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Abstract

The present study seeks to investigate the effect of investor sentiment and institutional
investors' inattention on audit risk by considering the moderating role of audit quality in
companies listed on the Tehran Stock Exchange. For this purpose, a sample of 137
companies listed on the Tehran Stock Exchange from 2015 to 2023 were selected to test the
research hypotheses using the systematic elimination method. Multiple regression and
Eviews10 software were used to analyze the data and test the hypotheses. The findings
indicate that there is a positive and significant relationship between investor sentiment and
audit risk. There is also a positive and significant relationship between institutional
investors' inattention and audit risk. On the other hand, audit quality weakens the
relationship between investor sentiment and institutional investors' inattention and audit
risk. There is an undeniable need to examine the interaction between investor behavioral
variables and audit performance, especially in the context of emerging markets such as Iran.
Such research can help regulatory agencies, auditors, financial managers, and policymakers
to have a more accurate understanding of the behavioral roots of audit risk fluctuations and
provide appropriate solutions to improve the quality of financial reporting and enhance
investor confidence.
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Background and Purpose: The present research aims to investigate the effect of investor’s
sentiments and institutional investors inattention on audit risk, considering the moderating
role of audit quality in companies listed on the Tehran Stock Exchange.
Methodology: This research is applied and follows a causal-post-event design. The statistical
population includes all companies listed on the Tehran Stock Exchange from 2015 to 2023,
and samples were selected based on systematic elimination and screening sampling. For this
purpose, a sample of 137 companies listed on the Tehran Stock Exchange was chosen. Data
analysis and hypothesis testing were conducted using multiple regression and Eviews10
software.
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Findings: The findings indicate that there is a significant positive relationship between
investor sentiments and audit risk. Additionally, there is a significant positive relationship
between the institutional investor’s inattention and audit risk. Furthermore, audit quality
moderates the relationship between investor sentiments, the institutional investor’s
inattention, and audit risk.

Discussion: There is an undeniable need to explore the interaction between behavioral
variables of investors and audit performance, especially in emerging markets like Iran. Such
research can assist regulatory organizations, auditors, financial managers, and policymakers in
gaining a more precise understanding of the behavioral roots of audit risk fluctuations and
provide suitable solutions to improve the quality of financial reporting and enhance investor
confidence. As investor sentiments increase, particularly sentiments such as excessive
optimism, buying excitement, or fear of missing out, audit risk also rises. This positive and
significant relationship is defined such that the more investor sentiments are influenced by
market emotions, the more likely auditors are to encounter distortions, concealments, or errors
in companies' financial reports. In fact, during periods of high market sentiment, companies
may attempt to meet optimistic investor expectations, even if their actual performance is
weaker. This can lead companies to flexible accounting judgments or even manipulate
financial information.

The existence of a significant positive relationship between the institutional investor’s
inattention and audit risk means that the less institutional investors (such as pension funds,
insurance companies, banks, and other professional financial institutions) properly perform
their supervisory role or are more passive in evaluating companies' financial performance and
information transparency, the higher the likelihood of errors and fraud in companies'
information, leading to increased audit risk. From the perspective of agency theory, managers
(as agents) tend to prioritize their personal interests over those of the owners (shareholders) in
the absence of adequate oversight. Institutional investors, due to their informational resources,
expertise, and strong control incentives, can play a significant role in reducing the conflict of
interest between managers and owners. However, when these investors are indifferent or
passive, it creates the necessary space for opportunistic behavior by managers. As a result, the
likelihood of distortion in financial reporting increases, leading to heightened audit risk.
Additionally, high-quality auditing can reduce or even neutralize the effect of investor
sentiments on audit risk. In other words, when the auditing process is conducted with greater
accuracy and professionalism, the effects of investor sentiments and emotions on financial
reporting and risk assessment will be less pronounced. In reality, investor sentiments are often
dependent on market fluctuations, rumors, or news related to companies, which can lead to
emotional reactions and irrational decisions. These sentiments may cause unrealistic changes
in stock prices or financial analyses. However, with quality auditing, auditors can correct
these fluctuations and sentiments using stringent standards and a scientific approach,
preventing the issuance of financial reports influenced by emotions.

Ultimately, when a high-quality audit is conducted, it can mitigate the negative effects of
institutional investors inattention on audit risk. In other words, if institutional investors are
negligent in supervising and accurately evaluating companies, but the auditing process is
carried out effectively and professionally, audit risks will still decrease, and inattention of
these investors will have less effect on the accuracy and reliability of financial reports. In fact,
when audit quality is high, auditors conduct independent oversight of companies' financial
operations by strictly adhering to standards and scientific methods. This independent
oversight can compensate for the negative effects of institutional investor’s inattention.
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Because even if institutional investors fail to oversee companies adequately, auditors can
utilize their skills and expertise to identify and rectify financial and accounting risks.

Published by Islamic Azad University, Isfahan (Khorasgan) Branch. This article is an open access
article licensed under the Creative Commons Attribution 4.0 International (CC BY 4.0)
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