
Proxy Statement Examples for Auditor-Provided Regulatory Advisory Services
EXAMPLE 1: Huntington Bancshares Incorporated is classified as a firm using their external
auditor, Pricewaterhouse Coopers LLP, for regulatory advisory services as shown in the 2015
proxy statement below:

EXAMPLE 2: Sterling Bancorp is classified as a firm using their external auditor, Crowe Horwath,
for regulatory advisory services as shown in the 2013 proxy statement below:
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EXAMPLE 3: International Bancshares Corporation is classified as a firm not using their external
auditor, McGladrey LLP, for regulatory advisory services as shown in the 2012 proxy statement
below:

EXAMPLE 4: Prosperity Bancshares is classified as a firm not using their external auditor, Deloitte
& Touche LLP, for regulatory advisory services as shown in the 2013 proxy statement below:
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APPENDIX B
Variable Definitions
Variable
Definition and Data Source
Dependent variables:
Loan charge-offs, scaled by beginning total assets (Y-9C Regulatory Reports).
CHGO
Net income, scaled by beginning total assets (Y-9C Regulatory Reports).
ROA
Indicator variable equal to one if the change in ROA from year t-1 to year t is
SMALL
between 0 and 0.0008, and zero otherwise (Y-9C Regulatory Reports).
POSITIVE ∆
Variables of Interest:
Loan-loss provision, scaled by beginning total assets (Y-9C Regulatory Reports).
LLP
Indicator variable equal to one for observations in 2012-2016 and equal to zero for
POST
observations in 2004-2008.
Other fees paid to the external auditor, scaled by total fees (Audit Analytics).
OTHER FEES
Control Variables:
Change in non-performing loans, scaled by non-performing loans in year t-1 (Y∆NPL
9C Regulatory Reports).
Natural log of total assets (Y-9C Regulatory Reports).
SIZE
Change in assets, scaled by beginning assets (Y-9C Regulatory Reports).
∆ASSETS
Change in cash flows, scaled by beginning cash flows. Cash flow is defined as net
∆CASH FLOWS
income before taxes, unrealized holding gains/losses, provision and depreciation
expense (Y-9C Regulatory Reports).
2
Change in non-performing loans, scaled by the change in total loans (Y-9C
∆ NPL
Regulatory Reports).
∆REAL ESTATE Change in real estate loans, scaled by total loans, over beginning real estate loans,
LOANS
scaled by total loans (Y-9C Regulatory Reports).
∆COMMERCIAL Change in commercial loans, scaled by total loans, over beginning commercial
LOANS
loans, scaled by total loans (Y-9C Regulatory Reports).
Change in consumer loans, scaled by total loans, over beginning consumer loans,
∆CONSUMER
LOANS
scaled by total loans (Y-9C Regulatory Reports).
Indicator variable equal to one if the firm is audited by a Big N auditor, and zero
BIG N
otherwise (Audit Analytics).
Indicator variable equal to one if the firm is audited by a Tier 2 firm, and zero
TIER 2
otherwise (Audit Analytics).
Number of years the auditor has served the client (Audit Analytics).
TENURE
Indicator variable equal to one if the firm is audited by an audit firm classified as
NATIONAL
AUDIT
an industry specialist at the national level, and zero otherwise. The audit firm is
SPECIALIST
considered a specialist if the audit firm has greater than 25% annual market share
at the national level for a given year (Audit Analytics).
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APPENDIX B–Continued
Variable
LOCAL AUDIT
SPECIALIST

ADVISORY

ADVISORY
SPECIALIST

EMPLOYEES
CONSULTING
FEES

Definition and Data Source
Indicator variable equal to one if the firm is audited by an audit firm classified as
an industry specialist at the city level, and zero otherwise. The audit firm is
considered a specialist if the audit firm has greater than 50% annual market share
at the city level for a given year (Audit Analytics).
Indicator variable equal to one if the auditor provided advisory services to any
audit client during the year as defined by the other fees category on the proxy
statement (Audit Analytics).
Indicator variable equal to one if the firm is audited by an audit firm classified as
an advisory specialist, and zero otherwise. The audit firm is considered an advisory
specialist if the audit firm has greater than 25% of the annual market share for
advisory fees charged to audit clients for a given year (Audit Analytics).
Total number of full-time employees, scaled by total non-interest expense (Y-9C
Regulatory Reports).
Total consulting and advisory fees, scaled by other non-interest expense (Y-9C
Regulatory Reports).
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TABLE 1
Other Fees and Total Audit Fees
Panel A: Mean Other Fees Paid to Auditors and Mean Total Fees Paid to Auditors by Year
Year
2004
2005
2006
2007
2008
2012
2013
2014
2015
2016

Other Fees
($000s)
112
124
72
74
184
300
855
384
409
238

Total Fees
($000s)
1,851
2,157
1,595
1,642
1,570
2,171
2,329
2,407
2,748
3,025

Other Fees as a Percent
of Total Fees
6%
6%
5%
5%
12%
14%
37%
16%
15%
8%

Panel B: Mean Other Fees and Mean Total Fees by Audit Firm
Audit Firm
Crowe Horwath
Deloitte
Ernst & Young
KPMG
McGladrey
Moss Adams
PWC

Other Fees
($000s)
158
163
673
425
876
18
324

Total Fees
($000s)
1,403
6,775
3,364
2,307
1,247
1,401
5,062

Other Fees as a Percent
of Total Fees
11%
2%
19%
18%
7%
1%
6%

This table provides descriptives on mean other fees and mean total fees paid to the external auditors during our sample
period. Panel A provides the descriptives by year. Panel B provides the descriptives by audit firm.
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TABLE 2
Sample Descriptive Statistics
Variable
CHGOt+1
ROAq+1
SMALL POSITIVE ∆
LLPt
POST
OTHER FEESt
∆NPL
SIZEt
ROAq
∆ASSETS
∆CASH FLOWS
∆2NPL
∆REAL ESTATE LOANS
∆COMMERCIAL LOANS
∆CONSUMER LOANS

N
680
3,014
680
680
680
680
680
680
3,014
680
680
680
680
680
680

Mean
0.004
0.002
0.360
0.003
0.537
1.771
0.418
11.815
0.003
0.123
0.002
0.310
-0.001
0.001
-0.002

Lower
Quartile
0.001
0.002
0.000
0.001
0.000
0.000
-0.217
11.258
0.002
0.163
-0.001
-2.536
-0.017
-0.009
-0.007

Median
0.002
0.003
0.000
0.002
1.000
0.000
-0.022
11.752
0.003
0.077
0.000
-0.371
-0.017
0.002
-0.001

Upper
Quartile
0.004
0.003
1.000
0.003
1.000
0.580
0.360
12.384
0.003
0.164
0.004
4.105
0.013
0.013
0.002

Std Dev
0.006
0.002
0.360
0.003
0.537
1.771
1.711
0.881
0.002
0.164
0.002
30.701
0.029
0.023
0.013

This table presents descriptive statistics for the full sample. All variables are defined in Appendix B. All continuous
variables are winsorized at the 1st and 99th percentiles.
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TABLE 3
Effect of Regulatory Advisory Services on the Validity of the Loan-Loss Provision

Variable

Predicted sign

LLPt

+/-

POST

+/-

OTHER FEESt

+/-

LLPt * OTHER FEESt

+/-

POST * OTHER FEESt

+/-

LLPt * POST

+/-

LLPt * POST * OTHER FEESt

-

∆NPL

+

SIZEt

+

LLPt * SIZEt

+/-

Clustered standard errors
Fixed effects
Observations
R-squared

(1)
DV = CHGOt+1

(2)
DV = CHGOt+1

-1.163**
(-1.85)
-0.000**
(-2.28)
-0.001**
(-2.18)
0.071***
(3.68)
0.000**
(2.31)
-0.205*
(-1.44)
-0.078***
(-3.62)
0.000**
(2.25)
0.000
(0.49)
0.184***
(3.75)

-1.411**
(-2.17)
-0.000**
(-1.84)

0.065***
(3.71)
0.000**
(1.85)
-0.122
(-0.83)
-0.072***
(-3.58)
0.000*
(1.58)
0.000
(0.18)
0.196***
(3.97)

Bank
n/a
680
0.742

Bank
Year
680
0.771

This table reports OLS regressions with loan charge-offs (CHGO) during year t+1 as the dependent variable. Column
(1) presents results of the difference-in-differences regression. Column (2) presents results adding year fixed effects
to the model. All OLS regressions include standard errors clustered by bank. The constant is unreported. Variables
are defined in Appendix B. Continuous variables are winsorized at the 1st and 99th percentiles. ***, **, and * denote
two-tailed statistical significance of coefficient estimates at the 1, 5, and 10 percent levels, respectively, when no
prediction is given and one-tailed significance when predicted.
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TABLE 4
Effect of Regulatory Advisory Services on Earnings Quality

Variable
ROAq

Predicted sign
+

POST

+/-

OTHER FEESt

+/-

ROAq * OTHER FEESt

+/-

POST * OTHER FEESt

+/-

ROAq * POST

+/-

ROAq * POST * OTHER FEESt

-

SIZEq

+/-

ROAq * SIZEq

+/-

Clustered standard errors
Fixed effects
Observations
R-squared

(1)
DV = ROAq+1
0.676
(1.03)
0.001**
(2.43)
-0.000
(-1.65)
0.029*
(1.87)
0.000
(1.41)
-0.183
(-1.64)
-0.027*
(-1.57)
-0.000
(-0.43)
-0.007
(-0.14)

(2)
DV = ROAq+1
0.628
(0.94)

Bank
n/a
3,014
0.296

Bank
Year
3,014
0.333

-0.000**
(-2.04)
0.032**
(2.09)
0.000*
(1.77)
-0.068
(-0.60)
-0.031**
(-1.79)
-0.000
(-0.21)
-0.013
(-0.23)

This table reports OLS regressions for the quality of earnings through earnings persistence. The dependent variable in
estimation is return on assets (ROA) during quarter q+1. Column (1) presents results of the difference-in-differences
regression. Column (2) presents results adding year fixed effects to the model. All OLS regressions include standard
errors clustered by bank. The constant is unreported. Variables are defined in Appendix B. Continuous variables are
winsorized at the 1st and 99th percentiles. ***, **, and * denote two-tailed statistical significance of coefficient
estimates at the 1, 5, and 10 percent levels, respectively, when no prediction is given and one-tailed significance when
predicted.
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TABLE 5
Effect of Regulatory Advisory Services on the Propensity to
Report Small Positive Earnings Changes

Variable
POST
OTHER FEESt

Predicted sign
+/+/-

POST * OTHER FEESt

+

∆ASSETS

-

SIZEt

+/-

∆CASH FLOWS

+/-

∆2NPL

+/-

∆REAL ESTATE LOANS

+/-

∆COMMERCIAL LOANS

+/-

∆CONSUMER LOANS

+/-

Clustered standard errors
Fixed effects
Observations
Pseudo R-squared

(1)
DV = SMALL
POSITIVE ∆
-0.015**
(-1.97)
0.214***
(5.27)
0.014*
(1.62)
-0.429***
(-3.49)
-0.071***
(-2.97)
-0.609
(-0.19)
-0.000
(-0.49)
0.038
(0.05)
-0.383
(-0.44)
-1.060
(-0.66)

(2)
DV = SMALL
POSITIVE ∆
-0.016**
(-1.92)

Bank
n/a
680
0.074

Bank
Year
680
0.149

0.015*
(1.65)
-0.418***
(-3.67)
-0.073***
(-2.98)
-2.497
(-0.90)
-0.000
(-0.01)
-0.330
(-0.46)
0.318
(0.39)
-0.955
(-0.70)

This table reports probit regressions with small positive earnings changes (Small Positive ∆) during year t as the
dependent variable. Column (1) presents results of the difference-in-differences regression. Column (2) presents
results adding year fixed effects to the model. All OLS regressions include standard errors clustered by bank. The
constant is unreported. Variables are defined in Appendix B. Continuous variables are winsorized at the 1st and 99th
percentiles. ***, **, and * denote two-tailed statistical significance of coefficient estimates at the 1, 5, and 10 percent
levels, respectively, when no prediction is given and one-tailed significance when predicted.
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TABLE 6
Robustness Tests for Selection Bias Using Entropy Balancing Procedure
Panel A: Covariate Balancing before Entropy Balancing Procedure

Variable
BIG N
TIER 2
TENURE
NATIONAL AUDIT SPECIALIST
LOCAL AUDIT SPECIALIST
ADVISORY
ADVISORY SPECIALIST
EMPLOYEES
CONSULTING FEES

Mean
0.84
0.06
9.51
0.37
0.89
0.96
0.20
0.01
0.14

Treatment Firms
(N = 237)
Variance Skewness
0.13
-1.84
0.06
3.66
19.76
0.17
0.54
0.54
0.10
-2.53
0.04
-4.50
0.15
1.51
0.00
0.32
0.02
0.51

Control Firms
(N = 303)
Mean
Variance Skewness
0.78
0.17
-1.34
0.08
0.08
2.99
8.71
25.74
0.20
0.47
0.25
0.14
0.90
0.09
-2.59
0.20
0.16
-4.40
0.15
0.13
2.00
0.01
0.00
0.22
0.14
0.02
0.59

Panel B: Covariate Balancing after Entropy Balancing Procedure

Variable
BIG N
TIER 2
TENURE
NATIONAL AUDIT SPECIALIST
LOCAL AUDIT SPECIALIST
ADVISORY
ADVISORY SPECIALIST
EMPLOYEES
CONSULTING FEES

Mean
0.84
0.06
9.51
0.37
0.89
0.96
0.20
0.01
0.14

Treatment Firms
(N = 237)
Variance Skewness
0.13
-1.83
0.06
3.66
19.76
0.17
0.23
0.54
0.10
-2.53
0.04
-4.50
0.16
1.51
0.00
0.32
0.02
0.51
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Mean
0.84
0.06
9.51
0.37
0.89
0.96
0.20
0.01
0.14

Control Firms
(N = 303)
Variance Skewness
0.14
-1.83
0.06
3.66
19.76
0.17
0.23
0.54
0.10
-2.53
0.04
-4.49
0.16
1.51
0.00
0.32
0.02
0.51

Panel C: Regression Results for Entropy Balanced Matched Sample
(1)
Variable (Predicted Sign)
LLPt * POST * OTHER FEESt (-)
ROAq * POST * OTHER FEESt (-)
POST * OTHER FEESt (+)

Controls
Clustered standard errors
Fixed effects
Observations
R-squared

(2)

(3)

Predicted sign DV = CHGOt+1 DV = CHGOt+1 DV = ROAq+1
-0.792***
-0.757***
(-2.86)
(-3.28)
-0.325**
(-2.30)
+

Yes
Bank
n/a
680
0.733

Yes
Bank
Year
680
0.770

Yes
Bank
n/a
3,014
0.286

(4)
DV = ROAq+1

(5)
DV = SMALL
POSITIVE ∆

(6)
DV = SMALL
POSITIVE ∆

0.284***
(3.35)

0.304**
(3.85)

Yes
Bank
n/a
680
0.074

Yes
Bank
Year
680
0.154

-0.384**
(-2.58)

Yes
Bank
Year
3,014
0.335

This table presents the results of robustness tests using the entropy balanced matched sample. Panel A (B) provides descriptive information on the treatment and
control samples before (after) performing the entropy balancing procedure. Panel C presents the regression results with loan charge-offs (CHGO) during year t+1,
return on assets (ROA) during quarter q+1, and small positive earnings changes (Small Positive ∆) during year t as the dependent variables. Columns (1), (3), and
(5) present the results of the difference-in-differences regression. Columns (2), (4), and (6) present the results adding year fixed effects to the model. All OLS
regressions include the full set of control variables and standard errors clustered by bank. The constant is unreported. Variables are defined in Appendix B.
Continuous variables are winsorized at the 1st and 99th percentiles. ***, **, and * denote two-tailed statistical significance of coefficient estimates at the 1, 5, and
10 percent levels, respectively, when no prediction is given and one-tailed significance when predicted.
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TABLE 7
Validation Tests: Cross-Sectional Analyses
Panel A: Regulatory Pressure

Variable

Predicted sign

LLPt

+/-

POST

+/-

OTHER FEESt

+/-

LLPt * OTHER FEESt

+/-

POST * OTHER FEESt

+/-

LLPt * POST

+/-

LLPt * POST * OTHER FEESt

-

∆NPL

+

SIZEt

+

LLPt * SIZEt
Variable

+/-

Clustered standard errors
Observations
R-squared
Wald tests for coefficient differences:
[Has] LLPt * POST * OTHER FEESt - [Does
Not Have] LLPt * POST * OTHER FEESt = 0
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(1)
Has Enforcement
Action
DV = CHGOt+1

(2)
Does Not Have
Enforcement Action
DV = CHGOt+1

-0.503
(-0.47)
-0.000**
(-1.93)
-0.001**
(-1.90)
0.157**
(1.94)
0.001**
(2.09)
0.468***
(2.54)
-0.206***
(-2.67)
0.000
(1.05)
-0.000
(-0.11)
0.109*
(1.35)

-1.276**
(-2.12)
-0.000
(-0.34)
0.000
(0.85)
0.058***
(2.85)
0.000
(0.52)
-0.305**
(-1.75)
-0.067***
(-3.04)
0.000
(1.08)
-0.000
(-0.67)
0.189***
(4.54)

Bank
120
0.806

Bank
560
0.772

Chi-Sq.:

3.02*

Panel B: Audit Committee (AC) Effectiveness

Variable

(1)
(2)
(3)
(4)
AC Size
AC Size
AC Expertise
AC Expertise
Above Minimum Meets Minimum Above Minimum Meets Minimum
Predicted sign DV = CHGOt+1 DV = CHGOt+1 DV = CHGOt+1 DV = CHGOt+1

LLPt

+/-

POST

+/-

OTHER FEESt

+/-

LLPt * OTHER FEESt

+/-

POST * OTHER FEESt

+/-

LLPt * POST

+/-

LLPt * POST * OTHER FEESt

-

∆NPL

+

SIZEt

+

LLPt * SIZEt
Variable

+/-

Clustered standard errors
Observations
R-squared
Wald tests for coefficient differences:
[Above Median] LLPt * POST *
OTHER FEESt - [Below Median]
LLPt * POST * OTHER FEESt = 0

-1.690**
(-1.90)
-0.000**
(-2.54)
-0.000
(-1.12)
0.067***
(3.75)
0.000**
(2.53)
-0.056
(-0.30)
-0.075***
(-3.11)
0.000*
(1.51)
-0.000
(-0.48)
0.218***
(3.23)

-1.579**
(-2.44)
-0.000
(-0.60)
-0.000
(-0.43)
0.239***
(6.47)
0.000
(1.18)
-0.559***
(-6.67)
-0.227***
(-6.94)
-0.000***
(-2.38)
0.000
(0.20)
0.236***
(4.91)

2.138**
(2.47)
0.000
(1.24)
0.002***
(3.57)
-0.019
(-1.39)
-0.000
(-0.94)
-1.137***
(-6.74)
-0.003
(-0.21)
-0.000
(-0.73)
0.000*
(1.70)
-0.027
(-0.37)

-1.740*
(-1.935)
-0.000*
(-2.082)
-0.001*
(-1.417)
0.071***
(3.820)
0.000**
(1.966)
-0.083
(-0.479)
-0.067***
(-2.82)
0.000
(1.035)
-0.000
(-0.490)
0.220**
(3.187)

Bank
536
0.744

Bank
84
0.932

Bank
474
0.760

Bank
146
0.878

Chi-Sq.:

12.46***

Chi-Sq.:

5.64**

This table reports results of the cross-sectional analyses with loan charge-offs (CHGO) during year t+1 as the
dependent variable. Panel A presents the results on regulatory pressure. Columns (1) and (2) report the results of
estimating Equation (1) across two subsamples, Has Enforcement Action and Does Not Have Enforcement Action.
Panel B presents the results on audit committee effectiveness. Columns (1) and (2) report the results of estimating
Equation (1) across two subsamples, AC Size Above Minimum and AC Size Meets Minimum. Columns (3) and (4)
report the results of estimating Equation (1) across two subsamples, AC Expertise Above Minimum and AC Expertise
Meets Minimum. Tests for coefficient differences across the subsamples are conducted by using seemingly unrelated
estimation and the Wald test. Variables are defined in Appendix A. Continuous variables are winsorized at the 1st and
99th percentiles. ***, **, and * denote two-tailed statistical significance of coefficient estimates at the 1, 5, and 10
percent levels, respectively, when no prediction is given and one-tailed significance when predicted.
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TABLE 8
Validity Test of Other Fees as a Proxy for Regulatory Advisory Services
(1)

(2)

Predicted sign DV = CHGOt+1 DV = CHGOt+1
Variable
-0.661***
-0.647***
LLPt * POST * REG ADVISORYt
(-2.68)
(-3.06)
ROAq * POST * REG ADVISORYt
POST * REG ADVISORYt

Controls
Fixed Effects
Clustered standard errors
Observations
R-squared

(3)

(4)

(5)

(6)

DV = ROAq+1

DV = ROAq+1

DV = SMALL
POSITIVE ∆

DV = SMALL
POSITIVE ∆

-0.269*
(-1.31)

-0.341**
(-1.73)
0.270***
(3.36)

0.282***
(3.99)

Yes
n/a
Bank
680
0.078

Yes
Year
Bank
680
0.153

+

Yes
n/a
Bank
680
0.735

Yes
Year
Bank
680
0.765

Yes
n/a
Bank
3,014
0.306

Yes
Year
Bank
3,014
0.347

This table presents the regression results using the hand-collected sample with loan charge-offs (CHGO) during year t+1, return on assets (ROA) during quarter
q+1, and small positive earnings changes (Small Positive ∆) during year t as the dependent variables. REG ADVISORYt is an indicator variable set equal to one if
the bank disclosed that other fees are directly related to regulatory compliance, and zero otherwise. Columns (1), (3), and (5) present the results of the differencein-differences regression. Columns (2), (4), and (6) present the results adding year fixed effects to the model. All OLS regressions include the full set of control
variables and standard errors clustered by bank. The constant is unreported. Variables are defined in Appendix B. Continuous variables are winsorized at the 1st
and 99th percentiles. ***, **, and * denote two-tailed statistical significance of coefficient estimates at the 1, 5, and 10 percent levels, respectively, when no
prediction is given and one-tailed significance when predicted.
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TABLE 9
Sample Upper and Lower Bounds
(1)
Asset Threshold:
Variable

Assets > $9B
Predicted sign DV = CHGOt+1 DV = CHGOt+1

LLPt

+/-

POST

+/-

OTHER FEESt

+/-

LLPt * OTHER FEESt

+/-

POST * OTHER FEESt

+/-

LLPt * POST

+/-

LLPt * POST * OTHER FEESt

-

∆NPL

+

SIZEt

+

LLPt * SIZEt

Clustered standard errors

(2)

+/-

0.118
(0.25)
-0.001***
(-3.09)
-0.000*
(-1.91)
0.060**
(2.62)
0.000**
(2.15)
0.013
(0.11)
-0.076***
(-2.95)
0.000**
(2.22)
0.000
(0.45)
0.071**
(2.04)
Bank

0.026
(0.05)

(3)
(4)
Assets > $10B
DV =
DV =
CHGOt+1
CHGOt+1

-0.000*
(-1.48)
0.056**
(2.38)
0.000*
(1.74)
0.075
(0.57)
-0.073***
(-2.73)
0.000*
(1.52)
0.000
(0.31)
0.073**
(2.11)

0.178
(0.33)
-0.001***
(-3.29)
-0.000**
(-2.61)
0.075**
(4.00)
0.000***
(2.89)
0.074
(0.56)
-0.098***
(-4.78)
0.000**
(1.89)
0.000
(0.36)
0.064
(1.64)

Bank

Bank
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0.067
(0.12)

(5)
(6)
Assets > $10B and < $100B
DV =
DV =
CHGOt+1
CHGOt+1

-0.000*
(-2.13)
0.071**
(3.63)
0.000**
(2.47)
0.140
(1.01)
-0.093***
(-4.35)
0.000
(1.13)
0.000
(0.18)
0.068*
(1.74)

-1.050
(-1.33)
-0.001**
(-2.46)
-0.000*
(-2.65)
0.087**
(4.44)
0.000***
(2.69)
-0.150
(-0.93)
-0.098***
(-4.83)
0.000**
(1.83)
0.000
(0.28)
0.172***
(2.87)

-1.345
(-1.63)

-0.000*
(-2.17)
0.080**
(4.68)
0.000**
(2.19)
-0.059
(-0.36)
-0.092***
(-4.90)
0.000
(1.15)
-0.000
(-0.08)
0.188**
(3.04)

Bank

Bank

Bank

Fixed effects
Observations
R-squared

n/a
834
0.761

Year
834
0.786

n/a
717
0.772

Year
717
0.796

n/a
559
0.749

Year
559
0.778

This table reports OLS regression results for robustness tests of the sample upper and lower bounds for various asset thresholds, including banks with assets greater
than $9 billion with no upper bound, banks with assets greater than $10 billion with no upper bound, and banks with assets greater than $10 billion and less than
$100 billion. Loan charge-offs (CHGO) during year t+1 is the dependent variable. Columns (1), (3), and (5) present results of the difference-in-differences
regression. Columns (2), (4), and (6) present results adding year fixed effects to the model. All OLS regressions include standard errors clustered by bank. The
constant is unreported. Variables are defined in Appendix B. Continuous variables are winsorized at the 1st and 99th percentiles. ***, **, and * denote two-tailed
statistical significance of coefficient estimates at the 1, 5, and 10 percent levels, respectively, when no prediction is given and one-tailed significance when predicted.
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