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Objective: Considering the concern of the ‘Committee for the Admission
and Supervision of Trusted Audit Firms of the Securities and Exchange
Organization’ regarding the transfer of audit qualification paragraphs
(AQPs) to ‘emphasis of matter paragraphs’ (EMPs), this study aims to
examine this issue in the Iranian audit market.

Method: The research sample includes 1,800 observations from 2013 to
2022. To predict the relationship between variables, ‘communication theory’
suggests that changes in the structure of the audit report improve its quality
and readability, and EMPs should not be related to AQPs. However,
‘motivational reasoning theory’ raises the possibility that auditors may
opportunistically transfer AQPs of EMPs; therefore, there is a negative
relationship between these two types of audit report paragraphs.

Results: The findings of the present research indicate that there is no
significant relationship between EMPs and the audit report (the number of
AQPs in the auditor’s report, and the type of the auditor’s opinion). On the
other hand, the variable of issuing a favorable audit report for the client also
has a negative relationship with all three variables related to EMPs.

Conclusion: The results of the present study, contrary to motivational
reasoning theory, fail to confirm a systematic and opportunistic relationship
between EMPs and the audit report, which is the concern of the
aforementioned committee. The findings show that only about 4% of AQPs
have been transferred to EMPs.
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2/ The emphasis of matter paragraphs and audit opinions

Introduction

The low information value of traditional audit reports on complex issues requiring judgment
and the information gap between users and auditors has led to amendments by standard setters
in audit reports. The new audit reporting standard includes disclosing significant matters in a
company's financial reports and auditing process. Extended audit reports aim to enhance
information content, improve auditor oversight, and foster open communication between
auditors and financial report users. However, empirical studies on extended audit reports yield
mixed evidence on their benefits. Auditors may face a dilemma in reporting the ‘emphasis of
matter paragraphs’ (EMPs). In situations where auditors face fewer costs for not disclosing
EMPs, they may opt for non-disclosure or delay. Conversely, higher litigation risks may lead
auditors to prioritize high-quality auditing, adopting a conservative and pessimistic approach
to audit evidence. The 2009 revision of the "forming an opinion and reporting on financial
statements" auditing standard marked a significant change in Iran's audit market. However, the
report from the "Committee for Admission and Supervision of Trusted Audit Firms of the
Securities and Exchange Organization of Iran" highlights issues like non-compliance with the
auditing standard regarding "emphasis of matter paragraphs" (EMPs). Consequently, as EMPs
are now restricted to factors specified in the standard and the percentage of modified audit
reports decreases, despite a high rate of financial statement restatements (audit failures) in the
subsequent fiscal year, the anticipated impact of this change is likely to involve a reduction in
audit qualification paragraphs (AQPs).

Hypotheses

To theoretically predict the relationship between EMPs and the type of audit opinions, two
conflicting views are employed. According to the 'communication theory,' audit reports contain
messages that auditors as senders communicate with receivers such as investors and
shareholders. Annual financial statements and traditional audit reports provide limited benefits
to users because it is difficult to read the annual financial reports, including the audit report and
notes to financial statements, and it is very difficult to understand their content. While extended
audit reports are easier to read and understand, therefore, amendments to the audit report such
as changing the phrase and structure of reports or the need to provide additional information
may be in order to improve the transmission of the message. Consequently, EMPs are expected
to have no association with audit opinions and AQPs. EMPs serve the purpose of directing
users' attention to specific issues in financial statements, distinct from the nature of AQPs.
Conversely, according to 'the theory of motivational reasoning,' auditors may engage in
motivational reasoning and instead of ingrained professional responses such as creating an
independent view or challenging management's conclusions, they accept management's views,
which reduces the possibility of modifying the audit opinion. Auditors may opportunistically
transfer some AQPs to EMPs to maintain clients in the highly competitive and low litigation
risk Iranian audit market. This suggests a predicted negative relationship between EMPs and
AQPs. Given these opposing views, the hypothesis is formulated as follows:

Hypothesis: There is a significant relationship between EMPs and the type of audit opinions.

Method

The current study spans from 2013 to 2022, encompassing 180 listed firms on the Tehran
Stock Exchange, resulting in 1800 firm-year observations. EMPs are measured through their
existence (EMP), number (EMPNum), and changes (EMPChg). Audit opinions are assessed
based on the number of AQPs (AQPNum), the type of audit opinion (AudOpn), and the
issuance of desired audit reports for client firms (Improve). The research design minimizes
problems related to omitted correlated variables and endogeneity. Addressing self-selection
bias, Heckman's two-stage process is employed. Additionally, "propensity score matching" is
used to mitigate endogeneity arising from functional form misspecification (FFM). To ensure
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result reliability, the research model is also estimated while controlling for fixed effects at the
company level.

Results

The study's findings indicate that the number of AQPs and the type of audit opinions do not
exhibit a significant relationship with any of the three measures of EMPs. However, the
observed negative correlation between EMPs and the issuance of desirable audit reports for
client firms contradicts the motivational reasoning theory. The results from Heckman's two-
step procedure, utilized to mitigate selection bias, along with propensity-score matching
technique, employed to address potential functional form misspecification, substantiate the
principal findings of the main model. This suggests that, contrary to the theory's predictions,
auditors do not employ EMPs as a tool for opportunistic incentives.

Conclusions

This study investigates an issue that is the main concern of the supervisory body outside the
audit profession and employs a regression model that is less likely to be subject to significant
omitted correlated variables bias and endogeneity problem. The findings of this research about
the lack of a significant relationship between the EMPs and the type of audit opinions are more
likely to be the interest of "Committee for Admission and Supervision of Trusted Audit Firms
of the Securities and Exchange Organization of Iran", audit professionals and the capital market
participants.
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