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Abstract. This study examines the impact of financial fraud on the stock performance of 59
non-financial firms listed on the Pakistan Stock Exchange, as identified by the Securities and
Exchange Commission of Pakistan (SECP). Financial fraud poses a serious threat to market
efficiency, investor confidence, and firm valuation, yet limited empirical evidence exists on
its long-term financial consequences in emerging markets. Using a sample of 59 fraudulent
firms identified by the Securities and Exchange Commission of Pakistan (SECP), the study an-
alyzes post-fraud performance over a five-year period, under the condition that these firms
remained going concerns. Given the reputational and financial risks associated with fraud, the
study analyzes post-fraud data over five years using a Two-Stage Least Squares (2SLS) regres-
sion and event study methodology. Results show significant negative abnormal returns, in-
creased trading volume and a decline in market capitalization following fraud disclosures. The
2SLS model confirms that increased bid-ask spreads—reflecting information asymmetry—are
linked to lower stock returns. These findings highlight the long-term financial consequences
of fraud and emphasize the need for stronger regulatory oversight and improved corporate
governance to protect investor confidence.
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1 Introduction

Fraud is understood here as a characteristic of a course of action that provides sufficient
grounds for a regulatory enforcement action, successful private litigation, criminal prosecution
in the courts, or all of these. For the purpose of this study, financial frauds can then be defined
as “intentionally and knowingly deceive the victim by misrepresenting, concealing, or omitting
facts about promised goods, services, or other benefits and consequences that are nonexistent,
unnecessary, never intended to be provided, or deliberately distorted for the purpose of mone-
tary gain” (Powers and Severson, 2021).

Stock market fraud problems cause major difficulties, leading to serious impact on both indi-
vidual investors and the financial sector. Intentionally falsifying a company’s financial reports,
known as financial statement fraud, has often contributed to a drop in stock prices and put in-
vestors off. Scandals such as those at Enron and WorldCom exist as warning signs and show
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that lying about finances not only makes firms appear dishonest but also ruins the trust people
place in finance markets (Ebaid, 2023; Wang, 2022).

The impairment of these financial misconducts reaches further than only the immediate fi-
nancial problems. According to research, businesses involved in fraud witness significant drops
in their share prices after the public learns about their actions (Seifzadeh et al., 2021; Tay et al.,
2016). These adverse impacts can cause ‘reputational damage’ to the entity and it can also make
investors less inclined to join the market, leading to less liquidity and an increase in market
instability (Wang, 2022). Also, regulators are under increasing demand to improve their effec-
tiveness, making the existing structure of the financial system even more difficult to manage
(Tay et al., 2016).

Also, how a firm is managed helps a lot in preventing fraudulent activities. Companies
with strong corporate governance tend to reduce the risk of fraud which helps protect investors
(Ebaid, 2023; Rostami and Rezaei, 2021). If these systems break down, financial fraud becomes
more common which leads to declining trust in them and adds to the challenges for regulators
(Seifzadeh et al., 2021). Therefore, realizing how corporate governance, investor decisions and
government oversight interact is crucial for handling problems caused by financial fraud to the
stock market (Ebaid, 2023; Rostami and Rezaei, 2021).

Stock markets rely on their integrity which is put at risk by financial fraud that greatly affects
investors and causes serious disturbances to the financial systems. Solving this issue will need
updated detection tools, better governance at companies and tighter government oversight to
restore confidence and stabilize the markets.

There are distinct issues with financial fraud in their stock markets for emerging economies,
including Pakistan and not many studies suggest solutions to this problem. Even though there
are now more cases of corporate fraud in Pakistan, not much research has been done on just
how these frauds affect the stock market and investors. Although forensic accounting, corporate
governance and financial fraud have been widely covered in literature, there are few complete
studies on them in the Pakistani context (Naz et al., 2024; Shahzadi et al., 2024).

Past studies show that because ownership and regulations differ in emerging economies,
corporate fraud there often takes on different forms (Rizwan, 2019). Since many firms in Pak-
istan are controlled by just a few people, there may be less transparency and so, it may increase
the chance of bad financial behaviour (Rizwan, 2019). Various investigations have exposed fraud
in the market and explained detection methods; still, there is not much information as to how
these frauds impact the stock market and the economy of Pakistan (Rizwan, 2019; Shahzadi
et al., 2024). For this reason, an intensive review should be undertaken to show how corporate
fraud impacts the way investor’s view companies and impacts the capital markets in Pakistan.

So far, while research has pointed out the role of forensic accounting and regulations in
fighting financial fraud, there are not many specific suggestions for Pakistan, given its unique
system (Diansari and Wijaya, 2019; Zahid et al., 2020). There has not been enough attention
given to studying practical matters like training employees to spot fraud, following international
guidelines and securing whistleblower rights (Naz; Rizwan, 2019). As a result, there is not good
understanding of corporate fraud in local countries or of ways to prevent it.

Although many studies have analyzed fraud in general, relatively little attention has been
paid to its specific effect on stock market prices and investor confidence. As Akhtar (2026)
note, the insight gained into these dynamics is critical to understanding market behaviour. In
the case of Pakistan, work on the topic is still in its early stages to understand the reaction
of the financial markets to news regarding financial fraud. Reurink (2018) points out that the
relevant information on the market impacts of fraud is still scarce, and Cao et al. (2022) also find
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that the empirical evidence on investors’ attitudes regarding fraud events is scarce. Filling in
these research gaps will contribute to design better financial structures that inspire trust among
investors when corporate fraud happens in Pakistan.

It is important because it may address key issues in understanding financial fraud on the
emerging stock exchange in Pakistan, namely the Pakistan Stock Exchange (PSX). Financial
fraud is an international problem, particularly difficult in emerging economies such as Pak-
istan which calls for further study. Various incidents of financial reporting fraud have happened
on the PSX, with significant results for both individual firms as well as market and investor
trust. This research study provides facts on how these frauds affect the performance of the stock
market, investors’ actions and the country’s economic health.

A main point of the study is that financial fraud damages investors’ trust. Literature sug-
gests that financial fraud causes companies to lose their good reputation. Such a reputation loss
may make it hard to bring new investors on board and keep the market functional (Filatova
et al., 2023; Wang, 2022). There is a link between fraud cases and times when people are less
interested in the market (Rashid et al., 2022). That is why knowing how fraud affects investors’
feelings and the performance of Pakistan’s stock exchange helps regulators make better policies
and improves corporate governance (Reurink, 2018).

Additionally, the research prods changes in public policy and regulatory structure. Recog-
nizing possible financial misconduct threats in the PSX, the research can advise policymakers
and regulators on how to address the issues. It has been suggested by previous studies that
having strong public policies helps economies deal with financial fraud in emerging markets
(Filatova et al., 2023; Jiang et al., 2022). Because Pakistan’s regulatory framework is less ad-
vanced than that of other markets, improving oversight is very important. These improvements
would support greater transparency and integrity which are important factors for encouraging
investors to hold their assets on the PSX in the long run (Chen et al., 2014; Reurink, 2018).

Also, this research would help to expand the ongoing discussion on how good corporate
governance can limit fraudulent activities. In studies by (Rashid et al., 2022) and Sallal et al.
(2021), authors found that better corporate governance has helped avoid financial misconduct
and increased responsibility within corporations. This research can show how companies in
Pakistan can better meet the needs and guidelines of their investors and regulators through
better corporate governance practices (Sallal et al., 2021; Wang, 2022).

Finally, this study used the fraud triangle and similar theories to explore what causes fi-
nancial crimes in the emerging market setting of Pakistan (Rahman and Jie, 2024). With this
approach, this study investigates the reasons behind financial fraud but also examines its con-
sequences on stock performance and investor trust, while exploring governance and policy re-
sponses. All in all, besides contributing theoretically, this study can guide decisions in policy,
enhance ways companies are managed and contribute to a more durable financial system in
Pakistan.

2 Literature Review

There has been substantial progress in financial fraud studies, mainly about the impact and
processes in developed countries. This paper brings together important results from several
studies about financial fraud, what causes it and its consequences for the capital markets in
the U.S., Europe and elsewhere. Fraud needs pressure, opportunity and rationalization to exist
which is what the Fraud Triangle explains. Said et al. (2017) believe it is important to include



Jinnah Business Review 53

ethical considerations in this framework, especially in cases like banking, where fraud could
heavily lower investor confidence and risk upsetting financial markets. They found that dealing
with ethics in companies helps create integrity which in turn reduces risks of fraud.

It has been found through research that when there is a financial crisis, fraud tends to rise.
Reurink (2018) states that fraud increases during periods of economic recession and while re-
search agrees with this, experts disagree on what causes the rise of fraud. For example, Jiang
et al. (2022) how problems within an organization, for example, poor compliance and weak in-
ternal rules, can increase the risks associated with an economic crisis. They expose major cases of
fraud, proving the importance of strong corporate governance for stopping conduct that breaks
the law.

Our reliance on audits can be seen in Jiang et al. (2022) work which points out their inad-
equacy in stopping fraud. It is pointed out that careful and unbiased auditing helps protect
the company and requires stricter rules to stay effective. Board makeup and fraud are also top-
ics researchers examine. According to Rostami and Rezaei (2021), independent boards and the
board’s structure greatly influence chances of financial statement fraud, highlighting the vital
part strong oversight has in maintaining proper ethical practices.

The impact of financial fraud after it happens in developed countries usually causes great
disruptions in their financial markets. The authors document that investors react instantly by
bringing down stock prices after discovering white-collar crime in a company (Tay et al., 2016)
due to concerns about the company’s standing. The results here are consistent with Wang (2022)
research which shows that trust in the market declines after discovering fraud and this affects
the behavior of investors as a group.

The study of how stock prices, volatility and market capitalization are related has become
very important in emerging markets. While these markets grow more integrated with the
world’s financial sector, it is important for investors, policymakers and businesses to under-
stand these dynamics. It brings together key points from studies to display how these elements
influence each other in developing economies.

Studies have shown that the prices of stocks in developing economies are influenced a lot
by things unique to the companies. The author of the article Avdalović (2018) reveals that in-
ternal features like market capitalization are tied to changes in the stock price in Belgrade. The
research explains that big companies typically have steadier share prices because they collect
more investment and appear lower risk. That means when companies get stronger and improve
their foundations, their market prices should go up.

In addition, Shabbir et al. (2020) pointed out that commodity prices influence the prices of
stocks on the Pakistan stock market. It was revealed in the results that an increase in gold prices
lets trading on the stock market rise or fall, depending on the situation. That means financial
variables are related and external shocks can spread through the markets to alter local stock
prices.

In developing economies, volatility becomes very important since these countries tend to
be easily disrupted by sudden and important events. In their study, Cao (2020) examined how
various bits of information can affect the speed and direction of changes in a stock’s trading,
concluding that rapid negative changes in sentiment generally lead to a decrease in a stock’s
price. In developing countries, this situation becomes more prominent since investors often lack
information and the markets are not as deep which increases volatility.

Jebran et al. (2019) and others investigate how a company’s management and governance are
related to the stability and fluctuation of its stock prices. Analysts observe that when executives
do not share bad information, the revelation later may result in increased market activity and big
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changes in stock prices. They show that good government plays an important role in controlling
the dangers linked to high volatility in emerging markets.

Market capitalization which tells how large a company is in the market, is mainly influenced
by both share prices and how much the stock market fluctuates. Studies carried out by Mizuno
et al. (2017) found that when there is economic instability, the market capitalization may change
a lot, resulting in higher asset values in developing market areas. Share prices in the market
often follow some basics related to the economy, yet speculative trading may also create market
bubbles.

Besides, Arouri and Rault (2012) address the role external forces like oil price changes play in
impacting market capitalization, especially in exporting countries within developing economies.
Scientists have shown that changes in commodity prices can immediately impact companies’
earnings which leads to shifts in their market worth. Such a relationship highlights how quickly
and intensively stock market changes can take place because of disturbances in the economy.

This study uses fraud triangle theory to explain the model and thus the findings. Many
researchers have attempted to widen the fraud triangle. The ground-breaking work in this
field was done by Wolfe and Hermanson (2004) when they introduced a fourth dimension—
capacity— to the fraud triangle. The authors called the resultant expanded version of the fraud
triangle as the fraud diamond. Subsequent researchers have pronounced the fraud diamond a
significant advancement and improvement over the fraud triangle (Ruankaew, 2016).

3 Data and Methodology

The false financial disclosures are the type of fraud used here to group a variety of be-
haviours in which financial market participants make false statements about the performance
or financial health of an investment outlet– that is, a company, fund, borrower, or investment
product (U.S. Securities & Exchange Commission Whistleblower Attorneys, n.d.). False finan-
cial disclosures thus exploit the information asymmetry that exists between different parties in
a financial transaction. By combining the illusion of disclosure with false information, false fi-
nancial disclosures increase this information asymmetry while appearing to minimize it (Black,
2009).

This study reviews 59 companies on the Pakistan Stock Exchange (PSX) which were offi-
cially classified as fraudulent by the Securities and Exchange Commission of Pakistan (SECP).
The firms included in the analysis must have stayed in business on a normal basis due to the
establishment going concern post the fraud declaration. Using this approach, the study could
track and study the finances and market standing of these companies for 5 years after the fraud
event. In this study, we looked at how changes in the bid-ask spread, trading volume and mar-
ket cap impacted stocks by using the method as suggested by Jain and Kim (2006). Due to 2SLS,
potential endogeneity can be handled and researchers get a better idea of how a firm’s liquidity
and mismatched information influence the performance of its shares.

As well as econometric analysis, the study applies an event study method to observe how
the stock market reacts to the exposure of the fraud. For this reason, certain event windows were
set up: the event day itself, a short window for the days prior and after the announcement and
an additional window for the next twenty trading days following the announcement following
Bacidore and Sofianos (2002). The control sample consists of non-fraud PSX firms matched by
industry and size, assigned the same event dates as fraud firms to compare abnormal returns
and market reactions. The goal of using these event windows was to see the effects of fraud
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on stock performance, volumes of trading and the total market value. When combining 2SLS
regression with event study, the study examines both the quick changes seen in the market and
the effects that last as time goes on.

3.1 Model Specification

A Two-Stages Least Squares (2SLS) regression model is used to analyze how fraud-related
information asymmetry and market liquidity affect stock performance. The first stage involves
estimating the change in the bid–ask spread as a function of changes in the stock price, price
variance, volume of trades, and market capitalization:

∆Spreadit = α0 + α1∆Priceit + α2∆Varianceit + α3∆Volumeit + α4∆MCapit + uit

where ∆Spreadit represents the change in the bid-ask spread of firm i during period t;
∆Priceit is the change in stock price; ∆Varianceit is the change in stock-price variance; ∆Volumeit
is the change in trading volume; and ∆MCapit is the change in market capitalization. The fitted
value obtained from the first-stage regression is used as the instrumented measure of the bid-ask
spread in the second stage.

The second-stage model is specified as follows:

∆CARit = β0 + β1 ̂∆Spreadit + εit

where ∆CARit represents the change in cumulative abnormal return and ̂∆Spreadit is the
predicted change in the bid-ask spread obtained from the first-stage regression. A negative value
of β1 indicates that greater information asymmetry and reduced market liquidity following a
fraud disclosure adversely affect stock performance.

The event-study analysis measures abnormal returns by comparing the return of each fraud-
ulent firm with that of its industry- and size-matched non-fraud control firm:

ARit = RF
it − RC

it

where ARit is the abnormal return of fraudulent firm i on event day t, RF
it is the actual return

of the fraudulent firm, and RC
it is the return of the corresponding matched control firm.

The cumulative abnormal return for each firm over an event window (τ1, τ2) is calculated
as:

CARi (τ1, τ2) =
τ2

∑
t=τ1

ARit

The average abnormal return across the sample is calculated as:

AARt =
1
N

N

∑
i=1

ARit

The cumulative average abnormal return over the selected event window is calculated as:

CAAR (τ1, τ2) =
τ2

∑
t=τ1

AARt =
1
N

N

∑
i=1

CARi (τ1, τ2)

where N represents the number of fraudulent firms and (τ1, τ2) represents the selected event
window surrounding the fraud announcement.
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4 Results and Discussion

This section outlines the various data analyses and discusses the findings.

4.1 Descriptive Statistics

The study applies the summary statistics on the measures of return, volume and market
capitalization. The findings are reported in table 4.1 below.

Table 4.1: Summary Statistics

Mean SD

Return (%) -.034 3.811

Volume (million) 84,210 2,869

Market capitalization (million) 35,126 1,535

In detail, Table 4.1 reports the descriptive patterns for 59 companies listed on the Pakistan
Stock Exchange for a three-year period following the declaration of financial fraud by the SECP.
Studies show that the average stock price drops slightly after each fraud event in the post-fraud
period. Recent data shows that the return standard deviation for these firms is 3.811%, a sign
that the market is uncertain about them. Average trading is continuing at a high level but it is
also highly changeable (SD = 2,869 million), indicating that investors remain unstable. Market
capitalization ranges widely, since the mean is PKR 35,126 million and the standard deviation is
1,535 million, indicating that there are companies in our sample of all sizes. The findings confirm
that the negative effects of financial fraud can have long-term results on a firm’s reputation and
market value, no matter how large the company might be.

4.2 Univariate Analysis

The event study results, reported in table 4.2, reveal a clear and statistically significant mar-
ket reaction to financial fraud disclosures among firms listed on the Pakistan Stock Exchange
(PSX). In terms of stock returns, the market did not immediately react significantly on the event
day (Day 0), but a delayed negative response was observed. On Day +1, the return dropped
significantly by -.605% (significant at the 5% level) and further declined to -.562 on Day +2.
These results indicate that investors gradually processed the implications of the fraud, leading
to intensified sell-offs in the days following the announcement. This pattern suggests a loss of
confidence and a revaluation of firm fundamentals by the market.

Trading volume also responded to the fraud announcements, with a significant spike on
Day +2 (significant at the 10% level), indicating heightened trading activity. This increase could
be attributed to both panic selling by risk-averse investors and speculative trading by others
attempting to capitalize on price volatility. Furthermore, the volume remained significantly el-
evated in the intermediate period, reflecting sustained investor attention and continued market
adjustments beyond the initial shock.

Market capitalization experienced a statistically significant decline on Day -1, falling to PKR
18,654 million (significant at the 10% level) and declined further to PKR 17,028 million by Day +1
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Table 4.2: Event Study

Benchmark Day -2 Day -1 Day 0 Day +1 Day +2 Intermediate

Return -.021 -.230 -.261 -.583* -.605** -.562 -.083

Volume .682 .871 1.152 1.346 1.274* .983* -.047

Market capitalization 32,356 20,215 18,654* 19,563 17,028** 16,446** 18,995

*, **, *** represent the level of significance at 10%, 5% and 1% respectively.

(significant at the 5% level). Although some recovery was observed in the intermediate period
(PKR 18,995 million), the figure remained significantly lower than the pre-event level, indicat-
ing that the loss in firm value was not quickly reversed. This persistent decline highlights the
long-lasting reputational and financial damage caused by fraud, as well as the cautious stance
adopted by investors in the aftermath of such events.

4.3 Results of 2SLS Model

The first-stage of 2SLS regression model as reported in table 4.3 examines how financial
variables influence changes in bid-ask spread capturing liquidity and information asymmetry
as a channel through which fraud heightens market uncertainty, consistent with insights from
the fraud triangle theory. The intercept term is statistically significant, indicating that even in
the absence of changes in the explanatory variables, there is a base-level widening of the spread,
possibly due to structural effects of the fraud event. A statistically significant and negative
coefficient for the change in stock price suggests that a decline in price is associated with an
increase in the bid-ask spread. This relationship highlights the tendency of financial markets to
become more illiquid as share prices fall post-fraud. Furthermore, the positive and significant
coefficient for the change in price variance implies that increased volatility leads to a broader
spread, consistent with the notion that uncertainty heightens transaction costs and widens the
gap between buy and sell prices.

The coefficient for trading volume is negative and marginally significant, indicating that
higher trading activity slightly narrows the spread. This suggests that more active trading helps
absorb some of the post-fraud shock by restoring investor interest or confidence. Meanwhile, the
change in market capitalization shows a weak positive relationship with the spread, implying
that even larger firms are not immune to a rise in trading friction after fraud declarations. The
adjusted R2 of 0.251 indicates that approximately 25% of the variation in the bid-ask spread can
be explained by the model.

In the second stage of the 2SLS model, the dependent variable is the change in cumulative
abnormal returns (CAR). The key regressor in this model—the change in bid-ask spread—has a
negative and statistically significant coefficient. This confirms that an increase in spread, reflec-
tive of heightened market friction and perceived risk, leads to a decline in stock performance.
The adjusted R2 of 0.184 shows that while the model explains a modest proportion of the varia-
tion in CAR, the relationship is economically and statistically meaningful.
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Table 4.3: Results of 2SLS

Dependent variable: Change in spread

Variable Estimate P-value

Intercept .016 .011

Change in price -.697 .042

Change in variance 1.028 .031

Change in volume -.047 .050

Change in market Cap .008 .064

Adj R square .251

Dependent variable: Change in cumulative average return (CAR)

Intercept .004 .006

Change in spread -.141 .048

Adj R square .184

5 Conclusion and Implications

The study provides robust empirical evidence on the adverse impact of financial fraud on
the stock performance of listed firms in Pakistan. Descriptive statistics showed that fraudulent
firms experience persistent negative average returns and high volatility in trading volume and
market capitalization even five years after the fraud declaration, indicating prolonged financial
instability and market skepticism. The event study further confirmed that the announcement
of financial fraud triggers statistically significant negative returns, increased trading volumes
and a notable drop in market capitalization, particularly in the immediate days following the
disclosure. These market reactions demonstrate that investors respond strongly and negatively
to fraud-related news, leading to substantial erosion in firm value. The results of the two-stage
least squares (2SLS) regression reinforce these findings by establishing a significant negative re-
lationship between changes in the bid-ask spread (used as a proxy for market uncertainty) and
cumulative abnormal returns. This suggests that increased information asymmetry and reduced
liquidity—both consequences of fraud—directly harm stock performance. Together, these anal-
yses present a consistent picture of how financial misconduct damages investor confidence, dis-
rupts trading behavior and diminishes firm valuation in both the short and intermediate term.

The findings have important implications for regulators, investors and corporate managers.
For regulators such as the Securities and Exchange Commission of Pakistan (SECP), the evidence
calls for more proactive monitoring, transparent enforcement of corporate reporting standards
and timely public disclosure of fraudulent activity to contain market disruption. For investors,
the results underline the importance of scrutinizing governance quality and transparency indi-
cators when making investment decisions, particularly in emerging markets where regulatory
oversight may vary. Firms themselves must recognize that fraudulent behavior leads not only
to legal penalties but also to long-term damage to their financial standing and investor rela-
tionships. Implementing stronger internal controls, ethical corporate governance structures and
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timely communication with shareholders can help mitigate these risks. Moreover, the market’s
strong reaction to fraud events suggests that reputational capital is a key intangible asset that
must be preserved to maintain investor trust and financial performance over time.
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