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Abstract

Weakness in internal controls, by creating an environment that reduces transparency and
facilitates financial misconduct, leads managers to use ambiguous and unconventional
language in their explanatory reports to conceal systematic deficiencies and improper actions.
Therefore, the present study aims to examine the impact of internal control weaknesses on the
abnormal tone of managers’ explanatory reports, with an emphasis on corporate financial
misconduct. This research is classified as applied in terms of its objective. Methodologically,
it is descriptive-correlational, and in terms of its nature, it is causal-post-event. The statistical
population consists of 128 companies listed on the Tehran Stock Exchange during the period
from 2019 to 2023, resulting in a total of 640 observations. To test the research hypotheses,
multiple regression analysis using panel data was employed. The findings indicate that
weaknesses in internal controls have a positive and significant impact on the abnormal tone of
managers’ explanatory reports. However, corporate financial misconduct not only does not
have a direct effect on the abnormal tone of these reports, but it also does not influence the
relationship between internal control weaknesses and the tone of the explanatory reports.
Based on this, it can be concluded that the quality of internal controls plays a crucial role in
how managerial reports are written, and its deterioration may lead to increased interpretability
in corporate reporting. Therefore, designing and improving internal control mechanisms is
essential for enhancing transparency, accountability, and investor trust, thereby strengthening
the efficiency of the capital market.
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Financial Misconduct.
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Background and Purpuse: This research aims to investigate the impact of weaknesses in
internal controls on the abnormal tone of management's explanatory reports, with a particular
emphasis on financial misconduct. Management commentary reports, as an important tool for
conveying financial and non-financial information, play a decisive role in explaining the

1. Department of Accounting, Va.C.,Islamic Azad University, Varzaghan, Iran. (Corresponding Author)

(Email: mr.abbasi58@iau.ac.ir)

2. Department of Accounting, Seraj Institute of Higher Education, Tabriz, Iran. (Email: shahinkhan7596@gmail.com)
3. Department of Accounting, Seraj Institute of Higher Education, Tabriz, Iran. (Email: amirata622@gmail.com)

DOI: 10.30486/FBRA.1404.1206874


https://doi.org/10.30486/FBRA.1404.1206874

VFeF e N ols Jol oylesds cpaxiy 0590 ¢5 lwlus j0 5 LS, 9 S s siagh FA

current status and future outlook of the company. The tone used in these reports, especially
when abnormal, can indicate management's efforts to influence stakeholders' perceptions of
the company's financial situation. Internal controls, as one of the main pillars of corporate
governance, play a crucial role in ensuring the reliability of reported information. However,
weaknesses in these controls may lead to the provision of distorted or selective information,
potentially resulting in financial misconduct. Accordingly, the primary objective of this
research is to determine whether weaknesses in internal controls affect the abnormal tone of
management's commentary reports and whether financial misconduct can moderate this
relationship.

Methodology: The present research is categorized as applied in terms of its objective and as
descriptive-correlational in terms of methodology. From a nature perspective, this study is of
a causal-retrospective type. Additionally, regarding the type of data, the research is primarily
quantitative. The necessary data were extracted from databases, documents, company audit
reports, financial statements, and other relevant materials, along with accompanying notes,
from the Tehran Stock Exchange archive (Codal website) and the Rahavard Novin software,
and were calculated using Excel. For hypothesis analysis, multiple regression methods and
Stata software were employed. The statistical population of the research includes all
companies listed on the Tehran Stock Exchange from 2019 to 2023. In selecting the sample, a
systematic sampling method combined with screening was used. The criteria for sample
selection included: companies that were listed before 2019 and remained on the stock list until
the end of 2023, those not active in investment, financial intermediation, holding, banking,
insurance, and leasing sectors, having a fiscal year ending in March, not changing their fiscal
year during the study period, and having the necessary information available within the
specified timeframe; ultimately, 128 eligible companies were selected as the research sample.
Findings: The findings of the research indicate a positive and significant relationship between
weaknesses in internal controls and the abnormal tone of management's explanatory reports.
In other words, as weaknesses in internal controls increase, management's tendency to use an
exaggerated, optimistic, or misleading tone in explanatory reports also increases, suggesting
that such language is viewed as a tool to cover up the company's operational deficiencies.
This result aligns with the findings of Tehranian et al. (2023) and Zhao et al. (2022), which
showed that weaknesses in control mechanisms lead managers to report biased disclosures.
Conversely, the results of the study indicate that financial misconduct does not have a direct
impact on the abnormal tone of management's explanatory reports and does not play a
significant moderating role in the relationship between weaknesses in internal controls and the
abnormal tone of these reports. This finding contradicts some theoretical expectations in the
previous literature, which assumed that the presence of abnormal financial behaviors
increases the likelihood of using abnormal and misleading language in reporting. At the same
time, this result is consistent with the study by Mirzaei et al. (2020) and contrasts with the
findings of Zhao et al. (2022), which emphasized the role of financial misconduct in
exacerbating the abnormal tone. Therefore, it can be concluded that in the formation of the
abnormal tone of management's explanatory reports, the structural and systematic role of
weaknesses in internal controls is more pronounced than the direct impact of financial
misconduct. This indicates that weak controls at the organizational level create an
environment conducive to opportunistic behavior in disclosures, even in the absence of direct
evidence of fraud or financial misconduct.

Discussion: The current study emphasizes the critical importance of internal controls,
demonstrating that weaknesses in these structures can lead to the use of an abnormal,
exaggerated, or defensive tone in managerial reports. As management attempts to downplay
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negative aspects of the company’s performance, they may resort to misleading language. The
findings indicate that companies with weak internal controls are more likely to present reports
with misleading content, disrupting stakeholders' understanding of the company's actual
financial situation. However, the results suggest that financial misconduct does not
significantly affect the relationship between weaknesses in internal controls and the abnormal
tone of reports, highlighting the central role of inefficient regulatory structures, rather than
merely individual deviations, in the emergence of abnormal reporting behaviors. Accordingly,
it is recommended that companies prioritize targeted investments in enhancing internal
control systems, implementing advanced regulatory tools, strengthening the independence of
internal and external auditing bodies, and continuously updating reporting processes based on
legal and accounting standards. Additionally, ensuring transparency, clarity, and
comprehensibility of financial reports for all stakeholders can prevent information distortion,
misinterpretations, and damage to the organization’s credibility. Overall, continuous
improvement of internal controls and enhancement of financial reporting quality play a key
role in increasing the reliability of information, preventing financial misconduct, and
strengthening public trust.
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