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Abstract:

This study aimed to examine the relationship between audit quality and market-adjusted returns among companies listed on
the Tehran Stock Exchange. This applied study employed a descriptive-correlational and ex post facto design. The statistical
population consisted of companies listed on the Tehran Stock Exchange during 2019-2024. After applying systematic
screening criteria, 720 firm-year observations were included in the final analysis. Market-adjusted return was considered the
dependent variable and was measured based on abnormal stock returns relative to market returns. Audit quality was the
main independent variable and was primarily measured using discretionary accruals estimated through the modified Jones
model; audit firm size was also employed as an alternative proxy in sensitivity analyses. Firm size, financial leverage, market-
to-book ratio, loss status, and asset tangibility were included as control variables. The data were analyzed using fixed-effects
panel regression in EViews. Fixed-effects regression results showed that audit quality had a positive and statistically significant
relationship with market-adjusted returns (f=0.052, t=2.74, p=0.008). The market-to-book ratio was also positively and
significantly associated with market-adjusted returns (f=0.008, p=0.035), whereas firm size, financial leverage, loss status,
and asset tangibility were not statistically significant. The adjusted coefficient of determination was 0.31, and the overall
regression model was statistically significant (F=12.45, p<0.001). Sensitivity analyses using alternative audit quality measures
and excluding outlier observations confirmed the robustness of the main findings. Higher audit quality is associated with
higher market-adjusted returns and may contribute to more favorable market responses by improving the credibility of
financial reports, reducing information asymmetry, and strengthening investor confidence.
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Extended Abstract

Introduction

Audit quality is one of the central mechanisms through which the credibility of corporate financial reporting can be
enhanced and information asymmetry between managers and capital market participants can be reduced. In listed
companies, managers possess more detailed information about operational performance, financial risks, earnings quality,
and future prospects than outside investors. This informational advantage can create opportunities for opportunistic
reporting, delayed recognition of unfavorable developments, and earnings management. Independent auditing can mitigate
these problems by increasing the probability that material misstatements are detected and appropriately reported.
Accordingly, audit quality is not merely a professional or regulatory attribute; it can have meaningful economic consequences
for firm valuation, investor confidence, and market behavior. Evidence from the Tehran Stock Exchange suggests that audit-
related characteristics may be associated with financial performance, reporting quality, and firm value (Hooshyareh, 2025;
Yarifard & Hashemi, 2024).

Audit quality is inherently multidimensional and can be influenced by auditor competence, professional ethics,
independence, professional judgment, institutional resources, and the effectiveness of quality-control procedures. Evidence
from the Iranian capital market indicates that auditor competence, professional ethics, and characteristics of auditors signing
audit reports are relevant to financial reporting quality (Seifi et al., 2024). Likewise, the design and development of modern
operational auditing mechanisms have been linked to better auditor judgment and stronger internal control quality in
companies listed on the Tehran Stock Exchange (Mahdian et al., 2024). These findings imply that high-quality auditing should
be viewed as the outcome of an integrated professional process rather than as the mere issuance of an audit opinion.

Audit quality is also shaped by client characteristics and the risk environment surrounding the audit engagement. Financial
and operational risks may increase the complexity of audit procedures and affect the resources required to obtain sufficient
and appropriate audit evidence (Bagheri & Lotfallian, 2024). At the same time, effective risk management and internal audit
performance can improve the quality of financial reporting (Nikjoo et al., 2023). These relationships are important because
higher-quality financial reporting enables investors to assess future cash flows, risk, and firm value more accurately. Similar
evidence has shown that stronger auditing and control mechanisms can contribute to higher earnings quality (Eksandy, 2023).

The capital market consequences of audit quality are particularly important because investors may react not only to
reported accounting numbers but also to the perceived credibility of the process through which those numbers are validated.
Investor responses to engagement quality review effort indicate that market participants may value information about the
rigor of the audit process itself (Lee & Hwang, 2024). Increased audit monitoring has also been associated with enhanced
financial reporting credibility, suggesting that more intensive audit scrutiny can alter users' confidence in financial statements
(Hsiao et al., 2024). In this context, audit quality may affect market-adjusted returns by reducing information risk and
increasing investor confidence.

Auditor reputation provides another important mechanism. Large and reputable audit firms invest heavily in professional
reputation, and reputational damage can generate substantial economic costs. Evidence shows that highly visible auditor
failures can impair auditor brand reputation (Barnes et al., 2024). This reinforces the view that investors may use auditor
identity and reputation as signals of the reliability of corporate information. Similarly, auditor switching may carry

informational content, particularly when changes occur in situations involving substantial due diligence and uncertainty (Bi
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et al., 2020). Therefore, the market may respond not only to the content of audited financial statements but also to the
identity, reputation, and perceived rigor of the auditor.

Audit opinions themselves can also affect stock-market responses. Empirical evidence from the Amman Stock Exchange
indicates that qualified audit opinions may influence stock returns (Flees & Mouselli, 2022). This demonstrates that audit
reports possess informational content relevant to investor decision-making. In addition, changes in auditing standards can
alter the way capital markets process audit-related information. Evidence from China indicates that new auditing standards
can produce observable market effects (\Wu et al., 2022). Broader institutional developments in audit oversight may also
influence investor confidence, as shown by evidence on China—US audit cooperation and its implications for listed Chinese
firms (Wang, 2023).

Another pathway through which audit quality may affect market outcomes is earnings management. High-quality audits
can constrain discretionary accruals and reduce managerial opportunities to manipulate earnings. Market reactions to
earnings management may therefore depend partly on the credibility provided by external auditing (Ratnaningrum et al,,
2023). Likewise, managerial incentives to withhold bad news can adversely affect the information environment, highlighting
the importance of effective monitoring and timely recognition of unfavorable information (Chen et al., 2022). In this sense,
audit quality can contribute to a more transparent information environment and facilitate more accurate market pricing.

Despite substantial evidence on audit quality, financial reporting, auditor reputation, and investor response, direct
evidence on the relationship between audit quality and market-adjusted returns in the Tehran Stock Exchange remains
limited. Given the distinctive institutional, economic, and market conditions of Iran, including high macroeconomic volatility
and substantial uncertainty, the information role of auditing may be particularly important. Therefore, the present study
examined the relationship between audit quality and market-adjusted returns among companies listed on the Tehran Stock
Exchange.

Methods and Materials

This study was applied in purpose and descriptive-correlational with an ex post facto design. The statistical population
consisted of companies listed on the Tehran Stock Exchange over the six-year period from 2019 to 2024. The final sample
was selected using systematic elimination based on predefined inclusion criteria. Companies were required to remain
continuously listed throughout the study period, maintain a consistent fiscal year and principal line of business, have a fiscal
year ending in March, possess complete audited financial statements and trading data, and have sufficient information for
calculating all study variables. Firms with prolonged trading suspensions or incomplete financial and market data were
excluded. Financial institutions were also excluded where their reporting structure and regulatory environment differed
substantially from nonfinancial firms. The final panel dataset contained 720 firm-year observations.

The dependent variable was market-adjusted return, operationalized using abnormal return relative to the market. Daily
abnormal return was calculated as the difference between the firm's actual stock return and the corresponding market
return. Cumulative abnormal return was then calculated over the designated event window. The publication date of the
audited financial statements or audit report was used as the relevant event date.

Audit quality was the main independent variable. It was measured primarily using discretionary accruals derived from the
modified Jones model. Total accruals were estimated and decomposed into nondiscretionary and discretionary components.

The absolute value of discretionary accruals represented the magnitude of earnings-management-related accruals. To ensure
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that higher values reflected higher audit quality, audit quality was defined as the negative absolute value of discretionary
accruals. As a robustness measure, audit firm size or reputation was also used as an alternative proxy for audit quality.

Control variables included firm size, measured as the natural logarithm of total assets; financial leverage, measured as
total liabilities divided by total assets; market-to-book ratio; a loss dummy equal to one for loss-making firm-years and zero
otherwise; and asset tangibility, calculated as tangible fixed assets divided by total assets. Data were collected from audited
financial statements, explanatory notes, audit reports, the CODAL disclosure system, Tehran Stock Exchange databases, and
financial information platforms. Data preparation and variable calculation were conducted in Microsoft Excel, and
econometric analyses were performed using EViews.

Descriptive statistics, Pearson and Spearman correlations, and regression diagnostics were first examined. Variance
inflation factors were used to assess multicollinearity. Residual normality was examined using the Jarque-Bera test, and
heteroskedasticity was evaluated using the Breusch-Pagan test. The F-Limer test was used to distinguish pooled from panel
estimation, and the Hausman test was used to select between fixed- and random-effects models. The main hypothesis was
tested using a fixed-effects panel regression model in which market-adjusted return was regressed on audit quality and the
control variables.

Findings

The descriptive results showed that the mean market-adjusted return was 0.032, with a median of 0.028 and a standard
deviation of 0.156. The minimum and maximum values were -0.512 and 0.689, respectively. The mean audit quality measure
was 0.078, with a median of 0.065 and a standard deviation of 0.054. The mean values of firm size, leverage, market-to-book
ratio, loss, and asset tangibility were 14.23, 0.58, 2.45, 0.18, and 0.27, respectively.

Pearson correlation analysis showed a positive and statistically significant association between audit quality and market-
adjusted return, with a correlation coefficient of 0.21 at the 1% significance level. The market-to-book ratio was also positively
associated with market-adjusted return. The remaining control variables did not show statistically significant bivariate
correlations with market-adjusted return at the conventional 5% level. The highest correlation among explanatory variables
was 0.31, indicating no evidence of severe multicollinearity. Spearman correlations produced a similar pattern, supporting
the stability of the observed relationships.

Diagnostic tests supported the use of the regression model. The Jarque-Bera statistic was 4.32 with a p-value of 0.115,
indicating that the normality assumption for residuals was not rejected. The Breusch-Pagan statistic was 3.87 with a p-value
of 0.231, providing no evidence of heteroskedasticity. Variance inflation factors ranged from 1.12 to 1.45, confirming the
absence of serious multicollinearity. The F-Limer test was statistically significant, supporting panel estimation over pooled
regression. The Hausman test was also significant, indicating that the fixed-effects specification was preferable to the
random-effects model. The Durbin-Watson statistic was 1.92, suggesting no substantial serial correlation.

The fixed-effects regression results showed that audit quality had a positive and statistically significant coefficient of 0.052,
with a standard error of 0.019, a t-statistic of 2.74, and a p-value of 0.008. Thus, higher audit quality was associated with
higher market-adjusted returns. The market-to-book ratio also had a positive and significant coefficient of 0.008 with a p-
value of 0.035. Firm size, leverage, loss status, and asset tangibility were not statistically significant. The model had an R? of
0.34 and an adjusted R? of 0.31. The overall F-statistic was 12.45 with a p-value below 0.001, confirming the statistical

significance of the model.
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Robustness analyses supported the main findings. The audit quality coefficient was stronger and statistically significant
among smaller firms, firms with lower leverage, and manufacturing firms. Alternative audit quality proxies also produced
positive and statistically significant coefficients. Using audit firm size yielded a coefficient of 0.042 with a p-value of 0.038,
while the alternative discretionary-accrual-based measure yielded a coefficient of 0.049 with a p-value of 0.034. After
removing 5% of extreme observations, the audit quality coefficient remained positive and significant at 0.050 with a p-value
of 0.010.

Discussion and Conclusion

The results indicate that audit quality is positively associated with market-adjusted returns in companies listed on the
Tehran Stock Exchange. This finding suggests that higher audit quality may enhance the credibility of financial information
and reduce information risk perceived by investors. When financial statements are subject to a more rigorous and reliable
audit process, investors may place greater confidence in reported earnings, assets, liabilities, and cash flow information. This
increased confidence can reduce uncertainty surrounding firm valuation and contribute to more favorable market reactions.

The result can also be interpreted through the information asymmetry framework. High-quality auditing can constrain
opportunistic financial reporting, reduce the magnitude of discretionary accruals, and increase the probability that
unfavorable information is recognized and disclosed more appropriately. As a consequence, investors may face lower
estimation risk when evaluating the firm. The positive relationship observed in this study implies that the market appears to
reward the informational credibility associated with higher audit quality.

The robustness findings reinforce this interpretation. The relationship remained significant when audit quality was
measured using alternative proxies, indicating that the result was not dependent on a single operational definition. The
stronger coefficient among smaller firms is also theoretically plausible because smaller companies often have greater
information asymmetry and lower analyst coverage. In such firms, external auditing may play a more influential informational
role. Similarly, the stronger association among manufacturing firms may reflect the greater complexity of inventories, fixed
assets, cost allocation, and accrual estimation in those firms, which can increase the value of high-quality audit verification.

The positive and significant effect of the market-to-book ratio indicates that growth expectations and market valuation
characteristics also contributed to market-adjusted returns. In contrast, firm size, leverage, loss status, and asset tangibility
did not independently explain market-adjusted returns after controlling for firm fixed effects and other covariates. This
suggests that audit quality retained explanatory power even after accounting for several important financial characteristics.

Overall, the study provides evidence that audit quality has meaningful capital-market implications in the Tehran Stock
Exchange. The findings support the view that audit quality should be considered not only as a compliance-related
characteristic but also as an economically relevant element of the corporate information environment. Higher audit quality
appears to be associated with stronger market-adjusted performance, likely through improved reporting credibility, lower
information asymmetry, and greater investor confidence. These results may be useful to investors, managers, auditors, and

regulators seeking to understand how audit quality contributes to capital-market efficiency and corporate valuation.
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