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Objective: The main purpose of the current research is to investigate the impact of the
merger of audit firms on the quality of financial reporting. In this regard, the effect of the
merger of audit firms on the four criteria of discretionary accruals, quality of accruals,
earnings reaction coefficient, and earnings sustainability is investigated. Also, the effect
of the size of audit firms on the relationship between the integration of audit firms and
the quality of financial reporting is tested.

Method: To carry out this research, 116 companies admitted to the Tehran Stock
Exchange between 2013 and 2022 are examined.

Results: The results of this research show that the merger of audit firms has a direct and
significant effect on the quality of accruals and the earnings sustainability, and on the
discretionary accruals of companies. Therefore, in general, it can be said that the merger
of audit firms improves the quality of financial reporting. Meanwhile, the merger of audit
firms does not have a significant effect on the earnings reaction coefficient. In addition,
the results indicate that the size of audit firms only moderates the relationship between
the merger of audit firms and discretionary accruals, and does not have a significant effect
on other relationships.

Conclusions: Therefore, in general, the merger of audit firms, regardless of their size,
improves the quality of financial reporting.

Contribution: This research, for the first time, examines the impact of the merger of
auditing firms in an emerging market. Also, by expanding the range of variables related
to the quality of financial reporting, it expands the recent research of Zimmerman & et al.
(2022) in the United States. In addition, this article, for the first time, examines the
moderating role of audit firm size in the relationship between audit firm integration and
financial reporting quality.
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Introduction
One of the solutions in terms of incentives for providing quality audit services is the growth

of audit firms, which can ultimately lead to higher audit quality. There are two solutions for the
growth of audit firms: (1) growth from within, (2) growth through mergers with other firms.
The research literature cites several reasons for the merger of audit firms, including: (1)
completing the specialized staff of the firms, (2) the possibility of providing industry-specific
services, (3) greater profitability, (4) expanding professional services beyond the geographic
location of the firms, and (5) raising the firms’ rank in the list of trusted audit firms of the Stock
Exchange.

Theoretically, the merger of audit firms can affect the quality and audit fees because the
merger of companies can significantly help in the growth of institutions, attracting skilled and
experienced personnel, and also reducing costs due to the increase in the volume of services.

The Iranian Society of Certified Public Accountants and the Securities and Exchange
Organization also consider the least expensive and most accessible way to improve audit quality
to be the increase in the size of audit firms, according to DeAngelo's auditor size theory.
Therefore, these two institutions have focused on the merger of audit firms in various ways.
More precisely, the Securities and Exchange Organization, by issuing the audit firm rating
guidelines in 2012, based the institutions’ privileges more on their size and considered
significant privileges for large institutions (first class), such as entrusting them with auditing
large companies. Also, the Securities and Exchange Organization’s Trusted Audit Firms’
Manual, approved in 2007, has stipulated that institutions that have 20 partners and none of the
partners owns more than 20% of the company’s shares, can continue auditing the client after a
four-year tenure by changing the audit team and the partners responsible for the work (and
therefore are exempt from the mandatory change after four years).

These incentives have created economic incentives in small audit firms, which is the easiest
and fastest way to reach the list of trusted institutions of the stock exchange, maintain and
improve the rank in that list and be exempted from mandatory rotation.

Thus, it is important to examine the consequences of the phenomenon of audit firm mergers.
On the other hand, since the financial reporting process includes the accreditation of financial
information by auditors, it is expected that the merger of audit firms will have a significant
impact on the quality of financial reports. The quality of financial reporting means the extent to
which financial reports fairly reflect the underlying economy of the company.

Thus, the present study seeks to answer the question of whether the merger of audit firms
has a significant impact on the quality of financial reporting, including discretionary accruals,
accrual quality, profit response coefficient and profit sustainability of client companies? And
does the size of audit firms have a significant impact on the aforementioned relationships?

Method
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This research is of the correlation type in terms of nature and content, which analyzes the
correlation relationship between variables using data extracted from the financial statements of
companies listed on the Tehran Stock Exchange. This research is conducted within the
framework of deductive-inductive reasoning. On the other hand, the present research is of the
post-event type, meaning it is based on the analysis of past information (financial statements of
companies). In terms of purpose, this research is considered applied research.
The statistical population of the study is all companies listed on the Tehran Stock Exchange
that meet the following conditions:
1- Considering the research period (2013-2022), the company name must be included in the list
of companies listed on the Stock Exchange from the beginning of 2013 and their name must
not be removed from the list until the end of the year.
2- In order to increase the comparability and uniformity of the conditions of the selected
companies, including the economic and legal conditions governing the companies, their fiscal
year must be the end of Esfand of each year.
3- In order to ensure similarity in the type of items and their classification in the financial
statements of the sample companies, it must not include banks, credit institutions and other
monetary institutions, other financial intermediaries, financial investments and
multidisciplinary industrial companies.
4- The selected companies must not have changed their fiscal year and type of activity during
the years 2013-2022.
5- The selected companies must not have a trading break of more than three months.
Due to the aforementioned limitations, 116 companies were selected as a statistical sample
between 2013 and 2022. The statistical year of the research is 2013-2022, in which 116
companies were selected as the final sample.

In this study, the models of Jones (2002), Dechew and Dechew (2002), Penman and Zhang
(2002), and Francis et al. (2004) were used to examine the effect of audit firm mergers on
financial reporting quality.

Results
According to the results of the first model test, it was observed that the merger of audit firms

has a significant and inverse effect on the discretionary accruals of client companies. In other
words, in companies audited by merged audit firms, the number of discretionary accruals is
lower and the quality of earnings is higher. Therefore, it can be said that in such companies,
managers are aware of the higher audit quality from these firms and have less opportunistic
behavior to manipulate accruals.

The results of the second model test showed that the merger of audit firms has a significant
and direct effect on the quality of accruals of client companies. In other words, in companies
audited by merged audit firms, the number of discretionary accruals is higher and the quality of
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earnings is higher. This result is consistent with the theory that in merged firms, the quality of
auditing is higher and consequently the quality of financial reporting is higher.

The examination of the third model test showed that the merger of audit firms does not have
a significant effect on the profit response coefficient of client companies. This finding indicates
that the market does not react to the issue of the merger of audit firms.

Based on the fitting of the fourth model of the study, it was observed that the merger of audit
firms has a direct and significant effect on the sustainability of the profits of client companies.
That is, if the merger of audit firms has taken place, the sustainability of the profits of client
companies will increase.

The results of the fitting of the fifth model of the study showed that the size of audit firms
does not have a direct and significant effect on the relationship between the merger of audit
firms and the discretionary accruals of client companies. In addition, the results of the fitting of
the sixth model of the study indicated that the size of audit firms has a direct and significant
effect on the relationship between the merger of audit firms and the quality of accruals of client
companies. In other words, the relationship between the merger of audit firms and the quality
of accruals is stronger in audit firms with a larger number of partners. Also, the results of the
fitting of the seventh model of the study showed that the size of audit firms does not have a
direct and significant effect on the relationship between the merger of audit firms and the profit
response coefficient of client companies. That is, the interaction of the size of audit firms and
the merger of audit firms and their increase has no effect on increasing or decreasing the profit
response coefficient. This means that in companies that benefit from institutions with a larger
scope of work and a larger number of partners in those institutions, the profit response
coefficient does not change significantly with increasing audit firm integration.

Finally, the results of fitting the eighth model of the study showed that the size of audit firms
does not have a direct and significant effect on the relationship between audit firm integration
and the profit sustainability of client companies. This means that companies that benefit from
institutions with a larger scope of work in those institutions do not see a significant change in
profit sustainability with increasing audit firm integration.

Conclusions
The results of this research show that the merger of audit firms has a direct and significant

effect on the quality of accruals and the earnings sustainability, and on the discretionary
accruals of companies. Therefore, in general, it can be said that the merger of audit firms
improves the quality of financial reporting. Meanwhile, the merger of audit firms does not have
a significant effect on the earnings reaction coefficient. In addition, the results indicate that the
size of audit firms only moderates the relationship between the merger of audit firms and
discretionary accruals, and does not have a significant effect on other relationships. Therefore,
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in general, the merger of audit firms, regardless of their size, improves the quality of financial
reporting.

This research, for the first time, examines the impact of the merger of auditing firms in an
emerging market. Also, by expanding the range of variables related to the quality of financial
reporting, it expands the recent research of Zimmerman & et al. (2022) in the United States. In
addition, this article, for the first time, examines the moderating role of audit firm size in the
relationship between audit firm integration and financial reporting quality.
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