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Abstract:

This study aims to explain the effect of auditors’ legal accountability on financial reporting quality with emphasis on the
moderating role of audit firms’ internal and external capabilities. This applied study employed a descriptive—survey design.
The statistical population consisted of partners of audit firms accredited by the Tehran Stock Exchange Organization in 2023.
Based on Morgan’s table, a sample of 170 was estimated, of which 159 valid questionnaires were analyzed. Standard
qguestionnaires were used to measure financial reporting quality, social trust, and audit firm capabilities. Data were analyzed
using structural equation modeling with the PLS-SEM approach in SmartPLS. Results indicated that legal accountability has a
positive and significant effect on financial reporting quality (f=0.278, t=10.533). Social trust also showed a strong direct effect
on financial reporting quality (=0.667, t=10.756). Internal audit firm capabilities positively moderated the relationship
between social trust and financial reporting quality (3=0.166, t=2.870), while external capabilities exerted a significant
negative moderating effect (B=-0.097, t=2.324). The findings demonstrate that sustainable improvement in financial
reporting quality emerges from the interaction of legal accountability, social trust, and professional capabilities of audit firms,
and that legal mechanisms alone are insufficient without strong internal institutional capacities.
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Extended Abstract

Introduction

Financial reporting quality is widely recognized as a cornerstone of efficient capital markets, investor confidence, and
sustainable economic development. High-quality financial reporting reduces information asymmetry, enhances transparency,
and supports rational investment decision-making. However, in many emerging and developing markets, financial reporting
systems continue to face challenges related to weak institutional structures, limited enforcement mechanisms, and
fluctuating levels of public trust. Recent studies emphasize that financial reporting quality cannot be understood solely as a
technical accounting outcome; rather, it is deeply embedded within legal, social, and organizational contexts (Abdullatif et
al., 2023; Kuo et al., 2023; Zhang et al., 2025).

Among the most influential contextual factors shaping financial reporting quality is social trust, which reflects collective
expectations regarding honesty, fairness, and predictability of behavior within economic institutions. Societal trust has been
shown to significantly influence market efficiency, timeliness of information disclosure, and demand for audit quality (Kuo &
Lee, 2024; Su & Huang, 2025; Zhang et al., 2025). Where social trust is high, investors are more inclined to rely on published
financial information and less likely to engage in costly monitoring activities, thereby reducing transaction costs and
strengthening market stability (Gao et al., 2021; Waerness et al., 2023). Conversely, low social trust exacerbates skepticism,
heightens perceived risk, and weakens the effectiveness of regulatory interventions.

Auditing institutions serve as a critical bridge between firms and capital market participants by providing assurance over
financial statements. Prior research demonstrates that the performance, independence, and competence of auditors are
decisive for sustaining public confidence in financial information (Amjadi et al., 2020; Bakhtiari et al., 2020; Defond et al.,
2024). However, auditors do not operate in isolation; their effectiveness is conditioned by institutional accountability
frameworks and by the capabilities of the audit firms in which they are embedded. These capabilities include internal
competencies such as human capital quality, technological infrastructure, and professional culture, as well as external
attributes such as reputation, size, and market presence (Alberti et al., 2022; Safari Gerayli & Valian, 2018).

Recent technological advances, particularly the adoption of artificial intelligence and advanced data analytics in auditing,
have further transformed the profession. Studies highlight that intelligent systems improve anomaly detection, enhance audit
precision, and strengthen transparency (Abu Huson et al., 2024; Al-Omush et al., 2025; Farhadi Touski & Doustian, 2025). At
the same time, user trust in accounting systems emerges as a key mediating factor linking technological adoption to financial
reporting quality (Armon Manesh & Pourkhorshid, 2025; Sheikh, 2025). These developments reinforce the argument that
financial reporting quality is increasingly shaped by complex interactions among legal accountability, social trust,
organizational culture, and professional capabilities.

Despite the growing body of literature, prior research has largely examined social trust, legal accountability, and audit firm
capabilities in isolation. Few studies have attempted to integrate these constructs into a unified analytical framework capable
of explaining how they jointly influence financial reporting quality. Furthermore, the moderating role of audit firm capabilities
within the trust—quality relationship remains insufficiently explored, particularly in emerging market contexts. Addressing
this gap is essential for developing effective regulatory strategies and strengthening market confidence (Bagherabadi &

Nikomaram, 2023; Jadid et al., 2025; Mohseni & Pouraghajan, 2024).
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Methods and Materials

This applied research employed a descriptive—survey design. The statistical population consisted of partners from audit
firms accredited by the Tehran Stock Exchange Organization during the fiscal year 2023. Based on Morgan’s sampling table,
a sample size of 170 respondents was determined; 159 valid questionnaires were ultimately collected and analyzed.

Standardized instruments were used to measure the study variables. Financial reporting quality was assessed through a
multidimensional questionnaire capturing understandability, comparability, relevance, and faithful representation. Social
trust was measured across ethical accountability, legal accountability, and decision-making empowerment. Audit firm
capabilities were operationalized as internal capabilities (professional expertise, internal controls, technology, human capital)
and external capabilities (firm size, reputation, market position).

Data analysis was conducted using Partial Least Squares Structural Equation Modeling (PLS-SEM) with SmartPLS software.
Reliability and validity of the constructs were confirmed through Cronbach’s alpha, composite reliability, and average variance
extracted. Structural relationships were evaluated using standardized path coefficients and t-statistics obtained through
bootstrapping.

Findings

The results demonstrated a strong positive effect of legal accountability on financial reporting quality (B = 0.278, t =
10.533). Social trust also exerted a powerful direct influence on financial reporting quality (B = 0.667, t = 10.756), indicating
that higher levels of trust are associated with greater reliability, transparency, and usefulness of financial information.

Internal audit firm capabilities significantly moderated the relationship between social trust and financial reporting quality
in a positive direction (B = 0.166, t = 2.870), suggesting that professional competence and technological infrastructure amplify
the beneficial effects of social trust. In contrast, external audit firm capabilities exhibited a negative moderating effect on this
relationship (B = —0.097, t = 2.324), implying that size and reputation alone do not guarantee improved financial reporting
outcomes and may, under certain conditions, weaken the trust—quality linkage.

Additional results indicated that social trust significantly influenced all dimensions of financial reporting quality, including
understandability, relevance, comparability, and faithful representation. Legal accountability was also positively associated
with ethical accountability and decision-making empowerment, reinforcing its institutional role in shaping professional
conduct.

Discussion and Conclusion

The findings of this study confirm that financial reporting quality emerges from a complex interaction of legal, social, and
organizational forces rather than from technical accounting procedures alone. The strong influence of legal accountability
demonstrates the importance of enforceable regulatory frameworks in curbing opportunistic behavior and reinforcing
information reliability. However, the results further indicate that regulatory mechanisms achieve their full effectiveness only
when embedded within a broader environment of social trust.

The powerful role of social trust underscores its function as an invisible institutional infrastructure that conditions how
market participants interpret and rely upon financial information. Where trust is high, financial reporting systems operate
more efficiently, and assurance mechanisms achieve greater legitimacy. This insight highlights the need for policymakers to

view trust-building not merely as a social objective but as a strategic economic investment.
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Perhaps the most novel contribution of this research lies in its identification of audit firm capabilities as a pivotal
moderating force. Internal capabilities—such as professional expertise, advanced technologies, and strong internal control
systems—enhance the positive effects of trust on reporting quality. These results suggest that investments in audit firm
development significantly strengthen the credibility of financial information. Conversely, the negative moderating role of
external capabilities warns against excessive reliance on firm size and reputation without parallel strengthening of internal
professional structures.

Taken together, the evidence suggests that sustainable improvements in financial reporting quality require coordinated
advancement of legal accountability, social trust, and audit firm capability. Regulatory reforms, technological innovation,
professional training, and trust-building initiatives must proceed in tandem. By aligning these elements, emerging markets
can significantly enhance transparency, investor confidence, and long-term financial stability.

This study contributes to the literature by offering an integrated institutional model of financial reporting quality and by
providing empirical evidence on the conditional role of audit firm capabilities. The results provide a foundation for more
holistic regulatory strategies and open new avenues for research on the institutional determinants of financial transparency

in developing economies.
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