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Objective: The aim of this research is to examine the impact of
sustainability reporting on audit quality.

Method: Audit quality has been assessed from two perspectives: the
quality of accounting information published by the company and the type of
audit opinion given by the auditor. This research was conducted using an
empirical and quantitative approach based on multivariate regression
analysis. The screened statistical population includes 146 companies listed
on the Tehran Stock Exchange during the years 2014 to 2023. The required
data were collected from audited financial statements and annual financial
reports available on the Codal website, and were analyzed using
econometric techniques and Eviews software.

Results: The results indicate that sustainability reporting does not have a
significant impact on the level of discretionary accruals, which is one of the
measures of audit quality, but it does have a positive and significant effect
on the auditor’s unqualified opinion.

Conclusion: From the findings, it can be concluded that audit quality, in
terms of the accounting information published by the company, is not
influenced by sustainability reporting. However, sustainability reporting
increases the likelihood of receiving an unqualified opinion from the auditor,
which can be a sign of improved audit quality. In other words, sustainability
reporting is seen as an effort to clarify information and improve
communication with stakeholders, which leads to an increased willingness
of auditors to issue an unqualified opinion.
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Introduction

In the contemporary business landscape, a significant paradigm shift has occurred, moving
from a singular focus on shareholder profit maximization to a more holistic and responsible
approach encompassing the interests of a broader range of stakeholders, including employees,
customers, society, and the environment. This evolution, driven by growing social awareness,
regulatory pressures, and investor demand, has elevated concepts like Corporate Social
Responsibility (CSR) and Environmental, Social, and Governance (ESG) performance from
peripheral concerns to core components of corporate strategy. Within this context,
“Sustainability Reporting” (SR) has emerged as the primary mechanism through which
organizations communicate their non-financial performance, risks, and opportunities to
stakeholders. These reports transcend traditional financial statements, offering insights into
how a company manages its long-term value creation process, thereby enhancing transparency,
bolstering corporate reputation, and fostering stakeholder trust (Zhang et al., 2023).

Concurrently, “Audit Quality” (AQ) remains a cornerstone of capital market integrity and
investor confidence. Defined broadly as the joint probability that an auditor will both discover
and report a material misstatement in a client’s financial statements, high-quality auditing plays
a critical role in mitigating information asymmetry between management and external parties.
It provides assurance that financial information presents a true and fair view of a company’s
performance and position, facilitating efficient capital allocation and maintaining market
stability.

The theoretical relationship between a company’s commitment to sustainability reporting
and the quality of its financial statement audit is complex and subject to competing theoretical
perspectives. On one hand, theories such as Legitimacy Theory and Stakeholder Theory
suggest a positive association. These frameworks posit that firms engaging in transparent and
comprehensive sustainability reporting are demonstrating a broader commitment to corporate
transparency, ethical behavior, and robust governance. This commitment is likely to permeate
their financial reporting practices, leading to lower levels of earnings management, higher
quality accruals, and consequently, a more straightforward and higher-quality audit. From this
viewpoint, SR acts as a positive signal, enriching the company’s information environment,
reducing the auditor’s perceived risk, and simplifying the audit process (Al-Shaer & Zaman,
2018).

On the other hand, Agency Theory offers a more skeptical view, suggesting that managers
may use sustainability reporting opportunistically. This perspective raises the concern of
“greenwashing,” where managers might employ elaborate sustainability reports as a public
relations tool to divert attention from poor financial performance or to mask opportunistic
earnings management. In such a scenario, SR could complicate the audit process, as auditors
must contend with an additional layer of non-verifiable, potentially misleading information.
This increased complexity and risk of impression management could negatively impact, or at
best have a neutral effect on, audit quality (Boiral et al., 2019).

Given these conflicting theoretical predictions and the relatively nascent and voluntary
nature of sustainability reporting in the Iranian market, there is a palpable lack of consistent
empirical evidence. This study aims to fill this research gap by addressing the primary research
question: Does sustainability reporting have a significant impact on the audit quality of firms
listed on the Tehran Stock Exchange (TSE)? To provide a comprehensive answer, we
investigate this relationship from two complementary angles of audit quality: first, from the
perspective of the quality of the underlying accounting information (proxied by the level of
discretionary accruals), and second, from the perspective of the final output of the audit process
(proxied by the type of audit opinion issued).

The first stream of research posits a positive relationship. It argues that companies with
superior sustainability performance and disclosure are often characterized by stronger internal



Journal of Accounting Knowledge/ Volume 15/ No. 2, 2025 /3

control systems, a more transparent corporate culture, and more effective board oversight.
These fundamental attributes create an environment where the likelithood of financial
misstatements and aggressive earnings management is inherently lower. Auditors, observing
this commitment to transparency, may assess the client’s inherent and control risks as being
lower. This reduced risk assessment can lead to a more efficient audit, allowing auditors to
focus their resources on high-risk areas, ultimately enhancing the overall quality of the audit.
Furthermore, the increased scrutiny from a wide range of stakeholders, attracted by
sustainability disclosures, places additional pressure on management to maintain high
standards of financial reporting integrity.

The second stream of literature suggests a neutral or even negative relationship. The primary
argument here revolves around impression management and greenwashing. Financially
distressed firms or those with weak performance may use SR as a strategic tool to build a positive
image and deflect scrutiny from their financial shortcomings. This can create a “smokescreen,”
increasing information risk and complexity for the auditor. Auditors facing such clients may
require more extensive audit procedures to disentangle symbolic reporting from substantive
performance, and this added complexity does not necessarily translate into higher audit quality.
Moreover, some auditors may view sustainability matters as being entirely separate from the
financial statement audit, leading them to disregard SR information when assessing financial
reporting risks, resulting in no observable relationship between the two constructs.

This study, therefore, develops two competing hypotheses to test these divergent views
within the Iranian context:

H1: Sustainability reporting has a significant impact on audit quality as measured by
the level of discretionary accruals.

H2: Sustainability reporting has a significant impact on audit quality as measured by
the type of auditor’s opinion.

Method

This study employs a quantitative, archival research design based on an ex-post-facto
approach. The research is descriptive-correlational in nature, as it seeks to describe and test the
relationship between variables using historical data.

Sample Selection and Data: The initial population comprised all companies listed on the
Tehran Stock Exchange (TSE) for a 10-year period from 2014 to 2023 (corresponding to the
Persian calendar years 1393 to 1402). A systematic screening process was applied to ensure
data homogeneity and comparability. The exclusion criteria were: (1) firms in the financial
industry (e.g., banks, insurance, investment companies) due to their unique accounting
standards and regulatory environments; (2) firms with a trading suspension of more than three
months or non-continuous listing during the study period; (3) firms whose fiscal year-end was
not March 20th; (4) firms that underwent a major change in their fiscal year or core operations;
and (5) firms with missing data for the required variables. After applying these filters, the final
sample consisted of 146 firms, resulting in a balanced panel dataset of 1,460 firm-year
observations. Data were manually collected from audited financial statements and annual board
of directors’ reports available on the CODAL system.

Independent Variable: Sustainability Reporting (SR): To quantify SR, a content analysis
approach based on the KLLD (Kinder, Lydenberg, Domini) framework was adopted. The annual
board of directors’ reports were meticulously analyzed to identify strengths and concerns
across three core dimensions of sustainability: Environmental, Social, and Governance (ESG).
The final SR score for each firm-year was calculated by summing the scores of the three
dimensions, where each dimension’s score was the number of strengths minus the number of
concerns. A higher score indicates a higher level and quality of sustainability reporting.
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Discretionary Accruals (DA): As an inverse proxy for audit quality reflecting earnings
quality, we used the absolute value of discretionary accruals. These were calculated using the
performance-adjusted modified Jones model (Dechow et al., 1995). A higher value of [DA|
indicates greater earnings management and, consequently, lower audit quality.

Auditor’s Opinion (OP): As a direct proxy for the outcome of the audit process, we used a binary
variable. The variable takes the value of 1 if the firm received an unqualified (clean) audit opinion,
indicating high audit quality, and 0 otherwise (for qualified, adverse, or disclaimer of opinion).

Control Variables: Based on prior literature, we included several firm-specific characteristics
known to influence audit quality: Firm Size (SIZE), Financial Leverage (LEV), Sales Growth
(GROW), Profitability (ROA), Board Independence (IND), and CEO Duality (DUAL).

Data Analysis Method: To test the hypotheses, we employed multivariate regression
analysis using EViews software. For the first hypothesis, where the dependent variable (DA)
is continuous, we used a panel data regression approach. Diagnostic tests (Chow and Hausman
tests) were conducted to determine the most appropriate model, which was identified as the
Random Effects model. For the second hypothesis, where the dependent variable (OP) is
binary, a Logistic Regression (Probit) model was utilized to estimate the probability of a firm
receiving an unqualified audit opinion.

Results

Descriptive Statistics: The descriptive analysis revealed that the mean SR score for the
sample firms was 2.216. This relatively low average score suggests that comprehensive
sustainability reporting is not yet a widespread or deeply embedded practice among Iranian
listed companies. The mean absolute value of discretionary accruals was 0.154, indicating that,
on average, managers used their discretion to manage approximately 15.4% of total accruals.
Furthermore, approximately 59% of the firm-year observations in the sample received an
unqualified audit opinion.

The results of the multivariate regression analysis for the first hypothesis are presented in
Table 5 of the paper. The analysis, using a Random Effects model, showed that the coefficient
for Sustainability Reporting (SR) on Discretionary Accruals (DA) was not statistically
significant (Coefficient = -0.003, p-value = 0.147). This finding leads to the rejection of the
first hypothesis. It suggests that, within the context of the Iranian market, the extent of a firm’s
sustainability reporting does not have a discernible impact on its level of discretionary accruals.
In other words, audit quality, when viewed through the lens of earnings management
constraints, appears to be unaffected by sustainability disclosure practices.

Conversely, the estimation of the second model using logistic regression yielded a
significant result for the second hypothesis. The findings, revealed a positive and statistically
significant coefficient for Sustainability Reporting (SR) on the likelihood of receiving an
unqualified audit opinion (OP) (Coefficient = 0.126, p-value = 0.019). This indicates that firms
with higher-quality sustainability reporting are more likely to receive a clean audit opinion
from their external auditors. This result supports the second hypothesis and suggests that
auditors perceive comprehensive sustainability reporting as a signal of lower information risk,
greater transparency, and a stronger commitment to good corporate citizenship, which in turn
positively influences their final opinion.

Conclusions

The findings of this research present a nuanced and intriguing picture of the SR-AQ
relationship in the Iranian context. The rejection of the first hypothesis suggests that, at its
current stage of development in Iran, SR does not act as a strong deterrent to opportunistic
earnings management via accruals. This could be attributable to several factors. First, SR may
be a “decoupled” activity for many Iranian firms—a symbolic gesture aimed at enhancing
legitimacy rather than a substantive practice integrated into the core financial control and
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reporting systems. Second, the powerful influence of other institutional factors in the Iranian
economy, such as ownership structure and intense pressure to meet earnings targets, may
override any potential disciplinary effect of voluntary sustainability disclosures.

In stark contrast, the confirmation of the second hypothesis is a significant finding. It
demonstrates that while SR may not influence the technical quality of accounting numbers
(accruals), it does have a meaningful positive impact on the auditor’s final judgment (opinion).
This can be compellingly explained through the lens of Signaling Theory. From an auditor’s
perspective, a company that voluntarily invests resources in producing a sustainability report
is sending a powerful, positive signal about its commitment to transparency, accountability,
and a better information environment. This signal can positively influence the auditor’s
perception of the client’s “control environment” and “management integrity.” An auditor may
interpret this commitment as indicative of lower overall engagement risk, even if quantitative
measures like accruals are unaffected. This reduced risk perception, in turn, increases the
auditor’s propensity to issue a clean opinion. In essence, SR appears to function as a qualitative
factor that favorably sways the auditor’s professional judgment.

In conclusion, this study reveals that audit quality is a multi-dimensional construct and that
sustainability reporting impacts its different facets in distinct ways. In the context of the Tehran
Stock Exchange, we find that the influence of SR on the technical, quantitative aspect of audit
quality (earnings management) is not yet significant. However, its influence on the judgmental,
qualitative aspect (auditor’s final assessment) is positive and robust. This suggests that SR in
Iran currently functions more effectively as a soft communication tool for building trust and
improving relationships with auditors and other stakeholders, rather than as a hard control
mechanism for curbing earnings management.

Implications: The findings offer valuable insights for multiple parties. Managers can view
investment in SR as a strategic tool to signal quality and potentially improve relations with
their auditors. Auditors should consider SR as a relevant piece of qualitative evidence in their
risk assessment but must maintain professional skepticism regarding potential greenwashing.
Regulators, such as the TSE, should consider developing standardized frameworks for SR to
enhance its reliability and comparability, which could strengthen its impact on financial
reporting quality over time.

Future Research: Future studies could disaggregate the SR score into its environmental,
social, and governance components to examine their individual effects. Researchers could also
explore this relationship using alternative AQ proxies, such as audit fees or audit report lag,
and investigate the moderating role of factors like auditor size (Big 4 vs. non-Big 4) and
ownership structure.
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