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Abstract

This study examines the moderating role of internal control in the relationship between financialization and financial fraud likelihood among
Tehran Stock Exchange (TSE)-listed companies. Our sample include 190 firms were analyzed from 2016 to 2022, with data sourced from
Rahavard Novin software and the TSE’s official website. Logistic regression analysis conducted in EViews revealed that corporate
financialization exerts a significant positive effect on fraud probability, with highly financialized firms exhibiting greater susceptibility than
their less financialized counterparts. However, internal control weakens this relationship, introducing a nonlinear negative effect that ultimately
reduces fraud risk. Thus, while financialization heightens fraud likelihood—particularly in firms with extensive financialization—robust
internal control mechanisms serve as a mitigating factor, underscoring their importance in corporate governance.
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Introduction

The concept of financialization emerged in the 1970s as firms shifted investments toward the financial sector in response to a
profitability crisis (Li, 2023). While rapid economic growth and financial market development enabled corporations to capitalize on
diverse financial opportunities, research suggests that financialization carries significant risks. Studies indicate that financially
distressed firms with elevated risk exposure are particularly prone to corporate fraud (Zhang et al., 2020). Furthermore, financialization
has been shown to amplify financial risk and leverage while potentially worsening agency problems, thereby creating conditions
conducive to fraudulent behavior (Zhang et al., 2020; Tagizadehkhangah & Badavarnihandi, 2025). Notably, the relationship between
economic policy uncertainty and financial asset investment follows a U-shaped pattern, moderated by financial constraints (Tagizadeh
Khangah & Badavarnihandi, 2025). Against this backdrop, financial statement fraud has garnered increasing scrutiny from
stakeholders, including regulators, investors, and the media (Fallah Hamidi et al., 2021). Given that both financialization and internal
control systems significantly influence fraud risk, this study investigates two critical questions: (1) the association between corporate
financialization and fraud likelihood, and (2) the moderating effect of internal control in this relationship.
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Materials & Methods
This study employs logistic regression analysis to examine the relationship between financialization and fraud likelihood among Tehran
Stock Exchange (TSE) listed companies. The sample comprises 190 non-financial firms (excluding banks, insurance companies, and
leasing institutions) with March fiscal year-ends (End of Iran annual financial period) and complete data availability from 2016 to
2022. Data were sourced from Rahavard Novin software and TSE's official website, with analysis conducted in EViews. Two models
were specified:

Model 1:

Fraud;; = ay + B, Fin;; + B,Size;; + B3Lev;, + B4Roe;; + €;;
Model 2:
Fraud;; = ay + 1 Fin;¢ + BoIC; ¢ + B3Fin; . x IC;+ + B4Size;; + PfsLev;: + BgRoe;r + €;¢

The dependent variable (Fraud;,) represents fraud probability, with financialization (Fin;.) as the independent variable, internal
control (IC; ;) as the moderator, and firm size (Size; ;), leverage (Lev; ), and return on equity (Roe; ;) as controls.

Findings

The empirical results reveal a significant positive relationship between corporate financialization and financial fraud probability,
suggesting that heightened financialization corresponds with increased fraud risk. While standalone financialization effects were
statistically insignificant for both high- (p=0.64) and low-level (p=0.65) financialized firms, coefficient magnitudes demonstrate
meaningful differences - high-financialization firms showed stronger positive associations (f=0.584 vs. p=0.265). Notably, the
interaction between financialization and internal control produced non-significant effects (high-level: p=0.76; low-level: p=0.15) at
conventional thresholds, yet the directional patterns remain theoretically informative. The negative interaction coefficients (-0.68 for
high-financialization; -0.15 for low-financialization firms) indicate that internal control systems exert a mitigating influence,
particularly pronounced in highly financialized companies. These findings collectively suggest that while financialization elevates
baseline fraud risk, robust internal controls can effectively counteract this relationship, with greater marginal impact in firms with
extensive financialization.

Discussion Conclusion

The findings demonstrate that corporate financialization significantly influences financial fraud probability (p < 0.10), with the positive
coefficient indicating that increased financialization elevates fraud risk. While financialization's linear effects were non-significant
across high- and low-financialization firms (p > 0.05), the differential coefficient magnitudes reveal that highly financialized firms
exhibit stronger positive associations. Notably, the financialization-internal control interaction, though statistically non-significant (p
> 0.10), shows economically meaningful negative coefficients, suggesting internal controls mitigate fraud risk more effectively in
highly financialized firms. These results imply that while financialization inherently increases fraud susceptibility, robust internal
controls can counteract this effect. Practically, we recommend: (1) establishing independent audit committees to strengthen oversight,
(2) implementing regular fraud risk assessments tied to financialization levels, and (3) enhancing financial reporting transparency.
Future research should explore financialization's interplay with risk management frameworks and the long-term consequences of
financial fraud.
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Table (1): Descriptive Statistics of Main Variables
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Table (2): Summary of the Estimated Logistic Regression Model Results for Hypothesis One
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Table (3): Summary of Logistic Regression Model Estimation Results for Hypothesis One (High and Low Financialization)
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Table (4): Summary of Logistic Regression Model Estimation Results for the Second Hypothesis
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Table (5): Summary of the Estimated Results of the Logistic Regression Model for the Second Hypothesis of High
and Low Financialization
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