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Abstract

While prior research examines the internal and external factors that influence financial statements
restatement and external auditor’s opinion, there is limited research on the impact of deviation from
industry norms (DIN) on financial restatements and audit opinion. This study attempts to fill this gap
by examining whether, and how, DIN affects financial restatements and audit opinion. DIN is
calculated by industry-level risk factors, including annual stock returns, daily return variations,
financial distress and leverage. Using a sample of Iranian listed firms (194 firms) between 2014 and
2021, this study documents a significant and positive relationship between DIN with financial
restatements and audit opinion, suggesting that firms with higher DIN have higher restatements and
are more likely to receive a modified opinion. This paper offers the first empirical research about the
consequences of DIN on the restatements and audit opinion at the international level, going beyond

the role of firm-, auditor-, and governance-specific characteristics.
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1. Introduction

Financial restatements indicates the failure of financial reporting quality, which raises
concerns regarding the reliability of financial reporting environment (Yuho and Sun, 2014,
Al-Hadi et al., 2023). The U.S. Securities and Exchange Commission (SEC) consider the
financial restatement as the most objective scale to measure the misstatement of the financial
statements (Schroder, 2001). On the other hand, external auditors provide validation of the
credibility of financial reports, and they are also responsible for detecting and reporting
material misstatements in financial reports (Hong et al.,, 2023). Specifically, external

auditors’ report is considered a useful tool in the decision-making process of financial
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statements users. Therefore, identifying the factors affecting restatements and audit reporting
is important and requires more attention from scholars (MohammadRezaei et al., 2021).
While prior studies have investigated the determinants of financial restatement and
audit opinion, there are limited studies on the consequences of deviation from industry norms
(DIN) on the firm’s financial restatements and auditors’ opinion. This study extends the
literature by investigating these issues. Specifically, this study tests two research questions:
RQ1: Is there a relationship between DIN and financial restatements?
RQ?2: Is there a relationship between DIN and audit opinion?

In today's dynamic business environment, companies are under immense pressure to
meet the expectations of their stakeholders. One of the most important aspects of this is
financial reporting, which provides a picture of a company's financial health. However, when
companies deviate from industry norms, this can have a significant impact on the accuracy
and reliability of financial reporting and audit risk (Alessandri and Khan, 2006; Rosser,
2017). Industry norms include a set of standards, practices, and criteria that are widely
accepted and followed in a particular industry. These norms serve as a basis for evaluating
the performance and financial health of a company in its industry (Alessandri and Khan,
2006).

Specifically, deviation from these norms leads to multifold dimensions of risk such as
strategic risk, market risk and returns variability (Alessandri and Khan, 2006). DIN may be
intentional or unintentional and can be caused by various factors such as strategic decisions,
financial problems or efforts to gain a competitive advantage (Chatterjee et al., 1999;
Alessandri and Khan, 2006). Chatterjee et al. (1999) argue that investors’ expectations for
company risk are based on the risk level in the same industry. Consistent with this, Gleason et
al. (2008) find that financial restatement for one company results in a valuation rebate for
companies in the same industry. Thus, DIN may lead to an uneven playing field, which can
have negative implications for the industry as a whole.

If a company deviates from industry norms, public trust in the company may
decrease, as well as competitors may easily compete with the company, leading to a decrease
in the company's profits (Geletkanycz and Hambrick, 1997). In this regard, McNamara et al.
(2003) state that DIN may result in shareholder losses, reduced patronage of institutions, or
increase in resource acquisition costs. Alessandri and Khan (2006) also find that when
managers follow strategies that deviate from industry risk norms, firm market performance

declines. Moreover, prior research argues that earnings manipulation is one of the possible



ways that the managers of such firms use to counteract career concerns and reduce the firm
value (Kedia et al., 2015; Baginski et al., 2017), which can lead to an increase in audit risk
(Rosser, 2017). In addition, DIN may lead to poor investment quality and accumulated firm
risk (Alessandri and Khan, 2006). As a result, DIN is expected to increase the likelihood of
the incidence of misstatements and the issuance of a modified audit opinion.

To test research questions, this study uses a sample of Iranian listed firms (194 firms)
during the period of 2014 and 2021. DIN is calculated by industry-level risk factors,
including annual stock returns, daily return variations, financial distress and leverage. The
results show that DIN is significantly and positively associated with financial restatements
and audit opinion, suggesting that firms with higher DIN have higher restatements and are
more likely to receive a modified opinion.

This study contributes to the academic literature as follows. This study offers the first
empirical research about the consequences of DIN on the firm’s financial restatements and
audit opinion at the international level, going beyond the role of firm-, auditor-, and
governance-specific characteristics examined in prior research. It also extends prior research
(Pratt and Stice, 1994; Calderon and Ofobike; 2008; Ke et al., 2015; Cairney and Stewart,
2019; Jafari et al., 2022) on the impacts of client industry characteristics on financial
reporting and audit outcomes by examining whether a special type of potentially risky
conduct by clients affects restatements and audit opinion. In addition, this study extends the
literature on the consequences of DIN (Alessandri and Khan, 2006; Bjornsen et al., 2020)
through exploring other potential channels (i.e., restatements and audit opinion). Hence, the
findings of this study provides important insights for policymakers, investors, auditors and
academics interested in understanding the factors affecting the reporting strategies and audit
risk. For instance, although auditing standards require auditors to consider risks relevant to
the client's industry, the standards create little guidance to auditors on how industry-level
information should influence the risk evaluation process and what types of industry-level
information are likely to be significant. Thus, auditors may be encouraged to use industry
norms as a substitute for standardized guidance, leading to improved audit quality.

Lastly, empirical evidence shows that about 70 percent of Iranian firms have restated
their financial statements (Ghafelehbashi et al., 2022), while restatement of financial
statements in other countries such as the United States is about 9 percent (Blankley et al.,
2012). This significant difference also applies to qualified audit opinions (MohammadRezaei

et al., 2021), and hence significantly affect users’ judgment and decision making. Thus, the



results of this study increase our understanding by showing that client deviations from
industry norms are likely a significant input in restatement and qualified audit opinion.

The rest of this paper is organized as follows. Section 2 frames the paper by using the
current literature and develops the hypothesis. The research design is described in section 3.
Empirical findings and robustness tests are presented in section 4 and 5, and lastly, section 6

concludes the paper.

2. Background and Hypotheses Development

Restatement signifies that financial statements of the previous period(s) are not correct and
reliable (General Accounting Office, 2002; Wilson, 2008; Hong et al., 2023). Prior studies
argues that financial restatements could be as a sign of weakness in accounting and financial
reporting system and internal controls (Akhigbe et al., 2005; Plumlee and Yohn, 2010;
MohammadRezaei et al., 2021). Thus, financial restatements may be cause concerns
regarding credibility of future financial statements (Zhang et al., 2018). Furthermore, prior
research have demonstrated that financial restatements led to the reduced firm value (Ahmed
and Goodwin, 2007; He et al., 2019), a higher cost of capital and negative stock price
reaction (Hribar and Jenkins, 2004; Chen et al., 2014), an increase in senior executives
turnover (Hennes et al., 2008), and a higher litigation risk (Bardos and Mishra, 2014). In
addition, an extensive body of research in the last two decades has focused on the factors
affecting audit opinions, as capital markets react to the type of audit reports. Specifically, the
modified opinion has an effect on the decision of lenders and investors (DeFond et al., 2002).
Hence, this study examines the determinants of financial restatements and audit opinion by
investigating the role of deviation from industry norms (DIN).

Industry norms are standards that the providers of a particular product or service are
obliged to follow at the industry level (Bjornsen et al., 2020). Over time, investors also accept
these norms as a self-evident principle (Geletkanycz and Hambrick, 1997). However,
deviating from industry norms may erode public trust in the company, leading to a loss of
customers, investors, and other stakeholders (Geletkanycz and Hambrick, 1997; McNamara
et al., 2003). DIN can occur in various ways, such as using different accounting methods,
failing to disclose relevant information, or manipulating financial statements to achieve a
desired stock return (Alessandri and Khan, 2006; Bjornsen et al., 2020). Consequently, this
study argues that DIN may influence financial restatements and audit reporting.

From a theoretical perspective, institutional theory elucidates that DIN can be
detrimental to firm performance due to legitimacy challenges and reduced ability to access
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resources (Geletkanycz and Hambrick, 1997). Although managers may intentionally or
unintentionally deviate from the norms, they may want to adhere to norms, but deviations
from norms may be due to resource constraints (Alessandri and Khan, 2006). In addition,
behavioral theory (Fiegenbaum and Thomas, 1986) explains that managers may pursue risky
choices that deviate from current norms in order to reach high performance levels. As a
result, despite potential legitimacy challenges and potential problems, managers may be to
pursue strategies that are different from their competitors in the industry (Wiseman and
Bromiley, 1996; Alessandri and Khan, 2006).

Furthermore, Deephouse (1999) states that firms need to conform to their industry
peers for legitimacy. When a company deviates from industry norms, it can create confusion
and uncertainty among stakeholders, especially investors who rely on financial statements to
make informed investment decisions (Alessandri and Khan, 2006). Additionally, DIN may
result in financial instability, as companies may be overvalued or undervalued, leading to
potential market crashes or other financial crises (Chatterjee et al., 1999). Empirical evidence
also shows that DIN is associated with poor market performance and fewer firms’ value
(Alessandri and Khan, 2006). Abbott et al. (2004) argues that a weak financial situation will
cause management to restate financial statements in the coming year(s).

To clarify, DIN may increase managerial incentives to demonstrate favorable
performance through financial misstatements such as earnings manipulation; which may have
implications for subsequent financial restatements (Flanagan et al., 2008). In line with this,
Bardos and Mishra (2014) introduce management's desire to maintain or obtain favorable
performance as one of the drivers of accounting errors and restating financial statements.
Although the incidence of financial restatements is not always a sign of fraud and it is placed
in a spectrum from the correction of inadvertent mistakes to fraudulent reporting, it can easily
be used as a cover for the management's fraudulent behavior (Plumlee and Yohn, 2010).
Overall, based on the above arguments, this study predicts that firms with higher DIN are
more likely to restate financial statements. Hence, this study develops the following
hypothesis:

H1: There is a positive and significant relationship between DIN and financial
restatements.

The implications of DIN may also extend to audit risk and ultimately to audit
outcomes (Rosser, 2017). Auditing standards require auditors to consider the risks of material
misstatement in assessing audit risk, including risks related to the client’s industry.

Specifically, prior studies suggest that variability in industry risk influences audit outcomes
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(Al-Hadi et al., 2023). As previously discussed, DIN can compromise the interests of
stakeholders and also strengthen the managerial motivations for detrimental actions, leading
to higher agency costs. Accordingly, auditors are expected to issue a modified opinion for
firms with high DIN because the possibility of violations and illegal acts is higher for such
firms (Bjornsen et al., 2020). Therefore, the second research hypothesis is as follows:

H2: There is a positive and significant relationship between DIN and modified audit
opinion.
3. Research Design

3.1. Sample and data
The initial sample includes all non-financial listed firms on the Tehran Stock Exchange for

the period of 2014-2021. The authors obtains the DIN, restatements, ownership structure,
boards of directors, and firm characteristics data from financial statements and their notes
provided on the comprehensive database of the Securities and Exchange Organization of Iran
(CODALY). Also, the authors obtain the audit-related data from audit reports on CODAL.
Firm-year observations that are missing the required data were excluded. The final sample
consists of 1,552 firm-years and 194 unique firms. Notably, since the next year’s audited
information is needed to calculate restatement, observations of this variable are from 2014 to
2020 (1,358 observations). The authors removed the effects of outliers by winsorizing all
continuous variables at 1st and 99th percentiles.

3.2. Research models and variables

To test Hypothesis 1 regarding the relationship between DIN and financial restatements, this
study estimates the following Logit regression model:

Restate;; = ag + a1DINy + a,Ret;y + azVoly + ayZScore; + aglevy + agln AT,

+ a; Profity + agCurry + agFCF + a1oCF Vol + ay1Rev Vol + a1,Loss;;

+ a34udBig; + a,AudExpy + asAudRank;, + a;gAudGeny,

+ aq7;AudTenure; + a;gConOwner;; + a q9lnstOwnery, + ayoMTenure;,

+ a1 BInd;; + a,BSize; + ajYearFE; + ajIndustryFE; + &;
@

To examine Hypothesis 2 regarding the relationship between DIN and audit opinion, this
study uses the following Logit regression model:

AudOpinion;; = ag + a1 DIN;; + a,Ret; + aszVoly + a,ZScore; + asLlev;, + agln ATy,
+ a,Profity + agCurry + agFCF;y + a1oCF Vol + ai1Rev Vol + a1,L0Ss;;
+ ay34AudBig; + a ,AudExp; + asAudRank;, + a;4AudGeny,
+ ai7;AudTenure; + a;gConOwner;; + a q9lnstOwnery, + ayoMTenure;,
+ a1 BInd;; + a,,BSize; + ajYearFE; + ajindustryFE; + &;;
)
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3.2.1. Dependent and independent variables

The dependent variables are Restate and AudOpinion. Restate is a dummy variable set equal
to 1 if the firm restated financial statements in the next year and 0 otherwise. AudOpinion is a
dummy variable set equal to 1 if the firm received a modified opinion and 0 otherwise.

The independent variable is DIN. Following previous studies (Alessandri and Khan,
2006; Rosser, 2017), this study uses the sum of four risk factors, including the firm’s stock
return, daily stock return volatility, financial crisis, and leverage, which are related to the risk
of deviation from industry norms. Accordingly, the following equation is used to calculate
the DIN:

(Var — median(Var;,))
median_sd (Vary) .

DevVar =

3
Where i indicates a firm, j indicates a code industry, and t shows the fiscal year. In addition, Var
reflects each of the risk factors. median_std (Var) is also calculated with the following equation:

I|Var —median(Var;,)|?

n

median_sd (Vary)j. =
4)

Using the above equations, this study creates a separate deviation measure for each risk factor
by replacing Var in the equation with the appropriate risk factor. Specifically:
1) Var is replaced with Ret in Eg3. Ret is the firm’s raw return for the year, multiplied by
-1. Then, DevRet is a dummy variable set equal to 1 if the obtained values by Ret are in

the top tercile of the sample distribution by fiscal year, and 0 otherwise.

2) Var is replaced with Vol in Eq3. Vol is the standard deviation of the firm’s daily stock
returns over the prior year. Next, DevVol is a dummy variable set equal to 1 if the
obtained values by Vol are in the top tercile of the sample distribution by fiscal year, and

0 otherwise.

3) Var is replaced with ZScore in Eq3. ZScore is the firm’s financial distress score,
multiplied by negative one. Estimated using Altman’s (1968) model as modified by

Shumway (2001):

1.2xXxWC 0.6xRE 10.0xEBIT 0.05xME 047 xS
™ 1A TA Tt T

X [—1]

ZScore =



where: WC is current assets minus current liabilities, TA is total assets, RE is retained

earnings, EBIT is earnings before interest and taxes, ME is the end-of-year share price

times total common shares outstanding, and S is total revenue. Then, DevZScore is a

dummy variable set equal to 1 if the obtained values by ZScore are in the top tercile of the

sample distribution by fiscal year, and 0 otherwise.

4) Var is replaced with Lev in Eq3. Lev is the firm’s total debt divided by total assets.

Next, DevLev is a dummy variable set equal to 1 if the obtained values by Lev are in the

top tercile of the sample distribution by fiscal year, and 0 otherwise.

Finally, the deviation (DIN) is equal to the sum of values DevRet, DevVol, DevZScore,

DevLev. A higher deviation value indicates greater deviation from industry norms.

3.2.2. Control variables

Following the literature on the determinants of financial restatement and audit opinion

(Plumlee and Yohn, 2010; MohammadRezaei et al., 2021), the following control variables

were used:

Risk factors: stock return (Ret), daily stock return volatility (Vol), financial crisis (Z-
Score), and leverage (Lev) as defined in section 3.2.1.

Firm size (LnAT): natural logarithm of the total assets.

Firm profitability (Profit): net income divided by total assets.

Current ratio (Curr): current assets divided by current liabilities.

Free cash flows (FCF): cash flow from operations less capital expenditure divided by
current assets.

CF Vol: the logarithm of standard deviation of the firm’s net operating cash flow over
the prior three years.

Rev Vol: the logarithm of standard deviation of the firm’s total revenue over the prior
three years.

Financial loss (Loss): dummy variable set equal to 1 if firm had negative earnings in
preceding year and O otherwise.

Auditor size (AudBig): dummy variable set equal to 1 if the auditor is a Big audit firm
(audit organization), and 0 otherwise.

Auditor industry expertise (AudExp): dummy variable set equal to 1 the auditor is an
expert in the industry, and O otherwise. Industry specialization is calculated by the
total ratio of assets of all owners of an audit firm in an industry.

Audit firm ranking (AudRank): equal to the ranking of the audit firm provided by the
Securities and Exchange Organization (SEO).

Auditor gender (AudGen): dummy variable set equal to 1 if one (or both) audit
partners are woman and 0 otherwise.



— Audit tenure (AudTenure): the number of years that the auditor is retained by the
client firm.

— Ownership concentration (ConOwner): the percentage of a firm’s outstanding shares
that are owned by the largest shareholder (=>%5).

— Institutional investors (InstOwner): the percentage of shares held by institutional
investors.

— Management tenure (MTenure): the number of years working as a CEO in the firm

— Board independence (BInd): the percentage of independent directors on the board.

— Board size (BSize): the number of board members.

This study also includes industry and year fixed effects and cluster standard errors by firm to

control for cross-sectional correlation (Gow et al., 2010).

4 Empirical Results

4.1. Descriptive statistic

Table 1 presents descriptive statistics for the full sample. On average, the financial
restatement (Restate) and modified audit opinion (AudOpinion) are 42.6% and 44.9%,
respectively. The average DIN is 1.314, and the average stock return (Ret*-1) is -0.862. In
terms of other risk factors; i.e., daily stock return volatility (Vol), financial crisis (Z-Score),
and leverage (Lev), the averages are 0.032, -1.877, and 0.606, respectively. In addition, the
average of firm size (LnTA), firm profitability (Profit), current ratio (Curr),free cash flows
(FCF), and financial loss (Loss) are 14.847, 0.136, 1.664, 0.040, 0.101, respectively.
Furthermore, the mean values for the logarithm of standard deviation of the firm’s net
operating cash flow (CF Vol) and the logarithm of standard deviation of the firm’s total
revenue (Rev Vol) are 5.096 and 5.514, respectively. The average of firms that are audited by
a big audit firm (audit organization) is 16.2%. On average, 63.3% of the auditors have
industry expertise (AudExp), and the rank of audit firms (AudRank) vary from 1 to 5, with a
mean value 3.970. Notably, rank 5 is considered for the audit organization. The mean values
for the gender of the audit partners (AudGen) and audit firm tenure (AudTenure) are 0.115
and 3.947, respectively. Furthermore, the average of ownership concentration (ConOwner),
institutional investors (InstOwner), and management tenure (MTenure) are 0.686, 0.547,
3.751, respectively. Finally, the average board size (BSize) is 5.041, of whom 66.4% are
independent directors (BInd).

4.2. Correlation matrix



Table 2 shows the Spearman correlation matrix of dependent, independent, and control
variables. The findings show that the correlation of DIN with financial restatement (Restate)
and modified audit opinion (AudOpinion) are positive and significant at 5% level, indicating
that DIN may be associated with higher financial restatement and the possibility of issuing a
modified audit opinion. In terms of independent and control variables, the coefficients are all
below 0.67 and also variance inflation factor (VIF) scores for all variables were all below 10,

which shows lower multicollinearit.

Table 1. Descriptive statistics

Variables N Mean Median STD Max Min
Restate 1,358 0.426 0.000 0.495 1.000 0.000
AudOpinion 1,552 0.449 0.000 0.498 1.000 0.000
DIN 1,552 1.314 1.000 1.039 4.000 0.000
Ret 1,552 —-0.862 —-0.234 1.821 0.685 —9.356
Vol 1,552 0.032 0.029 0.013 0.079 0.009
Z-Score 1,552 -1.877 —-1.562 1.880 2.210 —6.810
Lev 1,552 0.606 0.600 0.228 1.215 0.132
LnTA 1,552 14.847 14.604 1.626 19.774 11.639
Profit 1,552 0.136 0.110 0.150 0.560 —-0.238
Curr 1,552 1.664 1.383 1.060 6.858 0.373
FCF 1,552 0.040 0.078 0.392 0.799 —2.086
CF Vol 1,552 5.096 5.022 0.740 7.247 3.593
Rev Vol 1,552 5.514 5.440 0.782 7.906 3.884
Loss 1,552 0.101 0.000 0.302 1.000 0.000
AudBig 1,552 0.162 0.000 0.368 1.000 0.000
AudExp 1,552 0.633 1.000 0.482 1.000 0.000
AudRank 1,552 3.970 4.000 0.716 5.000 1.000
AudGen 1,552 0.115 0.000 0.319 1.000 0.000
AudTenure 1,552 3.947 3.000 4.245 19.000 1.000
ConOwner 1,552 0.686 0.739 0.207 0.975 0.105
InstOwner 1,552 0.547 0.647 0.326 0.970 0.000
MTenure 1,552 3.751 2.000 3.642 17.000 1.000
Bind 1,552 0.664 0.600 0.189 1.000 0.200
BSize 1,552 5.041 5.000 0.284 7.000 5.000

4.3. Regression results
4.3.1. Test of H1

Table 3 presents the results from a Logit estimation of model 1. The results reveal that DIN
impacts the likelihood of restating the financial statements. In particular, the coefficient of
DIN is statistically significant and positive (coef. = 0.2886 with a p-value of < 0.01). The
result is not only statistically significant, but it is also economically significant, which shows

that DIN will increase the incidence of financial restatements and thus the research first
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hypothesis is supported. This result is consistent with the current study’s arguments that DIN
is associated with a more agency cost, as Alessandri and Khan (2006) document a positive
association between DIN and firm performance. DIN also creates incentives for managers to
engage in opportunistic actions such as earnings manipulation to demonstrate favourable
performance, which may be indications for subsequent financial restatements. This is in line
with institutional and behavioral theories, which suggest that DIN can have detrimental

effects on firm performance and lead to risky choices.
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Table 2. Spearman correlation matrix

Variables 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
1 Restate 1.000
2 AudOpinion 0.252* 1.000
3 DIN 0.184* 0.088* 1.000
4 Ret 0.393* 0.083* 0.091*  1.000
5 Vol -0.278*  -0.029 0.000 -0.437* 1.000
6 Z-Score 0.235* 0.235* 0.056*  0.326* -0.081*  1.000
7 Lev 0.007 0.086* -0.026 0.084* 0.007 0.527*  1.000
8 LnTA -0.218*  -0.035 -0.104*  -0.144* 0.068*  -0.178* 0.125* 1.000
9 Profit -0.245*  -0.258* -0.087*  -0.327* 0.084*  -0.545* -0.516*  0.202* 1.000
10 Curr -0.092*  -0.118* 0.022 -0.233* 0.133*  -0.677* -0.607*  -0.101*  0.600* 1.000
11 FCF -0.029 -0.166* -0.013 -0.012 -0.165*  -0.324* -0.237*  0.064* 0.344* 0.094* 1.000
12 CF Vol -0.143*  -0.046 -0.041 -0.065* -0.017 -0.166*  0.079* 0.629* 0.192* -0.109* 0.149* 1.000
13 Rev Vol -0.140*  -0.056* -0.128*  -0.105* 0.054*  -0.135* 0.149* 0.610* 0.200* -0.109* 0.103* 0.536* 1.000
14 Loss 0.088* 0.135* 0.134*  0.076* 0.035 0.491*  0.248* -0.121* -0.541* -0.305* -0.159*  -0.085* -0.099* 1.000
15 AudBig -0.045 0.071* -0.047 0.078* -0.067*  0.047 0.160* 0.261* -0.061* -0.148* -0.010 0.2520*  0.2121*  0.020 1.000
16 AudExp -0.058*  0.001 0.032 0.043 -0.063* -0.070* 0.105* 0.388* 0.061* -0.198* 0.112* 0.362* 0.253* -0.037 0.314*
17 AudRank -0.054*  0.051 -0.062*  0.027 -0.037 0.013 0.103* 0.284* -0.022 -0.109* 0.025 0.275* 0.242* 0.032 0.500*
18 AudGen -0.039 0.132* 0.023 -0.051 0.085*  -0.117* -0.090* = 0.077* 0.100* 0.125* -0.014 0.058* 0.049 -0.016 0.130*
19 AudTenure -0.043 -0.004 -0.014 0.021 0.019 0.003 0.078* 0.179* -0.014 -0.069* -0.003 0.185* 0.157* -0.013 0.599*
20 ConOwner 0.059* -0.185* 0.007 0.123* -0.204*  -0.032 0.140* 0.177* 0.058* -0.145* 0.187* 0.212* 0.149* -0.072* 0.099*
21 InstOwner 0.024 -0.224* -0.071*  0.130* -0.150*  0.012 0.197* 0.278* 0.029 -0.241* 0.185* 0.269* 0.242* -0.04 0.164*
22 MTenure -0.013 -0.011 0.030 -0.001 -0.005 -0.108* -0.170*  -0.078*  0.117* 0.162* 0.027 -0.079* -0.059* -0.125* -0.115*
23 Bind 0.086* -0.006 0.034 0.068* -0.046 -0.080* -0.222*  -0.166*  0.088* 0.106* 0.049 -0.147* -0.174* -0.071* -0.190*
24 BSize 0.038 0.036 0.075*  0.017 -0.026 0.014 -0.086*  -0.034 -0.019 0.011 0.020 -0.029 -0.007 0.030 -0.052

16 17 18 19 20 21 22 23 24

16 AudExp 1.000
17 AudRank 0.305* 1.000
18 AudGen 0.115* 0.127* 1.000
19 AudTenure 0.211* 0.499* 0.061*  1.000
20 ConOwner 0.124* 0.077* -0.085*  0.062* 1.000
21 InstOwner 0.207* 0.171* -0.048 0.114* 0.622*  1.000
22 MTenure -0.035 -0.130* 0.038 -0.031 0.020 -0.108*  1.000
23 Bind -0.047 -0.161* -0.053 -0.140* -0.095* -0.104* 0.053 1.000
24 BSize 0.017 -0.047 -0.021 -0.055* -0.172*  -0.153* -0.017 0.167* 1.000

* denotes statistical significance at the 5 % level.
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Table 3. Regression results for H1

DV = Restate

Coef. std z P(value)
Constant 0.7270 2.8085 0.26 0.796
DIN 0.2886 0.0793 3.64%** 0.000
Ret -0.0489 0.0929 -0.53 0.598
Vol -9.3308 6.8569 -1.36 0.174
Z-Score -0.0666 0.2258 -0.30 0.768
Lev -1.1562 0.5970 -1.94** 0.053
LnTA 0.1273 0.1696 0.75 0.453
Profit -2.2255 2.7434 -0.81 0.417
Curr -0.1676 0.1363 -1.23 0.219
FCF -0.0204 0.2330 -0.09 0.930
CF Vol -0.3765 0.2691 -1.40 0.162
Rev Vol 0.0643 0.2464 0.26 0.794
Loss -0.0470 0.3141 -0.15 0.881
AudBig -1.1367 0.4961 -2.29%* 0.022
AudExp 0.0438 0.2649 0.17 0.869
AudRank 0.1330 0.1635 0.81 0.416
AudGen -0.0994 0.2738 -0.36 0.716
AudTenure 0.0193 0.0394 0.49 0.624
ConOwner 0.2160 0.6111 0.35 0.724
InstOwner -0.2180 0.3870 -0.56 0.573
MTenure -0.0569 0.0272 -2.09** 0.036
Bind 0.5301 0.5105 1.04 0.299
BSize 0.1189 0.4585 0.26 0.795
Year Effects Include
Industry Effects Include
Cluster (firm) Include
Pseudo R2 0.347
Wald chi2 361.05%**
N 1,358

* ** *** ndicate significance at 0.10, 0.05, and 0.01 level, respectively.

4.3.2. Test of H2

Consistent with H2, firms with higher DIN are more likely to receive a modified audit
opinion. In this regard, Table 4 reports the results of the Logit regression analysis on the
relationship between DIN and modified audit opinion. The results show a significant and
positive coefficient for DIN at 10% level (coef. = 0.1210 with a p-value of < 0.10),
suggesting that firms with higher DIN is positively associated with issuing a modified
opinion by auditor. This result is consistent with research arguments. To clarify, firstly,
deviating from industry norms may decrease firm’s survival and profitability (Alessandri and
Khan, 2006), leading to an increased level of information risk. Secondly, DIN may lead to
opportunistic managerial behaviors and misstatements of financial reports, which can

increase the client’s business risk and lead to a modified audit opinion.
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Table 4. Regression results for H2

DV = AudOpinion

Coef. std z P(value)
Constant 1.7292 2.6484 0.65 0.514
DIN 0.1210 0.0706 1.71% 0.086
Ret 0.0552 0.0448 1.23 0.218
Vol -8.8156 5.3585 -1.65* 0.100
Z-Score 0.0537 0.2309 0.23 0.816
Lev 0.5569 0.5660 0.98 0.325
LnTA 0.3688 0.1536 2.40%* 0.016
Profit -2.1253 2.6921 -0.79 0.430
Curr -0.1076 0.1557 -0.69 0.490
FCF -0.2179 0.1836 -1.19 0.235
CF Vol -0.0049 0.2047 -0.02 0.981
Rev Vol -0.4287 0.2395 -1.79* 0.073
Loss 0.0744 0.2575 0.29 0.773
AudBig 0.8580 0.6065 1.41 0.157
AudExp 0.0113 0.2972 0.04 0.970
AudRank 0.0913 0.1238 0.74 0.461
AudGen 0.6024 0.2593 2.32** 0.020
AudTenure -0.0767 0.0454 -1.69* 0.091
ConOwner -1.6981 0.6781 -2.50** 0.012
InstOwner -1.6293 0.4921 -3.31*** 0.001
MTenure 0.0097 0.0293 0.33 0.741
Bind -0.2822 0.4845 -0.58 0.560
BSize -0.3362 0.3930 -0.86 0.392
Year Effects Include
Industry Effects Include
Cluster (firm) Include
Pseudo R2 0.206
Wald chi2 234.15%**
N 1,552

*, ** ***indicate significance at 0.10, 0.05, and 0.01 level, respectively.

5. Sensitivity analyses

5.1. Firm fixed-effect regression

In this section, we control for unobserved time-invariant firm heterogeneity by re-running
main regression models, using firm fixed effects. In this approach, the number of
observations decreases because the fixed-effects logit regression omits the firms whose
dependent variable information in all years has been either 1 or 0. The results of Table 5
show that the coefficients on DIN in both restatement and audit opinion is positive and
significant; indicating that firm-level unobserved heterogeneity does not influence the main

results. This also suggests that the results are driven by DIN apart from the firm

characteristics.
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Table 5. Regression results by controlling firm-level fixed effects

DV = Restate AudOpinion

Coef. P(value) Coef. P(value)
DIN 0.3919*** 0.000 0.0447* 0.065
Ret -0.0746 0.487 0.0710 0.302
Vol -12.6185 0.161 -2.6392 0.759
Z-Score 0.2262 0.548 -0.1580 0.618
Lev -2.9006*** 0.004 -0.3110 0.729
LnTA 0.0196 0.969 -0.7576* 0.076
Profit -2.8137 0.526 -3.6732 0.278
Curr 0.0763 0.710 -0.1187 0.634
FCF -0.2208 0.509 -0.4527* 0.071
CF Vol -0.6168 0.113 -0.2515 0.411
Rev Vol 0.0993 0.794 0.1948 0.567
Loss -0.2271 0.583 -0.1442 0.674
AudBig -0.4173 0.648 0.8562 0.385
AudExp -0.5264 0.379 0.0056 0.989
AudRank 0.1911 0.422 0.1350 0.420
AudGen -0.0483 0.914 0.9698** 0.020
AudTenure 0.0247 0.752 -0.0633 0.395
ConOwner 1.7820 0.353 -1.0603 0.310
InstOwner 0.8495 0.642 -0.5971 0.695
MTenure -0.0610 0.117 -0.0473 0.294
Bind 0.3059 0.705 -1.2585 0.125
BSize 6.7182*** 0.000 -0.3890 0.492
Year Effects Include Include
Industry Effects NO NO
Cluster (firm) Include Include
Pseudo R2 0.552 0.166
Wald chi2 837.32%** 82.55***
N 1,253 952

*, ** ***ndicate significance at 0.10, 0.05, and 0.01 level, respectively.

5.2. Alternative DIN score

In this section, regression models are estimated using observations having a high DIN score.
To do this, we create a binary variable (DIN_DUMMY) that is equal to 1 if the DIN is higher
than the median of the observations, and zero otherwise. Panel A of Table 6 shows that the
coefficients on DIN_DUMMY are positive and significant for both restatement and audit

opinion.

5.3. Matched sample

As the restatements and audit opinion may be based on other firm-level characteristics rather
than deviating from industry norms, we create a matched sample in which the characteristics
of high-DIN firms are similar to other firms. For this, we use a propensity score matching

(PSM) method, following Bjornsen et al. (2020). First, we create a binary variable
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(DIN_DUMMY) as mentioned in section 5.2. Then, we regress the binary variable
DIN_DUMMY on firm-level financial variables. Following Hope et al. (2013) and Bjornsen
et al. (2020), we apply one-to-one matching without replacement and need the propensity
score to be within 0.049. Using the matched sample, Panel B of Table 6 shows that the
coefficients of DIN are positive and significant. This supports our main findings for H1 and
H2.

Table 6. Regression results of DIN alternative score and matched sample
Panel A: Alternative DIN score

DV = Restate AudOpinion
Coef. P(value) Coef. P(value)

DIN-DUMMY 0.6131*** 0.000 0.2634* 0.079
Control variables Include Include
Constant Include Include

Year Effects Include Include
Industry Effects Include Include

Cluster (firm) Include Include

Pseudo R2 0.347 0.207

Wald chi2 378.73*** 243.25***

N 1,358 1,552

Panel B: Matched sample

DV = Restate AudOpinion
Coef. P(value) Coef. P(value)

DIN 0.6264*** 0.000 0.3526* 0.074
Control variables Include Include
Constant Include Include

Year Effects Include Include

Industry Effects Include Include

Cluster (firm) Include Include

Pseudo R2 0.364 0.257

Wald chi2 269.45*** 198.64

N 1,024 1,194

*, ** ***ndicate significance at 0.10, 0.05, and 0.01 level, respectively.

6. Conclusion

Financial reporting is an essential aspect of any business, as it provides stakeholders with a
snapshot of a company's financial health. However, when companies deviate from industry
norms, it can have a significant impact on the accuracy and reliability of financial reporting
and the audit opinions provided by external auditors. Hence, the purpose of this study is to
investigating the impact of DIN on the incidence of financial restatements and audit opinion.
To test research hypotheses, this study uses Logit regression models and a sample consisting
of 194 listed firms on the Tehran Stock Exchange during the period of 2014 to 2021. The
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results show that the DIN increases the likelihood of financial restatements. Additionally, the
results revealed that DIN can increase the probability of receiving a modified opinion.

In conclusion, the impact of a company deviating from industry norms on financial
reporting and audit opinions can be significant and far-reaching, leading to financial
misstatements, a loss of public trust, and negative implications for competition and financial
stability. Thus, this study has several important implications. First, to avoid DIN negative
consequences, managers must adhere to industry norms and be transparent and honest in their
financial reporting, while external auditors must be vigilant in their audit procedures. Second,
investors and other stakeholders must also be aware of the potential consequences of DIN and
take them into account when making investment decisions.

This study also makes important contributions to the current literature. While much of
the research has examined the internal and external factors that influence financial statements
restatement and external auditor’s opinion, research on the effect of DIN is scarce. This paper
extends this stream of research by offering the first empirical study on the implications of
DIN for the firm’s financial restatements and auditors’ opinion, highlighting the dark side of
DIN. Prior research (e.g., Geletkanycz and Hambrick, 1997; Alessandri and Khan, 2006) has
found support for the negative effects of DIN. By expanding this discussion to financial
restatement and audit opinion, this study provides further evidence of the disadvantages of
DIN for firms.

Notably, this study measured DIN using industry median using four risk factors.
Norms may exist at the strategic group level rather than the industry level. Yet, measuring
strategic group norms would be difficult given the difficulty of identifying strategic groups.
Future research may explore the norms by identifying strategic groups of managers, experts,
and investors. Lastly, future research could examine the effect of DIN on stock price crash

risk, management turnover, and information transparency.
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