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his study extends the research on corporate financial fraud by developing a new perspective on the deterrence effects of

vicarious punishments premised on social learning theory. We posit that firms vicariously learn about punishments from
their peers by picking up modeling cues, environmental cues, and social cues in the inhibitive learning process, thus being
deterred from committing future fraudulence. Using a matched sample of 604 observations of Chinese listed firms between
2002 and 2008, our findings show that an observing firm is deterred from committing fraud if the peers in its industry are
caught and punished. We further find that such deterrence effects are subject to how the observing firm evaluates the
possibility of being caught and the likelihood it will be punished the same way if it violates similar prohibitions. In particular,
inhibitive learning effects are positively moderated by punishments of prominent firms and model-observer similarity but
negatively attenuated by the development of the legal system. Our study sheds light on the corporate fraud literature by
illuminating the indirect, inhibitive learning process from vicarious punishments and identifying the conditions for differential

learning/deterrence outcomes of the observing firms.

Keywords: vicarious learning; corporate financial fraud; corporate governance; social learning theory; deterrence; China
History: Published online in Articles in Advance April 28, 2014.

Introduction

To date, research on corporate financial fraud has mainly
focused on studying either the antecedents or outcomes
of corporate financial fraud in relation to the fraud firms
(e.g., Beasley 1996; Chen et al. 2005, 2006; Kang 2008;
O’Connor et al. 2006; Zahra et al. 2005); little attention is
paid to examining the punishment effects on, or behavioral
outcomes of, the observing firms. In reality, although the
administrative penalties are levied on the fraud firms, the
goal of such penalties is usually intended by the regulator
to be more far-reaching to deter future wrongdoings by
other listed firms. Nevertheless, our knowledge regarding
whether and how administrative penalties are effective in
such deterrence is severely limited. Given that the deter-
rence of corporate financial fraud is of critical importance
for the integrity and development of any financial market
in the world, and administrative penalties are core regula-
tory, sanctioning mechanisms used by stock exchanges
to punish fraudulences and regulate proper behaviors,
an in-depth assessment of their effectiveness is useful
to better comprehend the deterrence effects of vicarious
punishment in corporate financial fraud. Therefore, the
main purpose of our study is to fill this research gap
by examining the deterrence effects of stock exchanges’
administrative penalties on the observing firms’ future
fraud occurrences.

1549

The indirect deterrence effect of punishment on the
observers is known as vicarious punishment in the social
psychology and criminology literatures. By witnessing
peers punished for transgressed behaviors, the sanction not
only informs the observers that such violations are illegal
or inappropriate but also produces fears and alters sanction
threat perceptions in the observers, thereby inhibiting
similar violations when the observers are tempted with
prohibited objects (Bandura 1971, 1977; Stafford and Warr
1993). Viewed in this way, the sanction itself produces
inhibitive learning effects among the observing peers.
Because of its far-reaching deterrence effects on the
observers, vicarious punishment constitutes an important
role in the regulatory and punitive system (Trevino 1992)
and is regarded as particularly relevant in uncertain
environments where formal rules and regulations are
inadequate and unclear, and reliable information comes
only from the cues furnished by observations or social
learning (Bandura 1969).

The way the deterrence effect of vicarious punishment
takes place can be extrapolated from social learning theory.
Social learning theory (Bandura 1968, 1977) posits that
the observation of a punishment incurs the formation of
punishment expectancies by the observers, who will then
regulate their own behaviors and elicit response behaviors
accordingly. The distinguishing characteristic of the social
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learning process is the underlying cognitive and evaluation
process in which the observers regulate their own behav-
iors by self-generated anticipatory consequences resulting
from observation (Bandura 1971). Our study is inter-
ested in this unique aspect of the social learning process
and particularly focuses on the observing firms. Specifi-
cally, we examine why and how observing firms may
exhibit heterogeneous response behaviors by picking
up various cues in the social learning process. Because
vicarious learning requires an identification process in
which the observers match or identify themselves with the
punishment target such that they will subsequently have
contiguous association of the sensory event (Bandura
1969), our study focuses on examining the vicarious
punishment effects within the same industry, as firms
mainly learn from the experience of other firms in the
same industry which are their reference groups (Lampel
et al. 2009), and industry peers have been found as keen
observers of one another (Baum and Singh 1994, Glynn
and Abzug 2002, Peteraf and Shanley 1997). As such,
our key premise is that vicarious punishment of the fraud
firm can deter its peer firms in the same industry from
committing future corporate financial fraud.

To delineate the social learning process, we draw on the
premise that the deterrence effect of vicarious punishment
lies mostly in its informational value (Schnake 1987), and
we propose that fraud punishments of industry peers, as
modeling cues, signal information about consequences of
violations to the observing firms in the same industry,
thus deterring them from committing similar violations in
the future. Nonetheless, the deterrence effects may vary
because observing firms will evaluate the possibility of
being caught and the likelihood they will be punished
in the same way if they violate similar prohibitions. As
such, we further propose that the effects of modeling cues
are moderated by the environmental factors that influence
the comparative judgment of the informational value of
the punishment (environmental cues) and how much the
observing firm identifies with the punishment targets—that
is, the fraud firms (social cues) (Ashforth and Mael 1989,
Fiegenbaum et al. 1996). In essence, our theoretical model
incorporates the observing and evaluating effects of the
observer and examines the interactions between them,
thus highlighting heterogeneity in perceptual deterrence
and inhibitive learning effects of vicarious punishments.

We tested our arguments in the transition economy of
China. Transition economies provide an ideal context to
test the effects of vicarious punishments of stock exchange,
given that information asymmetry is severe (Boisot and
Child 1988) and corporate governance systems (such as
internal corporate governance and external legal system)
are quite weak in those economies (Allen et al. 2005).
Therefore, listed firms are likely to rely more on vicarious
learning to assess what behaviors are proper and how
far transgressive behaviors are tolerated. We conducted a
matched-sample study of 604 observations on Chinese

firms that are listed on the two stock exchanges in China
(Shanghai and Shenzhen) between 2002 and 2008.

Our study attempts to make several contributions. First,
we contribute to the organizational misconduct literature,
especially the research stream of corporate financial fraud,
by examining the deterrence effects of vicarious punish-
ments, an aspect that has been largely ignored in previous
studies, as extant research focused mainly on either the
antecedents (e.g., Chen et al. 2005, 2006; O’Connor et al.
2006) or outcomes of the fraud firms (Fich and Shivdasani
2007). Our study also departs from past research by
focusing on the observing firms of the fraud event, instead
of on the fraud firms, because conceiving the preventive
effects of punishment of the fraud firms as simply a matter
of intimidation on the fraud firms will miss the more
subtle and fundamental function of sanctions, which is
sociopedagogical. To comprehend the full effect of fraud
punishment, the analysis should not be limited to merely
the direct punishment effects on the fraud firm (specific
deterrence/punishment itself), but it has to assess the deter-
rent effects of indirect experience with punishments on the
observing firms (general deterrence/punishment avoidance)
(Stafford and Warr 1993). Thus, our study extends the
literature of corporate financial fraud by highlighting this
important punishment outcome—the general deterrence
effects of vicarious punishment on the observing firms.
Theoretically, we contribute to the literature by employ-
ing the social learning theory that offers a behavioral
approach to understanding how vicarious punishments
can act as deterrents for the observing firms and why the
observing firms elicit different response behaviors due to
differences in their self-evaluation processes. Although
previous studies on organizational misconduct have also
incorporated behavioral factors (e.g., Greve et al. 2010,
Mishina et al. 2010), our study builds on and goes beyond
them by elucidating the self-evaluation processes of the
observing firms, which involve cognitive perceptions of
the external environment and mechanisms by which the
observing firms identify with the punishment targets.
The behavioral aspect of fraud punishment illustrates
the power of organizational theories in explaining the
broader outcomes of corporate fraud, which may be
beyond the boundary conditions of most economics-based
perspectives.

Second, our study sheds light on the organizational
learning literature by advocating deterrence as an impor-
tant, but often ignored, type of learning (Kim and
Miner 2007). More specifically, our study illuminates the
inhibitive learning process comprising modeling, environ-
mental, and social cues. The latter two cues, as moderators
in our framework, specify various conditions that give
rise to differential inhibitive learning outcomes of the
observers. Our demonstrated differential learning impacts
are important findings because the examination of the
observers’ self-regulatory processes is seldom contextu-
alized and empirically tested in the social learning and
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vicarious punishment literatures, and past studies tended
to assume that general deterrence or inhibitive learning
effects are homogeneous to the observers (Loughran et al.
2012). By incorporating the observers’ sociocognitive
evaluation of sanction avoidance (including vicarious-
reinforcement effects of the environment cues and social
identification effects of the social cues) into the theoretical
model and empirically testing their moderating effects,
our study considers both the observing and evaluating
effects in the framework of vicarious punishment. This
enrichment contributes to both the organizational learning
and deterrence literatures.

Finally, our study has practical implications for
researchers and policy makers in transition economies.
The deterrence effects of vicarious punishments demon-
strated in our study clearly indicate the effectiveness of
nonlegal punishments in transition economies where a
formal legal system is still underdeveloped. We suggest
that vicarious punishment can be a cost-effective way to
thwart corporate fraud and help those economies make
better use of their existing institutions and governing
mechanisms. Besides, the sociocognitive evaluation of the
observers plays an important role in the legal socialization
process that shapes firms’ punishment avoidance decisions
in the future (Loughran et al. 2012). In all, our study
underscores the importance of the behavioral aspects and
develops a new learning perspective in understanding the
outcomes of vicarious punishment of corporate fraud.

Corporate Financial Fraud

Organizational Misconduct
According to Apostolou et al. (2000, p. 181), corporate
financial fraud refers to “intentional misrepresentation of
amounts or disclosures in the financial statements.” By
and large, corporate financial fraud can be viewed as a
prominent type of organizational misconduct (Vaughan
1999). Organizational misconduct is defined as “behavior
in or by an organization that a social-control agent judges
to transgress a line separating right from wrong” (Greve
et al. 2010, p. 56). A closely related literature is that on
corporate illegality, which focuses on illegal acts that
mainly benefit a firm by potentially increasing revenues or
decreasing costs (McKendall and Wagner 1997, Mishina
et al. 2010). Researchers have a strong interest in studying
organizational misconduct or illegality because it serves
as an effective context to examine various theories in
relation to motivation, control, and status and because
organizations can be powerful actors of misconducts
that can cause serious harm to their stakeholders and
the society as a whole (Greve et al. 2010). As a topic
that carries important theoretical and practical value,
organizational misconduct is thus a robust research area.
To date, the main focus of this literature has centered
on understanding the causes of organizational misconduct
and illegality through uncovering the factors that lead
organizations to engage in those acts. Theoretically, this

stream of research is built on the premise that firms
are more likely to engage in misconduct when they per-
ceive that the potential benefits of doing so outweigh the
potential costs (e.g., Braithwaite 1985, Coleman 1987).
Drawing on this perspective, scholars have examined the
effects of firm performance, executive compensation and
culture, and social aspiration on organizational misconduct
(e.g., McKendall and Wagner 1997, Mishina et al. 2010).
Another line of research, though relatively less preva-
lent, is interested in the consequences of organizational
misconduct, including the negative impacts on the focal
organization and its owners, partners, customers, and other
stakeholders (e.g., Frooman 1997, Rhee and Haunschild
2006), as well as on other organizations (e.g., Bizjak
et al. 2009, Westphal and Zajac 2001). The negative
consequences also spillover to innocent organizations
through the effects of categorical delegitimation (Jonsson
et al. 2009, Xu et al. 2006).

However, extant research on corporate illegality behav-
iors has largely focused on specific deterrence effects on
the fraud firm but ignored the broader, general deterrence
effects on the observing firms. As noted by Greve et al.
(2010), although organizational misconduct and related
topics have enjoyed a long tradition in organizational
research because of their strong relevance to fundamental
social science issues on compliance, punishment and its
deterrence effects on the observers remain underexplored.
To this end, our study intends to comprehend further
the relationships among misconduct, punishment, and
deterrence among organizations.

The context of our study focuses on corporate financial
fraud in China. Corporate financial fraud, because of its
prevalence and often widespread coverage in the media,
represents an important type of organizational misconduct
that has captured substantial scholarly attention in the
organizational literature and allied fields such as account-
ing and finance. Furthermore, because China’s financial
market, albeit growing rapidly in recent years, is still
under development, it offers a rich context to study this
topic in greater depth. We provide an overview of our
study context in the next subsection.

Corporate Financial Fraud in China

Corporate financial fraud includes occurrences in which
the top management of a listed firm undertakes actions
that materially mislead outside investors about the firm’s
financial information or misappropriate the firm’s assets
(Beasley 1996, O’Connor et al. 2006). The manipulation
of outside investors’ beliefs by better-informed insiders
has a long history and apparently has existed since the
onset of securities investment (Kumar and Langberg
2009). Research generally views corporate financial fraud
primarily as a problem of corporate governance of the
fraud firms (e.g., Chen et al. 2005, 2006), and as such, it
suggests that fraud occurrences can be reduced through
the improvement of internal and external governance
structures.
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Rapid economic transformation in transition economies
often aggravates the problem of corporate financial fraud.
China is no exception. Since the emergence of the stock
markets in the early 1990s, the Chinese authorities and the
public have confronted the problem of corporate financial
fraud. Because of the lack of strong legal and regulative
institutions, cheating and opportunistic behaviors are par-
ticularly prevalent in China (Boisot and Child 1988). The
major regulator of the stock markets in China is the China
Securities Regulatory Commission (CSRC). Similar to the
Securities Exchange Commission in the United States, the
CSRC carries out checks, investigations, and prosecutions
of corporate financial fraud. Because enforcement actions
by the CSRC have a significant negative impact on stock
prices of fraudulent firms and sometimes even lead to
chief executive officer (CEO) replacement, the CSRC
has successfully established its credibility and is not a
“toothless tiger” (Chen et al. 2005), and it represents the
most important legal watchdog to guard against corporate
financial fraud in China. The main tool employed by
the CSRC to punish fraudulence committed by listed
firms is administrative penalty. The CSRC’s administrative
sanction committee takes charge to formulate rules on
definitions of securities violations, hears the cases handed
over by enforcement departments, chairs hearings, and
drafts administrative penalty opinions. Several sets of
rules underline the administration and provision of admin-
istrative penalty, including the “Solutions for Prohibiting
Securities Fraud,” the “Shanghai Stock Exchange Listing
Rules” and the “Shenzhen Stock Exchange Listing Rules.”
Administrative penalties prescribed include internal and
public criticisms, monetary fines, and confiscation of
incomes from fraud, among others. Various penalties can
be used separately or jointly.

As a transition economy undergoing significant changes
in all facets of economic activities, the administrative
penalty levied by the CSRC has important ramifications
not only for the fraud firm itself but also for its peers that
have the motivation to observe the incident. In a new,
transitioning environment where proper behaviors may be
inadequately prescribed and improperly understood (e.g.,
the stock markets in China), the experiences of one’s peers
provide useful information as to what behaviors to adopt
or to avoid. Several corporate financial frauds, as reported
in the media, may serve as anecdotal evidence of how
vicarious punishments work. The Yin Guang Xia event
was one of the largest financial fraud scandals in China.
In 2001, Yin Guang Xia was found to have committed
several fraudulent business practices, including inflating
profits and exaggerating assets. The firm, along with its
auditing firm, Zhong Tian Qin, received the administrative
penalty from the CSRC. This incident apparently gave a
lesson not only to the fraud firm but also to its peers. For
example, it was reported that, after the event, Chongqing
Jiulong Electronic Power told its directors, supervisors,
and managers to learn from the incident and conducted

comprehensive self-examinations to deter financial fraud.
In 2004, the first punishment levied on a listed firm,
Silver Tong Cheng Company, for its inflated profits in
Gansu Province, exerted a strong deterrence effect on
other listed firms. Many of them said that they would
strictly obey the rules and regulations and fulfill their
obligations of information disclosure.

Given that punishment of the fraud firm has indirect
and more far-reaching impacts on the observing peers,
our study adopts a behavioral perspective, premising
on social learning theory, to focus on vicarious punish-
ment effects by seeking to illuminate the social learning
process involved. Specifically, we examine such effects
resulting from the CSRC’s administrative penalties in
China. We first introduce social learning theory and
review the deterrence effects of punishments from the
criminology and sociology literatures in the next section,
and then we develop a conceptual model to outline the
deterrence effects of vicarious punishment in corporate
financial fraud.

Social Learning Theory and Deterrence

Effects of Punishments
Social learning theory is regarded as a behavioral theory.
In general, behavioral theory posits that behaviors are the
results of interactions between situations and individuals,
rather than emanating from one of them alone (Ginter and
White 1982). Bandura (1968, 1977) develops the theory
of social learning, which goes beyond the traditional
direct experience model of learning. He suggests that,
in addition to direct experience, learning can also be
obtained through the processes of vicarious learning and
symbolic functioning, by observing the behaviors and the
related consequences of others. According to the author,
“The capacity to learn by observation enables people to
acquire large, integrated patterns of behavior without
having to form them gradually by tedious trial and error”
(Bandura 1977, p. 12). Besides, individuals have the
discretion to exercise some control over their own behav-
iors through the function of cognition (Ginter and White
1982). Therefore, in social learning theory, vicarious learn-
ing, symbolic functioning, and self-regulatory processes
are three main processes for acquiring new behaviors
(Bandura 1977). Social learning theory revolves around
the process of knowledge acquisition or learning directly
correlated to the observation of others. The realization of
the effects relies heavily on outcome expectancies. Effec-
tive observation and modeling teaches general rules and
strategies for dealing with different situations (Bandura
1968). As a result of the observations, the observer can
be affected and then change their behaviors accordingly.
Based on the work of Bandura (1968, 1977), Davis
and Luthans (1980) have adopted the social learning
perspective in the context of organizational behavior. The
theory has further been used in management research
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such as on employees’ antisocial behavior (e.g., Robinson
and O’Leary-Kelly 1998) and ethical leadership (e.g.,
Brown et al. 2005). The theory has also been adopted at
the macro organizational level, in relation to strategic
management (Ginter and White 1982), organizational
response to the environment (Bedeian 1990), strategic
groups (Peteraf and Shanley 1997), and organizational
imitation (Kraatz 1998).

In essence, the primary focus of organizational research
is on the imitative effect of social learning, which refers to
the direct replication of an observed behavior. In addition
to the imitative effect, deterrence, or the inhibitive effect,
is also an important aspect of social learning but has
received much less attention in the organizational literature
(Kim and Miner 2007). In the criminology and sociology
literatures, the arguments for how punishments deter
deviant behaviors are sometimes subsumed under the
principles of social learning theory (Akers et al. 1979).
In general, the deterrence effect takes place when an
observer sees someone punished for a behavior and then
refrains from the replication of similar behaviors in the
future (Bandura 1977). This is also known as the “general
deterrence effect of punishment,” or vicarious punishment,
in which the punishment of an offender serves to deter
others from committing similar crimes and receiving
similar punishments (Stafford and Warr 1993). Such
refrainment lies in the perceived sanction threats that
arise from the observers’ perceived punishment certainty,
which is often found to be the most important aspect for
inhibiting crime (Grogger 1991, Loughran et al. 2012).
Besides, the preventive function of formal and informal
institutional system relies heavily on the deterrence effect
of exemplary punishment (Bandura 1977, Zimring and
Hawkins 1973). As such, it is important to investigate the
deterrence effect of social learning between organizations
given our limited knowledge on this aspect (Bingham and
Davis 2012).

Accordingly, our study adopts a social learning perspec-
tive, but focuses on the deterrence effect, in the analysis of
corporate financial fraud by emphasizing the interactions
among the three core components of social learning:
the stimuli to the observing firm (i.e., punishment of its
industry peers for corporate financial fraud as modeling
cues), the observing firm’s evaluations (i.e., evaluating
the informational value of its industry peers’ punishment
by picking up environmental and social cues), and the
observing firm’s response behaviors (i.e., the likelihood
of being deterred from committing corporate financial
fraud). We elaborate the relationships among the three
components below.

A Model of the Deterrence Effects of
Vicarious Punishment on Corporate

Financial Fraud
Vicarious punishment is based on the rationale that pun-
ishment deters future transgressions in observers by

heightening their perceived risks and expected outcomes
(Zimring and Hawkins 1973). People are usually less
likely to violate prohibitions when they witness violations
by their peers being punished than if they see no negative
consequences from them (Bandura 1977). For observers to
display learned responses from vicarious punishments, an
identification process is required in which the observers
match or identify themselves with the punishment target
so that they can then have contiguous association of
the sensory event and anticipate the consequences to be
applicable to them if they display the same behavior
(Bandura 1969). In this way, the observing firm picks up
cues from relevant punishment targets, and these cues
are called modeling cues or stimuli in the social learning
literature. In line with this logic, we focus on the vicarious
punishments of corporate financial fraud of peers in an
industry. We posit that an observing firm is less likely
to commit financial fraud if the peers in its industry are
caught and punished. In addition to the identification
mechanism, social learning involves an evaluation process
whereby observers interpret the vicarious-reinforcement
effects by picking up additional cues in the external
environment as well as evaluating their social similarity
with the punishment target, which may influence the
impact of modeling cues (Bandura 1969, 1971). These
cues are referred to as environmental cues and social
cues, respectively. Environmental cues signify the likely
consequences for performing similar behaviors under
different conditions, whereas social cues refer to the
possibility of being caught and punished as determined
by evaluating one’s social similarity with the punishment
targets. Accordingly, we further posit that different observ-
ing firms will display different learned response behaviors
from observing the target firms because the observers’
interpretations and evaluations of environmental and social
cues will moderate the relationship between the modeling
cues and their response behaviors. As such, our study
incorporates both the observing and evaluating effects
into the framework of vicarious punishment. Figure 1
presents the conceptual model of our study. We develop
the hypotheses, in accordance with the model, in the
following subsections.

Stimuli (Fraud Punishments of Industry Peers):
Modeling Cues

From the social learning perspective, vicarious punishment
is of informational value not only to the violator but
to the observers as well (Bandura 1969, 1971; Schnake
1987). By observing the consequences for the punishment
targets (models), observers will develop hypotheses about
what actions or behaviors are permissible or punishable,
and the likelihood that the observed outcomes of the
models would be applied to themselves. In this regard,
the punishment of the model serves as a modeling cue
for the observers to learn about the types of behaviors
that are likely to meet with disapproval, thus inhibiting
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Figure 1 Vicarious Punishment Model

Stimuli Reinforcement
(observing firm’s evaluation)

(fraud punishment on industry peers)

Deterrence outcomes
(observing firm’s response)
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Law development
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Industry peers’ fraud H1

H3 Observing
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punishment

(Modeling cues)
H4

Y

future fraud
commitment

Model-observer status similarity

(Social cues)

matching behaviors (Bandura 1971, O’Reilly and Weitz
1980). The modeling cues gathered from such observed
punishment outcomes are particularly useful in regulating
the behaviors of industry peers when ambiguity is high as
to what actions or behaviors are approved or disapproved.
Extant research (e.g., Peteraf and Shanley 1997) has
suggested that social learning by organizations is primarily
driven by the need to cope with uncertainty and limited
experience. In transition economies like China, there are
significant difficulties in information codification and
diffusion (Boisot and Child 1988). What is more, given
the short history of stock listing, the knowledge and
understanding of laws and regulations of many listed
firms are severely limited. In the absence of unambiguous
guidelines and rules, social learning understandably plays
a valuable role in regulating firm behaviors.

We focus on the modeling cues from industry peers.
Industry peers oftentimes serve as a critical reference point
for observing firms to make comparisons. Fiegenbaum
et al. (1996) argued that managers usually choose some
firms as their strategic reference points and observe their
behaviors. Peteraf and Shanley (1997) also suggested that
managers continually observe the actions of a localized
group of firms when they scan the environment for useful
knowledge and information. Specifically, firms in the same
industry usually compare with one another because they
are potential competitors, engage in business activities in
similar areas, hire managers or employees from the same
job markets, and sell similar products or services to the
same customers. In addition, there are usually industrial
constitutive rules describing the salient common attributes
of organizations within the same industry, in turn consti-
tuting the industry-level identity of organizations (Glynn
and Abzug 2002). Because of their common industrial
identity, these firms are often described as members of
the same population or even the same species (Baum and

Singh 1994). The constitutive rules provide organizations
with a “frame of comparability” (Porac et al. 1995), and
conformity to these rules categorizes an organization into
referent fields (Glynn and Abzug 2002). Therefore, firms
have strong motives and opportunities to observe, learn
from, and adjust to the behaviors and consequences of
their industry peers.

Based on the above literatures, we posit that when
industry peers are punished for corporate financial fraud
by regulatory authorities, the observing firms will become
alert for several reasons. First, such punishments can
easily capture the attention of other firms in the same
industry. Given that industry peers often observe and
imitate the behaviors and strategies of one another to
cope with uncertainty (Guillen 2002), the fraud firms in
the same industry likely are regarded as reference points
by peer firms. Second, such punishment also serves as an
information conduit conveying the message that corporate
financial fraud is strictly prohibited and the relevant rules
and regulations are actively enforced, and firms will
be punished if they commit fraud. Third, punishment
can produce fear in observers (Malouff et al. 2009).
Seeing their reference points being punished and the
negative market reactions accompanying the punishment
(Chen et al. 2005), the observing firms can predict the
consequences for themselves in similar situations, and
therefore are likely to avoid committing fraud. To the
extent that more firms in the same industry are caught
and punished, the observing firms will witness the danger
and even ‘“‘visualize” the negative consequences more
vividly and become more hesitant to commit fraudulent
behaviors. This leads to our baseline hypothesis.

HypotHEsis 1 (H1). The number of punishments of
industry peers for corporate financial fraud is negatively
related to the likelihood of fraud commitment of an
observing firm in that industry.



Downloaded from informs.org by [13.55.100.180] on 06 November 2023, at 18:38 . For personal use only, al rights reserved.

Yiu, Xu, and Wan: The Deterrence Effects of Vicarious Punishments on Corporate Financial Fraud

Organization Science 25(5), pp. 1549-1571, © 2014 INFORMS

1555

Observer’s Evaluation: Environmental Cues
Modeling cues alone are not sufficient to fully account
for observing firms’ behaviors after witnessing the conse-
quences faced by the model firms and, in our case, the
punishment targets. Bandura (1971) highlighted that the
deterrence effect of the same vicarious punishment is often
differentially reinforced depending on the comparative
judgment of its informational value, and such judgment is
affected by environmental factors (factors external to the
models and observers). Thus, it is important to examine
how the observing firms evaluate environmental factors
that may signify the likely consequences for performing
similar corporate frauds. In this study, we focus on two
types of environmental cues. First, a well-documented
environmental cue is whether or not the regulator is
determined to punish prominent targets, as such a cue is of
greater utilitarian informational value for the observers
(Bandura 1971). The observers are likely to evaluate
the probability of receiving punishment if they commit
fraudulent behaviors by assessing whether or not there is
discriminatory enforcement of the punishment (Bandura
1969). In this regard, we examine the moderating effects
of fraud punishments of prominent firms. Second, the
effectiveness of vicarious punishment is highly dependent
on whether the environment has explicit rules to govern
firm response behaviors (Bandura 1969). Accordingly, we
examine whether the effects of vicarious punishment will
diminish when formal rules for governing firm behav-
iors in the broader institutional environment become
more developed, which then weakens the need for social
learning.

Fraud Punishments of Prominent Firms. A significant
environmental cue that has been well documented is
the regulator’s determination and willingness to punish
targets that are high in prestige, power, and competencies,
which have greater utilitarian value for observers (Bandura
1971). We focus on the environmental cue given by fraud
punishments of prominent firms on the stock exchange.
A firm’s prominence, according to Mishina et al. (2010,
p. 706), “reflects the degree to which external audiences
are aware of its existence, as well as the extent to which
they view it as relevant and salient.” This emphasis
on awareness, relevance, and salience regarding firm
prominence is in line with that of past studies (e.g., Ocasio
1997). Thus, the prominence of the model (fraud firm)
becomes an important discriminative cue that signifies
the possible consequences associated with the behaviors
emulated by observers, thus representing greater utilitarian
value for observers (Bandura 1969). Accordingly, we argue
that the punishment of prominent firms is of important
informational value to strengthen the deterrence effects
of the modeling cue, that is, the punishment of industry
peers, as such an act by the regulatory authorities provides
an environmental cue to the observing firms that the
regulatory and enforcement environment has become strict
and serious in guarding against fraudulent behaviors.

Moreover, because of the high visibility of prominent
firms (Rindova et al. 2005), punishments of these firms
render the enforcement actions by regulatory authorities as
salient environmental cues that attract heightened attention
from all other firms. Such attention may arouse anxiety
and fear in the observing firms and propel them to search
for more information about the credibility of the regulatory
enforcements. Also, the observed consequences for promi-
nent violators provide a standard for judging whether the
punishments of other violators (such as punished industry
peers) are equitable or unfair, and through such compari-
son observers can get clearer information about the types
of behaviors to be sanctioned. As indicated by previous
studies (e.g., Bandura 1969, Deephouse 2000, Pfarrer
et al. 2010), firm prominence may buffer the impact of
negative incidents on firms. Prominent firms thus are
less expected to be caught and punished for fraudulent
behaviors. Hence, the consistently negative consequences
on prominent firms caught for fraudulent behaviors clearly
signal regulatory authorities’ determination to punish
violators as well as their impartialness and fairness in
punishment enforcement. As such, the transmission of the
standards and rules is facilitated (Bandura 1977), and the
deterrence effects are in turn strengthened.

Being a national champion confers prominence. For
example, Korea’s Hyundai and Japan’s Toyota are well-
known examples of national champions in their respective
countries. In China, this is especially the case. A national
champion in China is usually a member of a business
group (Nolan 2001, Yiu 2011). The central government
of China selected about 100 business groups out of more
than 2,500 business groups as the national champions
(Nolan 2001). These national champions are mostly state
owned and directly overseen by the State Council, China’s
highest decision-making body (i.e., central government as
opposed to regional government) and thus are first-tier,
central government firms in China. Also, top managerial
positions in these firms are taken by high-ranking govern-
ment bureaucrats. Although they are not necessarily the
largest firms in China, these firms serve as exemplary
cross-industry, cross-region “national” firms that carry the
country’s expectations of them to be world-class compa-
nies, in turn determining their position in the international
economic order (Sutherland 2001). Regardless of the
merits of such policy, national champions are widely
regarded as prominent firms, as their successes, failures,
and actions are bound to draw a great deal attention
from other firms, the media, and the general public. For
example, because national champions are founded by the
state and provide products in industries that are central to
national security and key economic sectors, the public
pays particular attention to these firms and expects them
to have timely and accurate information dissemination.'
Therefore, when an observing firm sees that even firms as
prominent as national champions are punished, it will
be more certain that regulatory authorities are serious
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about, as well as being impartial and fair in, the enforce-
ment of the rules. Consequently, the effects of vicarious
punishment become accentuated.

HyproTHEsIs 2 (H2). The negative effect of industry
peers’ fraud punishment on the likelihood of an observing
firm’s fraud commitment is strengthened by the total
number of fraud punishments of prominent firms in the
stock exchange.

Law Development. The relevance and effectiveness of
vicarious punishments depends heavily on the ambiguity
level of the legal environment (Bandura 1969). Under high
levels of legal ambiguity, firms will find it challenging
to obtain clear signals and adequate information about
the consequences of various behaviors through direct
learning of explicit rules and regulations in laws. In
this case, indirect learning or observing the behaviors
and consequences of models serves as a more effective
and reliable means for the observing firms to obtain
information with regard to which behaviors are permitted
or prohibited in the specific institutional environment.
In contrast, when the legal institutions are more developed
such that firms can understand directly and easily from
the explicit legal rules as well as their enforcement
and implementation characteristics, vicarious punishment
will be of less informational value. Firms will then
learn via regulatory institutions, which have already
summarized and transformed the experience from the
fraud and punishment events to rules and regulations
(Lampel et al. 2009). Indeed, it is understandable that
firms would prefer the direct information contained in
legal provisions, which is relatively stable, transparent, and
long lasting, over the individualized information obtained
through vicarious learning. This is in line with research on
law and criminology that found perceived sanction threat
is significantly influenced by certainty of punishment,
which is part of a process of legal socialization about law
that shapes subsequent perception of risk and, in turn, the
decisions to offend or not (Grogger 1991, Loughran et al.
2012). Therefore, when the legal institutions, in terms of
rules and regulations as well as their implementation and
enforcement, are developed and mature, firms will have
little doubt about transgressive behaviors being ignored
and unpunished by the relevant authority. In other words,
they do not have to rely as much on observational learning
when it comes to certainty of punishment.

In this particular sense, formal legal rules and learning
by observations can be viewed as substitutable with
each other. When law development and implementation
are less mature, observational learning is of critical
informational value, because it may direct the observers’
attention to relevant modeling cues from the punishment
target that they would otherwise find difficult to interpret
(McDavid 1962). Through such indirect means, they
learn what behaviors are appropriate and allowed. When
law development is more mature, the information from

observational learning, though certainly still relevant,
becomes less crucial because the formal legal institutions
have already mitigated the ambiguity and uncertainty
of the legal environment. The firms may not need to
pick up and interpret modeling cues as much because the
information from the rules is now more clear-cut and easier
to interpret. As such, we argue that the deterrence effects
of vicarious punishment on other firms are relatively less
relevant in this environment compared to that where the
legal institutions are weaker. It is also in line with the
institutional perspective that as formal institutions develop,
reliance on informal institutions will be relatively weaker.

HypotHEsIs 3 (H3). The negative effect of industry
peers’ fraud punishment on the likelihood of an observing
firm’s fraud commitment is weakened when the level of
law development is higher.

Observer’s Evaluation: Social Cues

Social cues refer to the possibility of being caught and
punished as determined by evaluating one’s similarity
with the punishment targets. This can be explained by
the mechanism of social identification. According to
Ashforth and Mael (1989) and Tajfel and Turner (1985),
identification with a group refers to a social actor’s
sense of belonging to this group. Through the process of
social identification, the social actor deduces its value
and significance from the association with social peers
in the group who become the reference points in the
social actor’s decision making (Ashforth and Mael 1989,
Fiegenbaum et al. 1996). Also, the social actor vicariously
learns from the experiences of its reference points. Within
an industry, a firm usually identifies with a certain social
group that can distinguish them more saliently than the
whole industry. The firm would regard such a group as
its first-order reference point and give higher priority
to the experiences of this group during the process of
social learning (Dutton and Dukerich 1991, Peteraf and
Shanley 1997).

Among the social identification means, such as age
similarity and geography similarity, the most crucial
one is status similarity (Chung et al. 2000), because
status draws a sharp line and distinction between higher-
and lower-status groups in the social categorization and
cognitive differentiation of the actors (Ashforth and Mael
1989). Also, firms with similar status are expected to
have similar values and tend to be more cohesive because
the group boundary is less permeable, and thus they are
more aware of and alert to one another’s experiences
(Podolny 1994). As such, we follow the literature and
focus on status-based similarity in this study. The status
of a firm refers to the firm’s relative position among its
peers or competitors within a broad social order (Peteraf
and Shanley 1997), and such position is “socially con-
structed, and inter-subjectively agreed upon and accepted”
(Washington and Zajac 2005, p. 284). We argue that status-
based similarity is a powerful mechanism to strengthen
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vicarious learning. First, because of the mechanism of
social closure, a firm usually interacts with, and gets
access to information and knowledge from, its industry
peers of similar status (Burris 2004, Chung et al. 2000).
Thus, firms have more chance to learn observationally
from similar-status industry peers than from other peers.
Second, the experiences of industry peers are more rele-
vant for an observing firm that has a status similar to
that of these industry peers. These firms directly compete
with each other for similar customers, employees, and
other resources. The process of competitive isomorphism
(Hannan and Freeman 1977) drives them to have similar
and compatible organizational practices (Chung et al.
2000), thus making the experiences of these firms more
relevant and valuable for each other (Greve 2005). Third,
when an observing firm has a status similar to that of
the models that are punished by regulatory authorities,
it is more vulnerable to the spillover effect of negative
judgment by the external audiences, because audiences
tend to generalize from the misconducts of the models
to other firms with similar status (Jonsson et al. 2009,
Zavyalova et al. 2012). Therefore, the observing firm will
be particularly alert to learn from the mistakes made by
their peer firms with similar status in the industry.

In regard to inhibitive learning from vicarious punish-
ment, we propose that model-observer status similarity,
that is, the similarity in status of the fraud firm and
the observing firm, plays a crucial moderating role in
the social learning process. As explained above, greater
similarity between the model and the observer indicates
that the experiences of the model are more relevant for
the observer (Massini et al. 2005). Thus, the observing
firms are more likely to choose these peers as their first-
order reference points to gauge the probability of being
caught when conducting fraudulent behaviors. When
witnessing the negative consequences of the fraudulent
behaviors of industry peers with similar status, the observ-
ing firms likely will perceive these punishment cases as
especially vivid and relevant. They would easily imagine
the same situations for themselves and may even perceive
increased probabilities of being caught and punished if
they commit similar frauds (Stafford and Warr 1993).
Thus, the observing firms will pick up cues from their
relevant social groups, and such cues will strengthen the
deterrence effects of the fraud punishments of the peer
group. In other words, the deterrence effect of a fraud
punishment will vary among observing firms, with the
effect being stronger for similar observing firms than for
dissimilar observing firms. This implies that for a given
observing firm, the deterrence effect of punishment for
fraud committed by a similar model is stronger than that
for fraud committed by a dissimilar model. Accordingly,
we hypothesize the following.

HypoTHESIs 4 (H4). Similar-status industry peers’
fraud punishment (model-observer similarity) is more
negatively related to the likelihood of fraud commitment

of an observing firm than dissimilar-status industry peers’
fraud punishment (model-observer dissimilarity).

Methods

Empirical Setting and Sample

Our study uses China as the empirical setting. The
experience of China, as the largest transition economy, has
important implications for other countries at a transitional
stage. Currently, there are more than 1,600 firms in the
two stock exchanges (Shanghai and Shenzhen) of China.
Since the CSRC was established in 1992, more than
300 laws and directives concerning the securities market
have been issued. The Provisional Regulations Against
Securities Fraud was approved in 1993. Subsequently, in
1998, the Securities Law was enacted, which expressly
prohibited disclosure of false information, insider trading,
and market manipulation. The law also stated that the
CSRC was to be the ultimate regulator of the securities
markets and the prime discipliner of the listed firms
in China.

In line with previous corporate fraud studies (Chen et al.
2006, O’Connor et al. 2006), the unit of analysis of this
study is fraud commitment. We examined all corporate
financial fraud released and published by the CSRC from
2002 to 2008. The sample period was chosen because
it was a period when China was actively moving away
from a centrally planed regime and undergoing gradual
institutional transition. Moreover, this sample period
is after the promulgation and enforcement of several
major legislations related to the corporate governance of
Chinese listed firms, such as the Provisional Regulations
Against Securities Fraud in 1993, the Company Law
in 1994, the Securities Law in 1999, the Accounting
Law in 2000, and the Rules of Internal Accounting
Control (Basic Rules) in 2001. The enforcement actions
against corporate financial fraud are recorded by the
China Regulatory Enforcement Research Database of the
China Stock Market and Accounting Research (CSMAR)
database. The database includes each corporate financial
fraud event that was officially released by the CSRC,
Shanghai Stock Exchange, or Shenzhen Stock Exchange
and published in the media designated by the CSRC. As
such, the coverage of corporate financial fraud in the
database is comprehensive. A total of 302 financial fraud
cases by 211 firms from 2002 to 2008 were included in
our sample.

Similar to previous corporate financial fraud studies
(e.g., Arthaud-Day et al. 2006, Beasley 1996, Harris and
Bromiley 2007), we adopted a matched sample research
design that is considered more powerful and appropriate
than a random sample design for studying events that have
low occurrence rates in general (Arthaud-Day et al. 2006,
O’Connor et al. 2006). For each fraud case, we matched
a fraud firm with a nonfraud firm based on firm size in
terms of within +30% of the total assets in the year
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prior to the year of the fraud occurrence as well as on
industry type according to the industry classification of
the CSRC. Firm size and industry are the two most widely
used matching criteria in the corporate fraud studies
(e.g., Daboub et al. 1995). Additionally, to minimize the
likelihood of misclassifying a nonfraud firm in the sample,
we reviewed each nonfraud firm from 2002 to 2008 to
verify that there was no report of fraud throughout the
period. After deleting cases with missing information for
the variables used in this study, the final sample contains
604 observations (i.e., 302 matched pairs). We tested the
equivalence of the fraud and nonfraud observations in
terms of total number of employees, sales growth, current
ratio, net profit, and stock listing exchange and found no
statistically significant difference between the two groups
of observations on any of these dimensions.

Dependent Variable

Following previous studies (e.g., Chen et al. 2005, 2006;
Kang 2008), we used a binary variable to capture the
observing firm’s fraud commitment. We assigned a value
of 1 for corporate financial fraud commitment cases that
were officially announced during 2002-2008 and a value
of 0 for all nonfraud cases.

Independent Variables

We lagged all our independent variables and control
variables to rule out reverse causality (Kenny 1979). There-
fore, the dependent variable was from 2002 to 2008 (¢),
whereas all the independent variables and control variables
were from 2001 to 2007 (¢ — 1). In addition, we coded all
the independent variables and control variables related to
peer fraud punishment from the whole population—that
is, all the listed firms in China.

Industry Peers’ Fraud Punishment. In regard to the
main independent variable in our study, we first classified
all the listed firms into different industries according
to the industry classification of the CSRC (a total of
22 industries). Because the total number of listed firms
varies quite a lot from one industry to another, we scaled
this variable by the size of the industry; that is, for each
observing firm in our sample, we used the number of
its listed industry peers’ fraud punishment cases in the
population divided by the total number of such peer
firms as the measure for industry peers’ fraud punishment
(Mishina et al. 2010).

Prominent Firms’ Fraud Punishment. Firm prominence
“reflects the degree to which external audiences are aware
of its existence, as well as the extent to which they view
it as relevant and salient” (Mishina et al. 2010, p. 706).
Following previous studies (e.g., Mishina et al. 2010,
Rindova et al. 2005), the definition of a prominent firm
is dichotomously classified by whether a firm belongs
to the national champions or “central enterprises” in
China. Being at the top of the government administrative

hierarchy, the central government has very strict criteria
to select the national champions, because the government
has a great deal of hope that these enterprises will be key
drivers of the Chinese economy, and many of them are
in industries that have strategic importance to national
security and sectors with restrictions on entry. So whether
a firm is a national champion or not serves as the most
appropriate indicator of firm prominence in our study
context, because these firms are the most renowned
national companies in China, and their success, failure, and
actions tend to draw the most attention from the public, the
media, and other firms. Prominent firms’ fraud punishment
is measured by the number of fraud punishment cases
committed by the national champions.? In line with the
measure of industry peers’ fraud punishment, this measure
excludes the fraud punishment cases of the observing
firm itself and is scaled by the total number of national
champions in the stock market.

Law Development. Past studies (e.g., La Porta et al.
2000, Levine 2005) indicated that property rights protec-
tion is a key indicator of the level of law development,
including how well the law is formulated and enforced.
We adopted the index of property rights protection of
firms developed by the National Economic Research
Institute (Fan et al. 2009) to measure the levels of law
development in China. The index reflects the development
of the business legal framework in China, with higher
scores indicating better protection of property rights. The
index has been widely used in past studies, such as Firth
et al. (2009) and Jiang (2010).

Model-Observer Similarity. Model-observer similarity
is represented by two variables: similar-status industry
peers’ fraud punishment and dissimilar-status industry
peers’ fraud punishment. Following previous studies on
firm status (e.g., Mitchell et al. 1993), we operationalized
a firm’s status in the industry in terms of market share.
Specifically, we divided each firm in the population into
two groups, higher status and lower status, according
to the three-year averaged market share in the industry.
A firm is considered to belong to the higher-status group if
its market share is above or equal to the industry median
and to belong to the lower-status group otherwise. Similar-
status industry peers’ fraud punishment is measured by the
number of fraud punishment cases on the industry peers
that belong to the same status group as the observing firm,
whereas dissimilar-status industry peers’ fraud punishment
is measured by the number of fraud punishment cases on
the industry peers that do not belong to the same status
group as the observing firm.

Control Variables

Other Fraud Punishments. Past studies on social learn-
ing found that a focal firm may learn from the experiences
of other social peers, such as peers from the same region
(e.g., Kim and Miner 2007). To exclude such influence,
we controlled for same-region peers’ fraud punishment
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and same-age peers’ fraud punishment. Same-region
peers’ fraud punishment is measured by the number of
fraud punishment cases on peers located in the same
province as the observing firm, whereas same-age peers’
fraud punishment is measured by the number of fraud
punishment cases on peers that were established in the
same year as the observing firm.

Punishment Severity. Because regulatory enforcement
intensity and penalty size may also have an influence
on the fraud commitment of the observing firm, we
controlled for punishment severity, which is measured as
the average value of the penalties levied on all the listed
firms except the observing firm for corporate financial
frauds in each year.

Corporate Governance. We controlled for the effects of
key internal corporate governance mechanisms, including
independent board of directors, CEO duality, ownership,
and use of a Big Five auditor, which are commonly found
in developed economies and increasingly being adopted
in transition economies. Past studies found that firms are
more likely to commit corporate financial fraud when
the board is composed of fewer outside or independent
directors (Beasley 1996) or has the CEO also serving
as the chairman of the board (Kesner et al. 1986). Also,
researchers found that equity-based incentives such as
stock options can help reduce managers’ propensity to

commit corporate financial fraud (O’Connor et al. 2006).

The ratio of independent directors is calculated as the
number of independent directors divided by the total
board size. CEO duality is a dummy variable that takes
a value of 1 if the CEO and board chairman positions
are held by the same person and O otherwise. State
ownership, particularly salient in China, is controlled and
calculated as the percentage of ownership shares held by
the government. Management ownership is calculated as

the percentage of the ownership shares held by managers.

Finally, we controlled for the effects of a prestigious
auditor (e.g., Becker et al. 1998, Chen et al. 2006). A value
of 1 indicates that a Big Five auditor is employed, and a
value of 0 indicates otherwise.

Organizational Control Variables. Firm size was found
to be positively related to corporate financial fraud
(Arthaud-Day et al. 2006). We measured firm size as
the natural log of the total number of employees. We
also controlled for firm age, because new firms may
have a higher risk of corporate financial fraud because
managers are under pressure to meet earnings expectations

(Beasley 1996). It is measured as years since established.

A firm is coded as 1 if it is a prominent firm, that is, a
national champion, and O otherwise. Debt—asset ratio
represents a firm’s financial quality (Opler and Titman
1994) and hence could influence managers’ incentives
to commit financial fraud. It is measured as the ratio of
long-term debt to total assets. Past studies found that a

firm’s financial performance and growth may serve as
“red flag” indicators of corporate financial fraud, because
they may lead management to place undue emphasis on
earnings and profitability and increase the likelihood of
committing financial fraud (Beasley 1996). Therefore, we
included a firm’s financial performance in terms of return
on assets (ROA) and firm growth in terms of asset growth.

In addition, past studies (e.g., Greve 2003, Mishina
et al. 2010) also indicated that possible declines in a
firm’s future relative performance and the potential costs
to the firm of not meeting social aspirations may motivate
managers to conduct illegal behaviors. Social aspiration
refers to the smallest outcome of a firm relative to the
outcome of other firms that would be deemed as the
boundary between success and failure (Greve 2003). In
line with Mishina et al. (2010), social aspiration of a focal
firm is calculated as the sum of the return on assets of its
industry peers scaled by the total number of industry peers.
A spline is used to isolate the effects of performance (i.e.,
ROA) above and below social aspirations, and two separate
variables are generated. The two variables are coded
so that larger positive values represent greater distance
from aspirations for both measures. The calculations are
as follows:

Performance_above_aspirations;,
= ROA,, — aspirations;, if ROA,, > aspirations,,,
=0 if ROA,, < aspirations,,;; (1)

Performance_below_aspirations;,
= aspirations;, — ROA,, if ROA,, < aspirations,,,
=0 if ROA;, > aspirations;,. (2)

Environmental Control Variables. We controlled for
industry effects by including five industry dummies using
CSMAR’s industry classification. Similarly, we also
included province dummies to exclude the influence of
regional variations in China (Chen et al. 2006, Liu 1983).
In addition, year dummies are included in the analysis to
tease out differences as a result of time.

Results
The means, standard deviations, and correlations of the
variables used in the study are reported in Table 1. The
correlations between industry peers’ fraud punishment
and similar-status and dissimilar-status industry peers’
fraud punishment are quite high, because the latter two
are subcategories of the former. To avoid collinearity,
the two variables were included in separate models. We
further checked the variance inflation factors (VIFs). The
individual VIF ranges from 1.03 to 2.25, and the average
VIF is 1.34. Given that all the VIFs are far below the
commonly accepted value of 10 (Cohen et al. 2003),
multicollinearity is unlikely to pose a threat to our study.
We tested our hypotheses using conditional logistic
regression. Given the matched-sample design and binary
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dependent variable, the sample obeys a conditional dis-
tribution with the value of the dependent variable for
each pair fixed (i.e., one 1 and one 0), and so conditional
logistic regression is an appropriate tool for our analysis
(Agresti 2002, Hosmer and Lemeshow 2000, O’Connor
et al. 2006). Tables 2—5 display the study results. In
Table 2, Model 1 is the baseline model that contains only
control variables. Model 2 shows the overall effect of

industry peers’ fraud punishment on observing firms’
fraud occurrence (model cues). The coefficient of indus-
try peers’ fraud punishment is negative and statistically
significant (p < 0.01), which provides strong support for
Hypothesis 1.

In Models 3-5, we tested the moderating effects of the
environmental cues. In Model 3, the coefficient of the inter-
action term between prominent firms’ fraud punishment

Table 2 Conditional Logistic Regression Analysis: Effects of Modeling Cues and Environmental Cues

Model 1 Model 2 Model 3 Model 4 Model 5
Independent variables
Industry peers’ fraud punishment —22.51* —18.89** —24.41* —19.84*
(industry punish) (7.91) (7.83) (7.97) (8.02)
Prominent firms’ fraud punishment —961.727 —991.161
(prominent punish) (626.13) (628.86)
Law development -0.30 -0.371
(0.22) (0.24)
Industry punish x Prominent punish —545.31* —627.13*
(236.68) (249.87)
Industry punish x Law development 3.03* 3.52*
(1.68) (1.76)
Control variables
Same-region peers’ fraud punishment —6.067 —6.90* —6.551 —8.22* -8.21*
(3.32) (3.48) (3.53) (3.80) (3.90)
Same-age peers’ fraud punishment —1.44 —1.00 -0.77 -0.93 —0.65
(1.34) (1.35) (1.38) (1.35) (1.39)
Punishment severity —-0.42 —0.46 0.60 —0.49 0.58
(0.84) (0.89) (0.98) (0.91) (0.98)
Independent director ratio 0.07 0.04 1.31 0.45 2.19
(1.96) (1.99) (2.20) (2.00) (2.29)
CEO duality -0.14 —0.01 -0.14 —0.04 -0.20
(0.36) (0.38) (0.40) (0.39) (0.41)
State ownership —0.83f —0.92f —1.23* —1.07* —1.43*
(0.49) (0.50) (0.54) (0.52) (0.57)
Management ownership 26.10* 23.32* 24.75* 22.88** 24.64*
(7.51) (7.61) (8.04) (7.89) (8.47)
Big Five auditor —0.26 —0.58 —0.35 —0.53 —-0.24
(0.79) (0.85) (0.87) (0.84) (0.85)
Firm size 0.05 0.09 0.09 0.10 0.09
(0.12) (0.13) (0.13) (0.13) (0.13)
Firm age 0.06 0.06 0.08f 0.07 0.10*
(0.04) (0.04) (0.05) (0.04) (0.05)
Prominent firm dummy —-0.40 —0.26 —-0.76 -0.27 —0.83
(0.46) (0.46) (0.53) (0.47) (0.54)
Debt-asset ratio —0.69 —1.16 —-1.27 —-1.02 —-1.12
(1.70) (1.79) (1.89) (1.81) (1.92)
ROA -11.06 —15.301 —16.407 —14.44 —15.751
(7.87) (9.17) (9.47) (9.09) (9.45)
Asset growth 0.28 0.28 0.58 0.35 0.73°
(0.36) (0.36) (0.42) (0.36) (0.42)
Performance above social aspiration —20.22f —14.93 —18.39 —16.34 —20.841
(10.76) (11.95) (12.46) (11.88) (12.37)
Performance below social aspiration —-10.17 —14.65 —-15.82 —13.86 —-15.23
(7.97) (9.26) (9.54) (9.18) (9.53)
Log likelihood —121.92 —-117.57 —109.57 —114.68 —105.80
Likelihood ratio y? (d.f.) 174.82** (51) 183.51* (52) 199.53* (54) 189.30** (54) 207.06** (56)
Pseudo-R? 0.42 0.44 0.48 0.45 0.50

Notes. N =604. Industry, province, and year dummies are included but not reported. All the independent variables and control variables are

lagged (t—1).

0 <0.10; *p < 0.05; *p < 0.01; **p < 0.001 (two-tailed for controls and one-tailed for hypothesized variables).
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Table 3 Conditional Logistic Regression Analysis: Effects of Social Cues

Model 1 Model 2 Model 3 Model 4
Independent variables
Similar-status industry peers’ —14.24* —16.24*
fraud punishment (4.54) (4.82)
Dissimilar-status industry 0.93 —5.61
peers’ fraud punishment (4.14) (4.83)
Control variables
Same-region peers’ —6.06" -5.68 —597f —6.111
fraud punishment (3.32) (3.50) (3.34) (3.54)
Same-age peers’ —1.44 —-1.15 —1.46 —1.03
fraud punishment (1.34) (1.43) (1.35) (1.40)
Punishment severity —-0.42 —-0.34 —-0.41 —-0.39
(0.84) (0.87) (0.84) (0.89)
Independent director ratio 0.07 0.73 0.1 0.53
(1.96) (1.99) (1.97) (2.01)
CEO qduality —-0.14 —0.02 —-0.14 0.02
(0.36) (0.37) (0.36) (0.38)
State ownership -0.83t —1.00* —0.841 -1.01*
(0.49) (0.51) (0.49) (0.51)
Management ownership 26.10* 26.03* 26.42* 2451
(7.51) (7.51) (7.65) (7.63)
Big Five auditor —0.26 —0.63 —0.26 —0.68
(0.79) (0.83) (0.79) (0.84)
Firm size 0.05 0.05 0.04 0.07
(0.12) (0.13) (0.12) (0.13)
Firm age 0.06 0.06 0.06 0.06
(0.04) (0.04) (0.04) (0.04)
Prominent firm dummy —0.40 —0.44 —-0.42 -0.37
(0.46) (0.47) (0.47) (0.47)
Debt-asset ratio —0.69 -0.79 —0.66 —1.02
(1.70) (1.79) (1.71) (1.82)
ROA —11.06 —16.111 —11.05 -16.977
(7.87) (9.29) (7.85) (9.48)
Asset growth 0.28 0.23 0.27 0.24
(0.36) (0.38) (0.36) (0.37)
Performance above —20.22t —16.48 —20.43 —14.78
social aspiration (10.76) (11.99) (10.80) (12.24)
Performance below —-10.17 —15.531 —10.16 —16.441
social aspiration (7.97) (9.38) (7.96) (9.57)
Log likelihood —121.92 —-116.27 —121.90 —115.57
Likelihood ratio y2 (d.f.) 174.82" (51)  186.13* (52) 174.87* (52) 187.52** (53)
Pseudo-R? 0.42 0.45 0.42 0.45

Notes. N = 604. Industry, province, and year dummies are included but not reported. All the independent

variables and control variables are lagged (¢t —1).

T <0.10; *p < 0.05; *p < 0.01; **p < 0.001 (two-tailed for controls and one-tailed for hypothesized

variables).

and industry peers’ fraud punishment is negative and
significant (p < 0.05). In Model 4, the coefficient of the
interaction term between law development and industry
peers’ fraud punishment is positive and significant (p <
0.05). Such effects remain stable in Model 5, in which
we entered both environmental cue variables together.
Therefore, both Hypotheses 2 and 3 are supported. We
plotted the moderating effects graphically. Figure 2, pan-
els (a) and (b), demonstrates the moderating effects of
prominent firms’ punishment and law development. Fig-
ure 2, panel (a) shows that there is a negative relationship

between industry peers’ fraud punishment and the likeli-
hood of the observing firm’s fraud commitment. However,
the negative relationship becomes stronger at higher levels
of prominent firms’ fraud punishment compared with
lower levels, indicating that prominent firms’ fraud pun-
ishment can strengthen the deterrence effect of industry
peers’ fraud punishment on the observing firm’s fraud
commitment. As shown in Figure 2, panel (b), the neg-
ative slope of the relationship between industry peers’
fraud punishment and the observing firm’s fraud commit-
ment becomes less steep as the level of law development
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Table 4 Conditional Logistic Regression Analysis: Effects of Social Cues

Model 1 Model 2 Model 3
Independent variables
Industry higher-status peers’ fraud —16.65* —-4.13
punishment (higher-status punish) (8.07) (9.57)
Industry lower-status peers’ fraud —9.38* —17.32*
punishment (lower-status punish) (4.74) (5.99)
Observing firm status -0.37
(0.41)
Higher-status punish x Firm status —-30.37*
(10.97)
Lower-status punish x Firm status 1517+
(6.44)
Control variables
Same-region peers’ fraud punishment —6.06" —6.74" —5.53
(3.32) (3.48) (3.56)
Same-age peers’ fraud punishment —1.44 —-1.08 -1.12
(1.34) (1.35) (1.42)
Punishment severity —-0.42 —-0.34 —-0.11
(0.84) (0.89) (0.88)
Independent director ratio 0.07 0.07 0.11
(1.96) (2.00) (2.06)
CEO duality -0.14 —0.02 —0.09
(0.36) (0.38) (0.39)
State ownership —0.83f —0.95" —1.20*
(0.49) (0.50) (0.53)
Management ownership 26.10* 23.40* 25.41*
(7.51) (7.59) (7.82)
Big Five auditor —0.26 —0.59 —-0.80
(0.79) (0.84) (0.88)
Firm size 0.05 0.10 0.09
(0.12) (0.13) (0.13)
Firm age 0.06 0.07 0.07
(0.04) (0.04) (0.04)
Prominent firm —-0.40 -0.27 —0.33
dummy (0.46) (0.46) (0.47)
Debt-asset ratio —0.69 —1.26 —1.24
(1.70) (1.79) (1.85)
ROA —11.06 —14.65 —-15.71
(7.87) (9.08) (9.62)
Asset growth 0.28 0.32 0.18
(0.36) (0.37) (0.39)
Performance above social aspiration —20.221 —15.92 —15.46
(10.76) (11.96) (12.52)
Performance below social aspiration -10.17 —14.02 —14.97
(7.97) (9.17) (9.68)
Log likelihood —-121.92 —117.31 —-112.32
Likelihood ratio y? (d.f.) 174.82** (51) 184.03** (53) 194.02** (56)
Pseudo-R? 0.42 0.44 0.46

Notes. N =604. Industry, province, and year dummies are included but not reported. All the independent

variables and control variables are lagged (t — 1).

o <0.10; *p < 0.05; *p < 0.01; **p < 0.001 (two-tailed for controls and one-tailed for hypothesized

variables).

increases, indicating that law development weakens the
deterrence effect of vicarious punishments.

The results of the model-observer status similarity test
are presented in Table 3. Hypothesis 4 predicted that for
a given observing firm, the deterrence effect of a similar-
status model’s fraud punishment is stronger than that of
a dissimilar-status model’s punishment. Table 3 shows

that the coefficient of similar-status industry peers’ fraud
punishment is significantly negative in Model 2 (p < 0.01)
and Model 4 (p < 0.001), whereas the coefficient of
dissimilar-status industry peers’ fraud punishment is not
significant in both Model 3 and Model 4. We compared the
differences in the two regression coefficients in Model 4
by performing a z-test and found that they are significantly
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Table 5 A Two-by-Two Matrix of the Effects of Model-Observer

Similarity
Observing firms
Modeling firm Higher-status Lower-status
Higher-status —34.50** —4.13
(similar peers) (dissimilar peers)
Lower-status —2.15" —17.32*

(dissimilar peers) (similar peers)

Note. The table shows regression coefficients calculated or extracted
from Table 4.
*p <0.01.

different ( = 1.97, p < 0.05). Therefore, Hypothesis 4 is
supported.

To further illustrate our findings on model-observer
similarity/dissimilarity, we divided both industry peers
(model) and observing firms (observer) into higher- and
lower-status groups based on their market positions in their
respective industries, in terms of the three-year averaged
market share in the industry (Mitchell et al. 1993). We
used a median split to categorize the two groups.® We
created two interaction terms: higher-status industry peers’
fraud punishment x observing firm status and lower-status

industry peers’ fraud punishment x observing firm status.

Table 4 presents the results of the conditional logistic
regression, whereas Table 5 is a two-by-two matrix that
summarizes the regression coefficients of higher- and
lower-status peers’ fraud punishments for higher- and
lower-status observing firms.

Figure 2 Interaction Plots: Environmental Cues

(a) The moderating effects of prominent firms’
fraud punishment
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Figure 3 Interaction Plots: Social Cues

(a) Effects of industry higher-status peers’ punishment
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In Model 3 of Table 4, we find that higher-status
observing firms are more likely to be deterred by punish-
ments levied on the higher-status industry peers compared
with lower-status observing firms. This is shown by the
negative coefficient of the interaction term between higher-
status peers’ punishment and the observing firm status
dummy (p < 0.01). As for another matched group, lower-
status peer fraud punishment and lower-status observing
firm, we followed Baron and Kenny (1986) and Kenny
(2011) to interpret the findings. As shown in Model 3, the
coefficient of lower-status peers punishment is —17.32
(p < 0.01), indicating that their punishment, compared
with higher-status peer punishment, strongly deters lower-
status observing firms from committing fraud. In addition,
we find that the coefficient of the interaction between
lower-status peers’ punishment and observing firm sta-
tus is 15.17 (p < 0.01), indicating that the effects of
lower-status peers’ punishment are significantly different
between the two observing groups, with the net effect
of —2.15 (= —17.32+ 15.17) for the lower-status peers’
punishment on the higher-status observing group. So
the effects of lower-status peers’ punishments are more
negative on the lower-status than the higher-status observ-
ing firms. The regression coefficients of two matched
pairs are also summarized in a two-by-two matrix (see
Table 5). The values of the cells refer to the regression
coefficients taken and calculated from Table 4. The matrix
shows that the deterrence effect of the fraud punish-
ment of a particular social group is stronger for the
respective social peers (higher-status peers’ punishment:
—34.50, p < 0.01 for higher-status observing firms versus
—4.13 for lower-status observing firms; lower-status peers’
punishment: —2.15, p < 0.01 for higher-status observing
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firms versus —17.32, p < 0.01 for lower-status observing
firms). We also find interesting results on dissimilar peers:
lower-status peers’ fraud punishment does have deterrence
effects on the higher-status observing firms (p < 0.01;
Model 3), whereas higher-status peers’ fraud punishment
does not have a significant effect on the lower-status
observing firms. Taken together, these findings lend further
support to our model-similarity hypothesis (Hypothesis 4).
We also plotted the effects of industry higher-status
and lower-status peers’ fraud punishment on the observ-
ing firm’s fraud commitment in Figure 3 to show the
moderating effects of model-observer status similarity.

Robustness Checks

To check the robustness of our findings, we conducted
further tests. First, because learning effects could depre-
ciate with time, we conducted the analysis by using a
three-year time-diminishing measure of the industry peers’
fraud punishment, that is, taking the weighted average of
the fraud punishment cases in the previous three years
(Darr et al. 1995, Ingram and Baum 1997):

Weighted_average_of _fraud_punishment
= Fraud_punishment,_, + Fraud_punishment,_, /2
+ Fraud_punishment,_5/3, (3)

where ¢ refers to the observation year of dependent
variable. The results are similar to those in our main
analyses.

Second, we conducted another robustness test by using
firm ranking to measure firm status (Washington and
Zajac 2005). We used the Top 500 Chinese Enterprises list
published annually by the China Enterprise Confederation,
a leading business press in China. The results remain
similar to using market share as a measure of firm status.

Third, to control for the influence of the scale of
punishment, we included punishment severity in terms of
the mean penalty levied on the fraud firms in our main
test. In the robustness test, we used various alternative
measures of penalty size, including the sum of penalties
levied on all fraud firms, the number of punishments with
penalties over RMB 1 million, the number of punishments
with penalties over RMB 0.5 million, and the number of
punishments with penalties over RMB 0.1 million. The
results are robust to that of the main test.

Fourth, as with other studies on corporate financial
fraud, we could only examine the fraud punishment cases
that were detected by the CSRC. Therefore, possible
industry variations of regulatory enforcement intensity or
time could confound the relationships in our main analysis.
We performed several checks and tests to address this
concern. For instance, we found that during 2001-2007
the average annual ratio of detected fraud cases per listed
firm (i.e., number of fraud cases/total number of listed
firms) in China (0.053) was much higher than that in the
United States (0.008).* This certainly reflects that in a

newly developed stock market such as China’s, more firms
engage in financial fraud. At the same time, it also shows
that the CSRC is a relatively strong enforcer; otherwise, a
lower number of fraud cases would have been detected in
China than in the United States. Evidently, the CSRC is
not a “slacker” in enforcement, which can help alleviate
the concern that the regulators in China are not active.

Besides, we conducted correlational analyses of the
detected fraud cases across industries and across time to
see whether there are variations of enforcement intensity
of the CSRC (the main regulatory enforcer in China’s
stock market). We found that the correlations between
industry fraud punishments in the previous year and those
in the current year and between the total number of fraud
punishments in the stock exchange in the previous year
and those in the current year are very low (approaching
zero) and insignificant. This helps exclude the possibil-
ity of variations in regulatory enforcement during our
sample period.

In addition, we conducted a Heckman two-step model
to check for possible endogeneity (Heckman 1979). We
tested whether the relationship between industry peers’
fraud punishments and the likelihood of the observing
firm’s fraud commitment is due to differences in regu-
latory enforcement intensity across industries. We used
two instrumental variables, industry average debt—asset
ratio and industry average use of foreign auditors, to
predict our key independent variable, industry peers’
fraud punishments, in the first stage. The inverse Mills
ratio is not significant, indicating that our findings are
not endogenous to differences in regulatory enforcement
across industries.

Discussion and Conclusion

The transition of an economic system from a centrally
planned economy to a market economy provides firms
with many opportunities to make a fortune and become
successful quickly. However, the development of legal,
market, and cultural institutions oftentimes is still in its
infancy, which easily leads to rampant corporate finan-
cial fraud cases. Although the governments in transition
economies have made efforts in establishing formal institu-
tional systems, these systems are far from mature. Because
of the poor flow of information (Boisot and Child 1988),
firms and individuals have little knowledge about laws and
regulations. Nevertheless, the regulation of listed firms by
legal authorities is beginning gradually to get on the right
track in some transition economies such as China, which
cannot be easily explained using a pure economic-based
approach. In this study, we employed insights from social
learning theory to underpin our theoretical framework that
explores whether and how fraud punishment levied on
industry peers can deter other firms from committing such
fraud. We postulated a theoretical framework on vicarious
punishment that illustrates the identification mechanism
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whereby an observing firm matches or identifies itself with
the punished firm (modeling cues), as well as the evalua-
tion process during which the observing firm interprets
various vicarious-reinforcement effects by picking up cues
in the external environment (environmental cues) and its
status similarity with the modeling firms (social cues).
These mechanisms and processes help illustrate the social
learning/deterrence outcomes of vicarious punishment.

Vicarious punishment, or social learning in general, is
particularly relevant in highly uncertain situations, and so
we used China as the study context because China’s stock
market has just developed and is in constant flux. Our
study shows that listed firms in China learn by observing
the corporate behaviors and consequences of their industry
peers. The announcement of corporate fraud by regulative
authorities such as the CSRC would thrust fraud firms
into the direct outcomes of decreasing market value and
other negative consequences, as found in past studies
(e.g., Chen et al. 2005), but our study clearly illustrates
that through the mechanism of social learning among
firms, vicarious punishment has indirect and even more
far-reaching general deterrence effects on the observing
peer firms. Our study shows that in transition economies
where unambiguous formal institutions regulating firm
behaviors are still lacking (Allen et al. 2005), punishment
of modeling firms is of great informational value in that
it conveys to the peer observing firms the information
about what types of behaviors are permitted or prohibited,
thus inhibiting future fraudulent behaviors (Bandura 1969,
1971; O’Reilly and Weitz 1980).

Additionally, our theoretical model delineates the social
learning process by investigating why observing firms
elicit different response behaviors as a result of differences
in their self-evaluation and regulatory processes. First,
we found that the impact of vicarious punishment is
moderated by environmental cues. Our results show
that the effect of modeling cues is positively reinforced
when more prominent firms are punished. This coincides
with past findings that firm prominence or visibility is
an important factor to facilitate vicarious learning and
interpopulation learning by arousing the awareness and
alertness of potential learners and triggering their learning
processes (Kim and Miner 2007). Because the punishment
of prominent firms may be perceived as signaling the
impartialness and fairness of punishment enforcement,
our finding echoes the social learning literature that
observers’ perception of fairness can facilitate the learning
process (Bandura 1977). Also, we received support for
the substitutive role of law development. We showed that
the deterrence effect of vicarious punishment is weaker
when law development is more developed. However, we
speculate that as the legal institutions continue to develop,
future studies may examine whether the moderating
effects of formal rules will persist and become stronger.
Besides, our study focuses on prominent firm fraud
punishments and law development to represent important

environmental cues. Future studies may examine specific
roles of enforcers such as the stock exchange and the
enforcing characteristics of regulators such as the CSRC
or the government in deterring fraudulent behaviors.

Second, the impact of vicarious punishment is positively
reinforced to the extent that the observing firms have
similar status as the modeling firms (social cues). We
have exhausted all possible scenarios of model-observer
similarities/dissimilarities and found that there are signifi-
cant differential effects of a given fraud punishment on
higher- versus lower-status observing firms, as well as
differential effects of higher- versus lower-status peers’
fraud punishment on a given observing firm. Our evidence
clearly shows that the deterrence effect of similar peer
vicarious punishment is stronger than that of dissimilar
peer vicarious punishment. This indicates the important
role of social identification and relevance of social cues
from first-order reference points in the vicarious learning
process (Ashforth and Mael 1989, Tajfel and Turner 1985).
In addition to the two matched groups, we also found
interesting results for the two nonmatched groups. Specif-
ically, our findings show that lower-status observing firms
may not be deterred when witnessing their dissimilar peers
punished for fraudulence, but higher-status observing
firms would be deterred and refrain from fraud commit-
ments when either their similar or dissimilar peers are
punished. Future research can further explore reasons for
these additional findings and refine the functions of firm
status in vicarious learning. Taken together, the relevance
of environmental and social cues in moderating the effects
of vicarious punishment, as found in our study, helps
shed light on the intricate processes of interpretation and
evaluation involved in vicarious punishment and offers an
answer on the differential response outcomes of observing
firms toward the same modeling cues. Our findings offer
a number of contributions to theory and practice.

Contributions to Theory and Practice

Our study extends the burgeoning literature on corporate
financial fraud, or corporate misconduct in general, by
examining the indirect, vicarious effects of punishment
or general deterrence on other firms, whereas previous
studies in this literature have largely focused on the
direct effects of punishments of fraud firms or specific
deterrence (Greve et al. 2010, Stafford and Warr 1993).
Our study represents an early effort in examining the
broader effects of vicarious punishment in corporate
financial fraud research. More importantly, we have also
sought to delineate the process of vicarious punishment
in terms of stimuli (fraud punishment of industry peers),
reinforcement (observing firm’s evaluation), and deter-
rence outcomes (observing firm’s response). Drawing on
the insights from social learning theory, the theoretical
framework suggested in our study therefore helps extend
and enrich the literature on corporate financial fraud by
directing the attention not only to the fraud firms but also



Downloaded from informs.org by [13.55.100.180] on 06 November 2023, at 18:38 . For personal use only, al rights reserved.

Yiu, Xu, and Wan: The Deterrence Effects of Vicarious Punishments on Corporate Financial Fraud

Organization Science 25(5), pp. 1549-1571, © 2014 INFORMS

1567

to their peers. This extended focus opens up a wider array
of research opportunities on this increasingly important
topic in the organization literature.

Our research also contributes to social learning theory
by identifying the effects of different kinds of refer-
ence points during the process of social learning, when
the observing firm interprets and evaluates the “cues”
emanating from various sources. The observing firm
usually takes into consideration modeling, environmental,
and social cues associated with the corporate financial
fraud incident, and then evaluates the possibility of itself
being caught for committing fraud. Together, these cues
represent the materials for the observing firm to learn
and make sense of the incident, in turn affecting their
subsequent behaviors. The findings vividly indicate the
presence of an active, differential social learning process
on the side of the observing firm.

Additionally, the findings of our study contribute to the
organizational learning literature, especially the nascent
learning from failure research (e.g., Kim and Miner 2007).
First, we direct the research attention of this literature
to the inhibitive effect, rather than the imitative effect,
of vicarious learning. The inhibitive effect is much less
emphasized in the organizational learning literature. Our
study helps direct the attention to this equally important,
but underexplored, area of research. Second, our study
is in line with the learning from failure research that
has begun to capture increasing attention in recent years.
This research examines whether and how firms learn
from organizational failure. Rather than examining how
firms learn from their own failures, our study empha-
sizes how firms learn from other firms’ failures or, in
our case, detected corporate financial fraud. This line
of research (e.g., Baum and Dahlin 2007, Haunschild
and Rhee 2004, Kim and Miner 2007) complements the
learning from success research that has drawn significantly
more attention thus far. Our study contributes to this
research by advancing a theoretical framework that serves
to illustrate the process of learning from others’ failures
premised on the social learning perspective. Third, our
study highlights the importance of the evaluation process
of the observing firm in the whole social learning process.
We demonstrate that the evaluation of differential rein-
forcements in the environment and comparison with social
peers can accentuate or dampen the deterrence effects of
vicarious learning. The delineation of such a cognitive
evaluation process not only brings new insights to the
learning literature but also echoes the research direction
pointed out by Lampel et al. (2009) to analyze how firm
similarity influences firms’ propensity to learn from the
experiences of other firms at the population level and
how population-level learning drives an individual firm’s
learning. In all, our study demonstrates the significance
and relevance of the use of organization theory, such as
social learning theory, in providing a different line of
reasoning for organizational phenomena that have been

predominantly viewed through economics-based lenses.
We show that the interactions between organizational
actors and environment, and the intricate cognitive evalua-
tion process of organizational actors, can be more fully
comprehended by organizational theory.

In addition to theoretical contributions, the findings
of our study have practical implications for regulators,
especially in transition economies. The findings clearly
indicate the effectiveness of vicarious punishment in
“regulating” proper firm behaviors, especially when the
legal environment is still developing. In the transition
process, although formal corporate governance is still
lacking, an implication of our study is that “order” or
“proper behaviors” may still be imposed through a myriad
of informal, indirect means. Our study focuses on the
learning side of the observing firms, but it has corollary
implications for the “teaching” side of the regulators
and policy makers in transition economies when they
ponder how to make use of the prevailing institutions and
governing mechanisms to strengthen corporate governance
of listed firms. Our results also suggest that regulators
need to be careful in the enforcement of the rules and reg-
ulations on corporate financial fraud, because the manner
and targets of such enforcement will likely have important
implications for other listed firms in the stock exchanges.
For example, our finding that more prominent firms being
caught will accentuate the effects of vicarious punishment
has the implication that regulators will find vicarious
punishment more effective to the extent that other firms
perceive the fairness of enforcement. At the same time,
the results may even have the practical implication that to
thwart other firms from engaging in fraudulent behaviors,
targeting the “big fish” may yield better outcomes.

Limitations and Implications for Future Research
Although our study represents an early effort in consid-
ering the process of vicarious punishment of corporate
fraud, there are study limitations and fruitful avenues
for future research that will shed more light on this
important topic. First, in our study we were unable to
know whether or not an observed firm has actually com-
mitted fraud until after it was detected by the regulatory
authorities. Currently, this is a limitation common to
corporate misconduct studies, as pointed out by Greve
et al. (2010). As noted by the authors, developing a way
to examine the behaviors of the firms and the regulatory
agents jointly will be an ideal way to mitigate such a
limitation. Despite our extended efforts to mitigate such
concern by including regulatory enforcement variables
(prominent firm punishments, level of law development,
fraud severity) and conducting robustness and endogeneity
tests, future studies can further assuage such limitation by
modeling the enforcement characteristics of regulatory
authorities to better control for the full extent of corporate
financial fraud.
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Our study, by focusing on the industry peers of fraud
firms, has demonstrated the presence and importance of
vicarious punishment in that peers of the fraud firms will
be deterred from committing fraud through the process of
social learning. Although we focused on industry peers
in this study, an obvious peer group that has captured
the most attention in the literature, it is possible that
other types of peers are also subjects for examining
the effects of vicarious punishment. For example, as
indicated by the findings of Kim and Miner (2007) and
the significant coefficient of same-region peers’ fraud
punishment, a control variable in our study, peers in the
same geographical area may be another useful avenue for
future research. In essence, the findings of our study testify
our core proposition that peers are subject to the effects
of vicarious punishment, but additional studies examining
other peer groups will help increase the generalizability
of our findings. Besides, observing firms’ reactions to the
fraud firms can be another interesting topic to investigate
in the future. For example, does the order of reference
groups change following the punishment? Future studies
exploring such potential change, if any, in regard to the
learning model would increase the precision of the social
learning effect. In a related vein, because our data are
only on China, one should be cautious when generalizing
our findings to other countries. Future studies can test
whether such effects in our study are unique to China or
can be generalized to other countries.

Although we have lagged the dependent variable in our
study to better consider the time for the learning process to
take place, our archival data cannot permit us to examine
the underlying learning processes directly, which is a sim-
ilar limitation for most studies in organizational learning
(Baum and Dahlin 2007). We present our theoretical argu-
ments and real-life examples of social learning, as well as
a set of moderating variables that indicate social learning
is likely taking place. Nonetheless, our empirical models
do not have the variables that directly measure learning
mechanisms and processes. Future research using nonar-
chival data, such as through questionnaires, interviews, or
field studies, that can directly model the processes will be
valuable for further understanding vicarious punishment
as well as social learning in general.

Our results indicate that observing firms generally
would learn from fraud firms’ punishment cases and
refrain from committing fraud as a consequence. Follow-
ing past studies that showed that the effect of severity
of punishment on crime deterrence is not significant,
whereas certainty of punishment is found to be a strong
deterrent of crime (Farrington et al. 1994, Grogger 1991),
we focus on punishment certainty in our model; rather, we
treated punishment severity as a control. However, future
research may examine whether frequency and severity of
punishment matter, as they may catch the attention of the
observers in transition economies. Thus, how observing
firms are made aware of vicarious punishment may be

another possibility to pursue in the future. Particularly
in the context of transition economies, the government,
stock exchange, and media may play a critical role in
information dissemination. Future efforts can be made
to examine how these different parties are involved in
deterring corporate fraud by making observing firms aware
of the consequences of corporate fraud. For instance, the
priming effects of media serve not only to disseminate
information but shape the views about what kinds of cor-
porate behaviors are acceptable and legitimate (Zavyalova
et al. 2012). Studies examining these possibilities likely
will extend the vicarious punishment and social learning
research.

Conclusion

Our study sheds light on the corporate financial fraud
research by shifting extant focus from economics-based
rationales to a social learning perspective. We highlight
that vicarious punishment of industry peers has deter-
rence effects on observing firms. Furthermore, we find
observing firms are more alert to certain types of target
firms than others, thus suggesting that interpretation and
self-evaluation by observing firms matter significantly in
the social learning process. In all, our study offers an
alternative perspective to examine corporate fraudulent
behaviors by developing a new type of inhibitive vicarious
learning that involves the interactions among the environ-
ment, the observing firms, and their subsequent behavioral
responses in the fraud punishment and deterrence process.
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Endnotes

'See http://china.huangiu.com/rol1/2009-09/562927.html (in
Chinese), accessed September 1, 2012.

’The list of the national champions is taken from the National
Statistics Bureau of China. The number of national champions
varies across years but is generally about 100.

3The results of using a mean split and 25th percentile cutoff are
similar.

4The two ratios were calculated based on data from several
sources: for the number of fraud cases in China, data are from
the CSMAR database; for the number of fraud cases in the
United States, data are from Deloitte Forensic Center (http://
www.deloitte.com/assets/Dcom-UnitedStates/Local %20Assets/
Documents/us_dfc_ttfsf2ndedition_26112008(3).pdf); for the
number of listed firms, data are from the World Federation of
Exchanges (http://www.world-exchanges.org/statistics/time
-series/number-listed-companies), both accessed July 31, 2013.
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