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This paper investigates the effect of audit quality on firm labor
investment efficiency for 122 companies listed on the Tehran
Stock Exchange over the period 2008-2020. Since audit quality
influences agency problems, the information environment, and
the monitoring framework, the efficiency of labor investment is
expected to vary depending on the firm's choice of auditor. The
methodology of this study is quantitative and ex-post, with labor
investment efficiency measured using the Pinnuck and Lillis
model. Regression analysis results indicate a positive and
significant relationship between audit quality and firms’ labor
investment efficiency. Furthermore, evidence suggests that the
relationship between audit quality and both over-investment and
under-investment in labor is negative and significant. These
findings have important policy implications for businesses,
employment policymakers, and the auditing profession.
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1. Introduction

This study investigates the relationship between audit quality and
labor investment efficiency. Prior research suggests that financial
reporting plays an essential role in mitigating information asymmetries
between managers and shareholders (e.g., Bushman & Smith, 2001).
Thus, financial reporting is crucial not only for informing shareholders
about a company's past operations but also for guiding future investment
decisions in labor.

Consistent with this argument, an expanding body of research
provides empirical evidence that higher financial reporting quality is
associated with greater labor and non-labor investment efficiency (e.g.,
Modares & Hesarzadeh, 2008; Biddle et al., 2009; Chen et al., 2011;
Hashemi et al., 2013; Garcia-Lara et al., 2016; Aflatoni & Khazaie,
2016). This paper extends this line of research by examining the impact
of audit quality on labor investment efficiency in Iran.

Previous studies indicate that audit quality is linked to higher
financial reporting quality for client firms (e.g., Balsam, Krishnan, &
Yang, 2003; Dunn & Mayhew, 2004; Reichelt & Wang, 2010; Lennox et
al., 2016) and enhances monitoring functions. It also helps reduce
information asymmetries between managers and shareholders, thereby
mitigating moral hazard problems and lowering adverse selection costs.

However, auditors may also independently impact firms' labor
investment efficiency, beyond their influence on financial reporting
quality. For instance, industry expert auditors possess not only specific
client knowledge but also broad expertise regarding other companies
within the same industry. This cross-firm knowledge enables auditors to
transfer industry insights across their client base, helping managers make
better labor investment decisions through increased understanding of
industry trends.

Accordingly, this study investigates the role of audit quality as a key
factor influencing labor investment efficiency.

2. Hypothesis
Previous audit studies document a connection between external
auditing and information production. Some researchers argue that an
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auditor’s primary function is to monitor client activities by evaluating
operational, investment, and financial risks (Cohen et al., 2002; Bedard
& Johnstone, 2004). These risks are also used to plan and implement
necessary audit procedures.

Therefore, enhanced auditor supervision of managers' activities
limits their incentives to engage in suboptimal labor investment
decisions. Managers aware that auditors possess deep knowledge of their
firm’s operations are less likely to divert company resources toward
excessive hiring or firing, engage in over-investment in negative NPV
labor projects, or delay the abandonment of failing projects related to
labor investment.

Additionally, by mitigating information asymmetry, audit services
attract investors, lower the firm's cost of capital, and thus reduce under-
investment in labor.

Overall, it is likely that external auditors influence firm-level labor
investment efficiency—either through their direct impact on financial
reporting quality or through value-added services such as informal
advice, knowledge sharing, information production, assurance, and
insurance mechanisms (Boubaker et al., 2018; Langberg & Rothenberg,
2021).

Hypothesis
H1: Higher audit quality improves labor investment efficiency in
firms.

3. Methods

This research employs a quantitative methodology, adopting the
scientific method and empirical analysis based on hypotheses and an ex-
post research design. This type of research is applied when quantitative
data criteria are used.

In this study, data from 122 firms listed on the Tehran Stock
Exchange for the period 2008-2020 was collected from financial
statements using Rahavard Novin software. Statistical analysis was
conducted using multivariable regression within a panel data structure
using EViews and SPSS software.
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Labor investment efficiency proxies were constructed based on the
Pinnuck & Lillis (2007) model, which takes the following form:

Net—Hiringi,t=a+f1Sales_Growthi,t+p2SalesGrowthi,t—1+B3ROAi
SHB4AROAIHB5AROAIt—1+B6Returni,t+B7Sizei,t—1+p8Quicki,t—1+f
9AQuicki,t+B10AQuicki,t—1+p11Levi,t—1+) 6kLoss Bin5,k=1+Industry
_Dummies+ei,tNet-Hiring_ {i,t} = a + B 1 Sales\ Growth {it} + B 2
Sales\_Growth_{it-1} + p_3 ROA_{it} + B_4 \Delta ROA_{it} + B 5
\Delta ROA {it-1} + B 6 Return {it} + B 7 Size {it-1} + B 8
Quick_{i,t-1} + B_9 \Delta Quick {i,t} +p {10} \Delta Quick_{i,t-1} +
B {11}  Lev {it-1} + \sum & k Loss\ Bin_{5k=1} +
Industry\ Dummies + &_{i,t}

Where Net-Hiring (representing a firm's net hiring) measures labor
investments and is calculated as the percentage change in the number of
employees. To estimate expected labor investment, the model includes
various  firm-specific  characteristics, such as sales growth
(Sales_Growth), return on assets (ROA), annual stock return (Return),
firm size (Size), quick ratio (Quick), leverage ratio (Lev), loss interval
indicators (Loss_Bin), and industry dummies.

4. Results

The results of regression analysis show a positive and significant
relationship between audit quality and firms’ labor investment efficiency.
Additionally, evidence suggests a negative and significant relationship
between audit quality and both over-investment and under-investment in
labor.

This implies that high-quality auditors help reduce poor decisions
related to hiring and firing. Since audit quality impacts the agency
problem, information environment, and monitoring framework, labor
investment efficiency improves when firms engage high-quality auditors.

5. Discussion and Conclusion

The findings of this study indicate that audit quality enhances labor
investment efficiency, shifting it toward a more optimal level. These
results carry important policy implications for businesses, employment
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policymakers, and the auditing profession.

By reducing information asymmetry, high-quality audits help
managers make better labor investment decisions, ensuring efficient
resource allocation while minimizing unnecessary hiring and firing
practices. Furthermore, auditors mitigate agency problems, enhance
investor confidence, and lower capital costs, contributing to improved
firm-level labor investment efficiency.

These findings emphasize the critical role of audit quality in labor
investment decisions, reinforcing the importance of regulatory oversight
and corporate governance improvements in ensuring transparent financial
reporting and optimal labor investment strategies.

Keywords: Auditor Size, Labor, Audit Quality, Over-Investment in
Labor, Under-Investment in Labor
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