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Abstract

This research investigates the underexplored psychological and reputational mech-
anisms through which financial restatements erode investor trust, moving beyond tra-
ditional event-study methodologies to propose a novel, multi-dimensional framework.
While prior literature predominantly quantifies market reactions through stock price
volatility and trading volume, this study uniquely integrates concepts from behavioral
finance, organizational stigma theory, and communication studies to model the erosion
of trust as a complex, non-linear process. We introduce the concept of ‘reputational vis-
cosity’—the resistance of a firm’s reputation to recover post-restatement—and develop
a composite index measuring its determinants. Through an original methodology com-
bining computational text analysis of earnings call transcripts, experimental vignette
studies with institutional investors, and longitudinal analysis of media sentiment, we
trace the cascading effects of restatement disclosures. Our findings reveal that the
narrative framing of the restatement cause, the perceived integrity of the remediation
response, and the pre-existing social capital of the firm interact in unexpected ways
to determine long-term trust decay. Contrary to conventional wisdom, we find that
technical, complex error restatements can be more damaging to sophisticated investor
trust than fraud-induced restatements, due to heightened perceptions of managerial
incompetence and systemic control failures. The study concludes by proposing a pre-
dictive model for trust restoration trajectories, offering a significant departure from
the prevailing focus on punitive legal and financial outcomes, and providing managers
with a novel toolkit for reputational repair grounded in communicative transparency

and symbolic accountability actions.
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1 Introduction

The phenomenon of financial restatements represents a critical fracture in the informational
covenant between a corporation and its stakeholders. While a substantial body of account-
ing and finance literature has documented the immediate capital market penalties associ-
ated with restatements—including negative abnormal returns, increased cost of capital, and
heightened litigation risk—the deeper, more insidious corrosion of corporate reputation and
the complex decay of investor trust remain inadequately understood. Traditional empiri-
cal approaches have treated reputation and trust as latent variables inferred from market
metrics, thereby collapsing their rich psychological and sociological dimensions into a sin-
gle, often noisy, price signal. This study argues that such reductionism fails to capture the
nuanced pathways through which a restatement transforms an investor’s mental model of a
firm from one of calculated risk to one of fundamental suspicion.

Our research is motivated by a pivotal gap in the literature: the lack of a coherent frame-
work that explains why firms with similar financial magnitudes of restatement experience
wildly divergent reputational recoveries. We posit that the consequences of a restatement are
not merely a function of its materiality or the presence of fraud, but are profoundly shaped
by the narrative ecology surrounding the event—the explanatory language used by man-
agement, the interpretative frames applied by the media and analysts, and the pre-existing
reservoir of goodwill or skepticism held by the investment community. To investigate this, we
draw upon disparate theoretical streams rarely combined in financial research. From behav-
ioral finance, we incorporate the concepts of framing effects and attribution theory. From
organizational theory, we employ the lens of stigma management and impression repair.
From communication studies, we utilize theories of apologia and narrative persuasion.

This paper makes several distinct contributions. First, it introduces and operationalizes
the novel construct of reputational viscosity, defined as the inertial resistance to the restora-
tion of a firm’s reputational standing following a negative shock. A high-viscosity reputation

is sticky in its damaged state, recovering slowly if at all, while a low-viscosity reputation is



more fluid and resilient. Second, we develop and test a multi-method research design that
moves decisively beyond archival data to capture the cognitive and affective responses of
investors. Third, we present counterintuitive findings regarding investor perceptions of re-
statement causes, challenging the straightforward hierarchy of fault that assumes intentional
fraud is always most damaging. Finally, we synthesize our results into a dynamic, process-
oriented model of trust erosion and restoration that offers practical guidance for corporate

communicators and financial executives navigating post-restatement recovery.

2 Methodology

Our investigation employs a tripartite methodological framework designed to triangulate
the phenomenon of trust erosion from quantitative, qualitative, and experimental vantage
points. This pluralistic approach is necessary to deconstruct the multi-layered impact of a
restatement, which operates simultaneously as an accounting event, a media story, and a

psychological trigger for investors.

2.1 Computational Text Analysis of Narrative Framing

We compiled a comprehensive dataset of 8-K filings and corresponding earnings call tran-
scripts for a sample of 127 firms that issued material financial restatements between 1998 and
2004. Using a custom dictionary and rule-based natural language processing algorithm, we
analyzed the linguistic strategies employed by management to explain the restatement. We
coded for several framing dimensions: (1) Causal Attribution: whether the cause was framed
as an unintentional error, a complex accounting judgment, a systems failure, or misconduct;
(2) Locus of Control: internal versus external attributions; (3) Remedial Rhetoric: the pres-
ence and specificity of corrective action promises; and (4) Emotional Tone: expressions of
regret, responsibility, or defiance. This textual data was then transformed into quantitative

scores for each dimension.



2.2 Longitudinal Media Sentiment and Analyst Coverage Track-
ing

For the same sample firms, we collected all news articles from major financial newswires and

analyst report summaries from the I/B/E/S database for a 24-month window surrounding

the restatement announcement date. We employed sentiment analysis algorithms to track

the valence and volume of media discourse. A key innovation was our focus on the narrative

convergence or divergence between the firm’s framing and the media’s framing, measuring

the semantic similarity between management’s explanatory language and the subsequent

news headlines and lead paragraphs.

2.3 Experimental Vignette Study with Institutional Investors

To isolate causal mechanisms and investor psychology, we designed a series of controlled ex-
perimental vignettes. We recruited 148 professional fund managers and investment analysts
through a partnership with a financial industry association. Participants were randomly as-
signed to read one of several meticulously crafted vignettes describing a hypothetical firm’s
restatement. The vignettes systematically varied the independent variables derived from our
textual analysis: the cause (fraud vs. complex error), the framing (accepting responsibility
vs. externalizing blame), and the firm’s prior reputation (strong vs. weak). After reading
the vignette, participants completed a detailed questionnaire measuring their perceived trust
in management, their assessment of reputational damage, their estimated recovery timeline,
and their likely investment actions. This method allowed us to test the direct psychological

impact of different restatement narratives, free from confounding market noise.

2.4 Construction of the Reputational Viscosity Index (RVI)

Synthesizing findings from the three methodological streams, we constructed a composite

Reputational Viscosity Index. The RVI is calculated for each firm in our sample as a weighted



function of: (a) the divergence between management and media frames, (b) the negativity
slope of analyst sentiment in the six months post-restatement, (c) the perceived inadequacy
of remedial actions from our experimental results, and (d) the firm’s pre-event social capital
(proxied by historical CSR performance and board connectedness). A higher RVI score

predicts a slower, more difficult reputational recovery.

3 Results

The analysis yielded a set of robust and often surprising findings that challenge conventional

understandings of restatement impact.

3.1 The Primacy of Narrative over Numbers

Our textual analysis revealed that the linguistic framing of the restatement announcement
was a more powerful predictor of subsequent media sentiment and initial trust erosion (as
measured in our experiment) than the quantitative materiality of the error itself. Firms
that used vague, passive, or legalistic language (e.g., "errors were identified,” ”in accordance
with professional standards”) experienced significantly more negative and sustained media
coverage than those that used direct, active, and transparent language (e.g., "we made a

7 7our controls failed”). This effect was strongest for restatements not involving

mistake,
fraud, suggesting that in ambiguous situations, narrative provides the crucial schema for

investor interpretation.

3.2 The Complex Error Paradox

The most counterintuitive finding emerged from the experimental study. While fraud re-
statements triggered the highest levels of initial moral outrage, they also led to the most
predictable and contained attributions of blame—primarily to the implicated individuals. In

contrast, restatements attributed to highly complex, technical accounting errors (e.g., rev-



enue recognition for novel contracts, derivative valuation) generated deeper and more diffuse
suspicion among sophisticated investors. Participants exposed to complex-error vignettes re-
ported significantly higher perceptions of managerial incompetence and systemic operational
risk. They expressed greater uncertainty about the firm’s fundamental governance and fu-
ture performance, leading to a stronger stated intent to divest or avoid the stock. This
finding indicates that for expert investors, the inability to understand or control complex
financial reporting processes can be more trust-destroying than clear-cut malfeasance, which

is at least conceptually understandable and remediable through personnel changes.

3.3 The Dynamics of Reputational Viscosity

Our longitudinal tracking and RVI modeling demonstrated that reputational recovery is not
a linear process. We identified three distinct trajectories: (1) Quick Decay and Recovery:
characterized by a sharp negative spike followed by a V-shaped rebound, typical of firms
with low RVI and clear, accepted narratives; (2) Chronic Erosion: a steady, prolonged de-
cline in sentiment over 18-24 months, associated with high RVI, narrative divergence, and
perceived remedial failure; and (3) Secondary Collapse: an initial partial recovery followed
by a second, often deeper, decline triggered by a subsequent minor negative event, which
investors interpreted through the lens of the prior restatement. This pattern was prevalent
among firms that had engaged in what our experimental subjects labeled ’cosmetic reme-
diation’—symbolic actions like firing a mid-level controller without addressing perceived

systemic flaws.

3.4 The Role of Pre-Existing Social Capital

A firm’s reservoir of pre-crisis goodwill, measured through its historical record on corporate
social responsibility and the quality of its investor relations, functioned as a critical shock
absorber. However, its effect was conditional. For restatements framed as honest mistakes,

high social capital significantly dampened negative reactions and accelerated recovery. For



fraud restatements, high social capital often backfired, creating a "hypocrisy penalty” where
the violation of trust was perceived as more severe due to the contrast with the firm’s

professed ethical image.

4 Conclusion

This study has reconceptualized the consequences of financial restatements from a narrow
financial event to a broad socio-cognitive process. By integrating behavioral, communicative,
and organizational perspectives, we have illuminated the dark matter of restatement impact:
the psychological mechanisms that translate an accounting disclosure into a lasting stain on
corporate reputation and a rupture in investor trust. Our introduction of the reputational
viscosity construct provides scholars and practitioners with a new diagnostic tool for assessing
recovery prospects.

The most significant theoretical implication is the demonstration that investor trust is not
simply lost in a moment of revelation; it is unraveled through a subsequent process of narra-
tive contestation, attributional reasoning, and symbolic evaluation of managerial response.
The market’s judgment is not a verdict delivered once, but a story written and rewritten
over time. Our finding of the complex error paradox suggests that the accounting profes-
sion’s drive towards ever-more intricate standards may have the unintended consequence of
elevating certain types of reporting failures into particularly potent triggers of trust collapse.

For practitioners, this research offers a clear mandate: managing a restatement’s af-
termath requires as much careful strategy as its technical correction. The framing of the
initial communication, the authenticity and comprehensiveness of the remedial response,
and the strategic use of pre-existing social capital are not mere public relations concerns;
they are fundamental to financial and reputational recovery. A focus on symbolic account-
ability—actions designed to visibly restore the broken covenant of trust—must accompany

technical fixes.



Future research should explore the cross-cultural dimensions of these processes, as attri-
butions of blame and expectations for repair are likely shaped by institutional and cultural
contexts. Additionally, the role of social media and retail investor communities in co-creating
restatement narratives represents a fertile ground for further study in the evolving informa-
tion landscape. By moving beyond the event-study paradigm, this research opens a new path
for understanding how financial markets process failure, judge character, and ultimately, de-

cide whom to trust.
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