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Highlights

e Investigates the moderating role of audit quality on the relationship between
banking business models and earnings smoothing.

e Applies allowance for doubtful accounts and corrected standard errors to measure
earnings smoothing.

e Finds that diversification-oriented banks display higher levels of earnings
smoothing than retail and market-oriented banks.

e Reveals an inverse and significant relationship between audit quality and earnings
smoothing in market-oriented banks.

Abstract

_This article is due to the importance of earning smoothing as a good (increasing
information) or bad (fraudulent reporting) management policy to reduce earning
fluctuations; Also, the quality of supervision of independent auditors examines the
impact of the banking business model on this relationship. Eaming smoothing is
measured by allowance for doubtful accounts and corrected standard errors are used.
Also, the data related to Iranian banks for the period 2011 to 2022 have been collected
and used. The present study showed that despite the effect of the diversification
business model, the retail and market-oriented business model does not have a
significant effect on eaming smoothing. Also, emphasis on audit quality has a
meaningful and inverse relationship with the smoothing of market-oriented banks;
Finally, there was no significant relationship between audit quality and smoothing of
retail banks and diversification-sector. Based on the results of the research, it can be
said that with the approach of allowance for doubtful accounts to estimate earning
smoothing, the diversification business model shows more earning smoothing.

Keywords: Audit Quality, Banking Business Model and Earning Smoothing.
JEL Classification: M41.

1. doi: 10.22034/JSE.2025.12431.2269

2. Associate Professor, Department of Accounting, Faculty of Management and Economic,
Lorestan University, Khoramabad, Iran. (Corresponding Author).
(Rashidi.m@lu.ac.ir).

3. M.Sc. Department of Accounting, Faculty of Management and Economic, Lorestan
University, Khoramabad, Iran. (papi.fatemeh@gmail.com).

Copyright © 2025 The Authors. Published by Securities and Exchange Organization.

[@ o) This work is licensed under a Creative Commons Attribution-NonCommercial 4.0

International license (https://creativecommons.org/licenses/by-nc/4.0/). Non-commercial uses
of the work are permitted, provided the original work is properly cited.

Cite This Article: Rashidi, Mohsen; Papi, Fateneh. (2025). The Effect of the Banking Business
Model on Earning Smoothing and Cash Flow Forecasting with an Emphasis on
Audit Quality. Quarterly Journal of Securities Exchange, 18 (71), 1-26.
http://10.22034/JSE.2025.12431.2269.


https://doi.org/10.22034/jse.2025.12431.2269
https://creativecommons.org/licenses/by-nc/4.0/
https://doi.org/10.22034/jse.2025.12431.2269

Quarterly Journal of Securities Exchange, Fall 2025, V. 18, No.71

Introduction

Following the 2008 global financial crisis, the implications of banks’
business models and their impact on financial transparency attracted
significant attention from international accounting standard setters. This
renewed focus stemmed from the substantial role that the banking industry
played in market disruptions and the subsequent decline of the real economy.
In response, the International Accounting Standards Board (IASB)
incorporated the concept of the business model as a key criterion for the
classification and measurement of financial assets under the new financial
reporting standard, IFRS 9: Financial Instruments. The objective was to
enhance users’ understanding of an entity’s true financial position and to
improve the application and interpretability of accounting regulations.

In Iran, the Accounting Standards No. 36 and No. 37, titled Financial
Instruments: Presentation and Disclosure, were made mandatory by the
Audit Organization beginning in 2019. These standards serve, respectively,
to complement the principles of recognition and measurement of financial
assets and liabilities, and to establish disclosure requirements related to
them as outlined in Standard No. 37. However, the Iranian standards do
not provide a specific definition or criterion for the classification and
measurement of financial assets based on the entity’s business model, as
prescribed under IFRS 9.

The purpose of this paper is to examine whether the banking business
model affects earning smoothing or not. In addition, the current research
deals with the role of auditors' participation in independent monitoring.

Methodology

This research is applied in nature, as it seeks to extend practical
knowledge in a specific domain. Based on data collection methodology, it
is a descriptive study, aiming either to provide deeper insights into current
conditions or to support decision-making processes. More specifically, it
belongs to the correlational category of descriptive research. For data
collection, archival data from the Tehran Stock Exchange (TSE), its
official website, and other relevant databases were used. To test the
hypotheses developed based on theoretical foundations, regression
analysis was performed.

Profit smoothing with loan loss reserves is measured on unmanaged
profit and corrected standard errors are used. Also, the sample includes
Iranian banks that were observed from 2011 to 2022.

Findings
The first and second hypotheses of the study, which proposed that the
adoption of microfinance-based and market-oriented business models has
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a significant effect on earnings smoothing, were not supported by the
empirical evidence. This outcome contrasts with prior studies that
suggested earnings stability and less restrictive debt covenants encourage
retail-oriented banks to engage in income smoothing for informational
purposes. It also differs from other strands of research which associated
higher earnings quality in traditionally financed banks with lower levels of
smoothing.

However, the third hypothesis—stating that the diversification business
model has a positive and significant impact on earnings smoothing—was
supported. This finding is consistent with the results of Dechow, Ge, and
Schrand (2010), who reported that diversified business models tend to
produce smoother earnings streams due to risk dispersion and income
aggregation effects.

Results

The results of testing the fourth and sixth hypotheses, which examined
whether audit quality significantly moderates the relationship between the
adoption of microfinance-oriented and diversification business models and
earnings smoothing, were not confirmed. This aligns with the findings of
Di Fabio (2019), who found limited evidence of audit quality influencing
such relationships.

Conversely, the fifth hypothesis—asserting that audit quality has a
significant effect on the relationship between market-oriented business
models and earnings smoothing—was not rejected. This outcome is
consistent with the empirical evidence reported by Gaston and Song
(2014), who highlighted that country-level moderating factors, such as
regulatory emphasis on audit performance, are positively associated with
earnings smoothing among market-based banks.

Moreover, prior studies have shown that income smoothing in banking
is often conducted for prudential purposes (Gaston & Song, 2014). Market-
oriented banks, in particular, tend to engage in earnings smoothing to
signal compliance with regulatory expectations and to project a perception
of stability and alignment with supervisory objectives (Peterson & Aron,
2018). Similarly, Shen and Chih (2005) demonstrated that stronger
external oversight can reduce banks’ incentives to manipulate earnings in
order to avoid regulatory sanctions.

Collectively, these findings reinforce the notion that the effect of
business models on earnings smoothing is context-dependent. While
diversification enhances smoothing through operational complexity,
audit quality appears to constrain opportunistic behavior primarily in
market-oriented environments where regulatory scrutiny is more
pronounced.
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Conclusion

Based on the results of the research, it can be stated that the expected
loss approach for estimating credit losses cannot increase the information
of the accounting numbers of other business models except the information
of the accounting numbers of the diversification business model. Also, the
present paper contributes to the earning smoothing literature by addressing
the role of the business model as a whole in explaining the smoothing
propensity, rather than limiting the observation to particular features of the
balance sheet.
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