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Information serves as the primary resource for stakeholders' decision-making. The greater the readability and quality of information, and

Abstract:

the lower the information asymmetry, the easier and more effective the decision-making process becomes for stakeholders. In this context,
the present study aims to examine the relationship between the readability of financial reports and the quality of financial reporting, with
a particular emphasis on the role of information asymmetry, in the Tehran Stock Exchange between 2016 and 2022. Financial reporting
quality was assessed using the Dechow and Dichev model, while the readability of annual reports was measured using the FOG index.
Information asymmetry was evaluated from the adverse selection perspective based on the model of Venkatesh and Chiang (1986), and
from the moral hazard perspective based on the model of Abdi Golzar et al. (2021). The research hypotheses were tested using data from
129 companies through least squares regression analysis using Stata software, version 17. The findings indicated a significant and direct
relationship between the readability of annual reports and the quality of financial reporting. Information asymmetry, from the adverse
selection perspective, weakens the positive relationship between financial report readability and financial reporting quality, while moral

hazard does not have a significant impact on this relationship.
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Extended Abstract

Introduction

Annual reports and financial statements are essential communication tools that organizations use to interact with external
stakeholders, including investors, regulators, and other market participants (Chen et al., 2023; Chung et al., 2024; Dalwai et
al.,, 2021). One critical characteristic of these reports is their readability, which significantly affects how information is
perceived and utilized (Du et al., 2024; Yin et al., 2024). Readability refers to the degree of clarity and ease with which a
reader can comprehend the presented narrative (Dalwai et al., 2021; Dalwai et al., 2023). Higher readability tends to facilitate
better information processing by analysts and investors, reducing analysis time and enhancing forecast accuracy. Numerous
empirical studies have associated poor readability with earnings management, lower income persistence, weaker analyst
forecasts, muted market responses, and higher stock price crash risk (Kim et al., 2017; Lang & Stice-Lawrence, 2015).
However, most of these investigations are concentrated in developed economies, leaving emerging markets like Iran
relatively unexplored. The Iranian stock market features distinct institutional and regulatory characteristics, including a high
concentration of state-owned enterprises and evolving transparency mechanisms (Habib & Hasan, 2020). These factors
amplify information asymmetry, particularly among minority shareholders, making the role of financial report readability
even more pivotal. Information asymmetry—defined as unequal access to information between different market
participants—exacerbates agency problems such as earnings manipulation and moral hazard (Hallunovi, 2020; Wijaya &
Herwiyanti, 2023). Reports with low readability may strategically increase informational opacity, thereby enabling managerial
opportunism (Lo et al., 2017; Loughran & McDonald, 2014; Luo et al., 2018). Consequently, this study aims to investigate
whether readability of financial reports contributes to higher financial reporting quality and to what extent information
asymmetry moderates this relationship. The theoretical framework integrates insights from disclosure quality literature and
agency theory, hypothesizing that higher readability can mitigate information asymmetry and enhance the transparency and
credibility of financial disclosures.

Methods and Materials

This applied, correlational, and post-event research examines the effect of information asymmetry on the relationship
between financial report readability and financial reporting quality. The sample includes 129 firms listed on the Tehran Stock
Exchange from 2016 to 2022. Firms were selected using purposive sampling based on specific inclusion criteria, such as
financial year-end, exclusion of financial firms, active trading status, and availability of required data. Data were collected
from corporate financial reports, Rahavard Novin database, and archival sources. Financial report readability was measured
using the FOG Index, which calculates readability based on sentence length and word complexity. Financial reporting quality
was assessed using the Dechow and Dichev (2002) model, focusing on accrual quality through regression residuals of working
capital changes against operating cash flows. Information asymmetry was captured from two dimensions: adverse selection,
measured using the bid-ask spread model by Venkatesh and Chiang (1986), and moral hazard, evaluated using a multifactor
model involving ownership concentration, environmental uncertainty, market concentration, leverage, capital expenditure,
free cash flow, and firm lifecycle stage. Control variables included firm size, financial leverage, firm age, institutional
ownership, and return on assets. The regression models were estimated using STATA v.17, employing panel data techniques

and diagnostic tests for multicollinearity, heteroscedasticity, autocorrelation, and model validity.
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Findings

Descriptive statistics showed that the average financial reporting quality (based on accrual errors) was -0.1001, indicating
moderate estimation errors. The average readability score was -15.90, denoting moderately low readability. Information
asymmetry due to adverse selection had an average of 0.0177, while moral hazard had a mean score of 3.1393, suggesting
significant internal agency risks. Diagnostic tests revealed non-normality, heteroscedasticity, and serial correlation, all of
which were addressed using Generalized Least Squares (GLS). The first regression model confirmed a positive and significant
relationship between readability and financial reporting quality (B = 0.0038, p < 0.01). However, when interaction terms were
included, the moderating role of adverse selection was not statistically significant (p = 0.304), indicating that this dimension
of information asymmetry did not weaken the primary relationship. In contrast, moral hazard significantly moderated the
relationship (interaction B = -0.0083, p = 0.019), suggesting that higher internal information asymmetry diminishes the
positive impact of readability. Control variables such as leverage and return on assets had significant negative effects on
reporting quality, while others were statistically insignificant. The models had acceptable explanatory power, with R? values
ranging from 18% to 23%, and Wald statistics confirmed overall model significance.

Discussion and Conclusion

The findings reaffirm the theoretical expectation that greater readability in financial disclosures enhances financial
reporting quality by increasing transparency and reducing the likelihood of misinterpretation. Clear and concise annual
reports facilitate better understanding of firm performance, especially in emerging markets where access to information may
already be constrained. This confirms prior empirical findings linking readability with improved investor confidence and
reduced earnings manipulation. However, the moderating role of information asymmetry reveals a nuanced dynamic. While
adverse selection did not significantly affect the relationship, moral hazard did. This suggests that when managers have more
discretion and less oversight, the benefits of report clarity can be undermined. Managers in such contexts may strategically
manipulate otherwise readable reports, masking opportunistic behavior under the guise of transparency. These insights have
practical implications. Investors should favor firms with more readable disclosures, as these are more likely to reflect genuine
financial conditions. Regulators should encourage standardized, user-friendly reporting formats and possibly classify firms
based on disclosure readability to enhance investor protection. Managers, on their part, should recognize that reducing
information asymmetry—particularly internal—can elevate investor trust and ultimately improve market valuation. In
environments characterized by systemic opacity and evolving corporate governance, such as Iran, improving report
readability emerges not just as a stylistic enhancement but as a substantive contributor to financial reporting quality. This
study contributes to the literature by contextualizing the readability-reporting quality nexus within a developing economy,

emphasizing the mediating role of organizational transparency and internal governance structures.
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