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1 Preventing or Encouraging Illegal Activities by Construction Firms: Effects

2 of Top Management Team Compensation and Aspiration-Performance
3 Discrepancies
4  Abstract

5  Purpose - Corporate illegal activities may result in fatal injuries and economic losses and have
6  been widely reported in the construction industry. This study is to investigate the relationship
7  between top management team (TMT) compensation and corporate illegal activities with the
8  moderating effects of aspiration—performance discrepancies.
9  Design/methodology/approach - Using a multi-year sample of China construction firms from
10 2011 to 2017, this paper employed hierarchical logit regression model with fixed effects.
11 Findings - This study indicates that TMT compensation is positively related to the likelihood
12 of corporate illegal activities. It also finds performance higher than aspirations would lower the
13 probability of illegal activities while performance lower than aspirations also decreases the
14 occurrence of illegal behaviors. Finally, the positive relationship between TMT compensation
15  and illegal activities is strengthened by aspiration—performance discrepancies.
16  Practical implications — It recommended the design of executive compensation may need to
17 be reconsidered. Next, companies need to carefully monitor top management team, especially
18  when performance is lower than the desired level. Finally, debt-to-equity ratio deserves more
19  attention for Chinese construction firms in suppressing illegal activities.
20  Originality/value - Given the mixed effects of TMT compensation, this study confirms its
21  positive impact on corporate illegal behaviors. Consistent with the behavioral theory of the
22 firm, it unveils the direct and moderating effects of aspiration-performance discrepancies. The
23 findings are beneficial for evaluating firms’ performance and considering the prevention of

24  corporate fraudulent activities.
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Introduction

There have been many paradoxes in the construction industry in terms of corporate social
responsibility (CSR) (Lu Weisheng et al., 2016). Even though this sector contributes largely to
the national economy and influences human health and social activities, the construction
industry has been considered irresponsible. It is one of the most corrupt industries
(Transparency International, 2008) and faces many ethical challenges (e.g., fraud, bid shopping)
(Ho, 2011). The illegal acts, such as using inferior materials and faking financial statements,
may be taken by the business when firms consider the upside benefits of those behaviors exceed
the downside risk (Mishina et al., 2010). Revelations of such corrupt practices often result in
massive and ruinous consequences. Not only do stock prices immediately fall or billions of
dollars lost, but companies also may end up bankrupt (Firth et al., 2011; Xu et al., 2016).
Particularly, the results in the construction industry may be even worse, like the fatal injuries
and deaths (Chan and Owusu, 2017; Transparency International, 2005). To reduce this scourge,
the Anticorruption Model Questionnaire instrument and other strategies were proposed (Saenz
and Brown, 2018). Regrettably, corruption, and other illegal activities have been widely
reported in the construction industry (Signor Regis et al., 2016).

Given the severe consequences and frequent occurrence, the underlying factors that
may lead to committing fraudulent acts have drawn the attention of scholars. Some
environmental factors, such as environment turbulence (Silvestre et al., 2018) and industrial
climate (Le et al., 2014) are addressed while more and more researchers consider the internal
characteristics of firms such as firm size (Baucus and Near, 1991), and board structure (Lee et

al., 2018; Wang et al., 2018). However, as organizations are legal fiction after all, and activities
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are indeed conducted by individuals. It is difficult and inadvisable to analyze organizational
misconduct without considering individuals. From the standpoint of the individual level, a great
number of studies have been generated to explore the antecedents of organizational
wrongdoings. These studies have been classified into five theories, namely rational-choice
perspectives (Grossman and Hart, 1983; Milgrom and Roberts, 1988), strain theory (Agnew et
al., 2009; Langton and Piquero, 2007), culture theories (Ashkanasy et al., 2006; Kulik, 2005),
network theories (Brass et al., 1998; Briscoe and Safford, 2008) and accidental misconduct
perspective (Cohan, 2009; Vaughan, 1999). Besides the role of a single individual, groups in
an organization could not be neglected because groups are generally subject to majority-rule
and their decisions are riskier (Zaleska, 1976). Thus, organizational wrongdoings are likely to
be a result of group decisions.

Among the groups in an organization, one particularly important is the top management
team (TMT). Top managers often work collectively as a dominant coalition because managing
a firm is a shared effect in general (Cyert and March, 1963). Thus, TMT rather than an
individual executive has been a focus of many studies (Heavey and Simsek, 2017; Li, 2018;
Sahaym et al., 2016; Yoo and Reed, 2015). The critical role of TMT in determining
organizational outcomes has been emphasized by upper echelons theory and related studies
(Hambrick and Mason, 1984; Strand, 2013; Zhang et al., 2015). Their role in corporate illegal
activities is also salient because TMT is often the initiator of organizational misconduct and
can make individual or group wrongdoings become an organizational phenomenon (Greve et
al., 2010). Thus, it has become a consensus that corporate wrongdoing is more often the result
of actions or inactions, deliberate or inadvertent, of top managers in organizations (Collins et
al., 2009; Daboub et al., 1995; Zahra et al., 2005). TMT has the responsibility for setting the
overall direction of an organization (Hambrick and Mason, 1984), and once the team decides

how it will behave, corresponding actions and even corporate wrongdoings may follow. This
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belief seems to be the legal basis for holding business executives personally liable and subject
to fines or potential incarceration. To solve the possible moral hazards and to motivate
executives, firms design executive compensation packages as an important mechanism to align
shareholder and managerial interest and motive managers (Conyon and He 2011). It includes
performance-based pay, stock options, and restricted stock and other elements (Devers et al.,
2007), which are aimed to reward executives for gains in shareholder value so that the benefits
of shareholders and managers can be aligned (Wowak et al. 2015).

It is surprising, however, scholars have not yet reached a consensus about the effect of
executive compensation system (Devers et al., 2007). Its association with firm performance
may be positive (Nyberg et al., 2010), insignificant (Carpenter and Sanders, 2004) and negative
(Hanlon et al., 2003). Similarly, the relationship between TMT compensation and corporate
illegal behaviors is not concurred either (O’Connor et al., 2006; Schnatterly et al., 2018; Shi et
al., 2016). It has been reported that compensation is positively associated with corporate
fraudulent behaviors (Minor, 2016; Wowak et al., 2015) as well as negatively associated
(Armstrong et al., 2010; Conyon and He, 2016). Due to the influence of industrial culture and
other industry characteristics, it is worth a revisit to unveil the effects of compensation
design/system in the construction industry. Thus, the first emphasis in this study is to
investigate whether improving TMT pay level could reduce the incidence of corporate
wrongdoings in the context of the construction industry.

The inconsistency on the effect of TMT compensation may be, at least in part, because
of neglecting the situational factors. Situations may affect both an organization’s structural
choices and strategies and thus the most desirable strategy needs to alter relying on certain
contextual factors (Donaldson, 1996; Roh et al., 2016; Zott and Amit, 2007). Simpson (2002)
also claims that organization wrongdoings have much to do with organizational contingencies.

Similarly, contextual factors may exert influences on the effects of compensation on corporate



99

100

101

102

103

104

105

106

107

108

109

110

111

112

113

114

115

116

117

118

119

120

121

122

123

illegal behaviors. O’Connor et al. (2006) found larger stock options for a CEO may lead to a
higher incidence of fraudulent reporting and sometimes a lower incidence, depending on
whether the CEO and chairman positions are separated. Besides CEO duality, another potential
but neglecting contextual factor is relative firm performance given that executive compensation
is often tied to firm performance and organizations strive to achieve their desired level (Harris
and Bromiley, 2007). Therefore, this research argues that a firm’s performance gap relative to
its desired level may influence the relationship between executives’ compensation and
corporate wrongdoings. The second emphasis in this study is to investigate the moderating
effect of performance discrepancies on the relationship between TMT compensation and
corporate illegal behaviors. Performance discrepancies refer to the gap between a construction
company’s performance and its aspiration level (Lant, 1992; Yang et al., 2017). The aspiration
level is “the smallest outcome that would be deemed satisfactory by the decision maker” (Greve,
2003a; Schneider, 1992). Exploring whether the effects of TMT compensation would be
affected by performance discrepancies may facilitate the understanding of how to make good
use of TMT compensation to alleviate the commitment of illegal activities.

Besides the abovementioned research purposes, this study chooses publicly listed
construction firms in China as the sample. The construction industry has been a prominently
high-risk sector (Beltrdo and Carvalho, 2019) and considered as the most vulnerable to corrupt
behaviors (Chan and Owusu, 2017). Moreover, because of the unique features of the
construction industry (e.g., high financial leverage, project-oriented operation), senior
managers are tempted to win new client projects at the risk of breaking laws (Rebeiz & Salameh,
2006) especially for short-lived or temporary projects (Betts and Wood-Harper, 1994). It is
necessary to consider what managers’ role is in shaping organizational ethics and guiding the
company to operate compliantly within a legal context.

The remainder of this study is organized as follows. The next section details the
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development of the hypotheses. Then the data on traded publicly construction companies and
methods for testing the developed hypotheses are described. The results are then reported,

followed by a discussion of the theoretical and practical implications.

Literature Review and Hypothesis Development

This study begins by presenting the hypothesis for TMT compensation’s influences on
corporate illegal activities. The following hypotheses build on the behavioral theory of the firm
and address the effect of aspiration-performance discrepancies. Particularly, the possible
moderating effects of aspiration—performance discrepancy on the relationship between TMT

compensation and corporate illegal activities are emphasized.

TMT Compensation

Prior work on predicting and preventing corporate criminal activities has evidenced the role of
executive compensation (Johnson et al., 2009; Peng and Rd&ell, 2008). In the absence of
complete information and credibly enforceable-contracts, agents (i.e., top managers) might
potentially behave opportunistically at the expense of principal (i.e., shareholders). As a vital
effort to mitigate the agency cost resulting from the separation of control and ownership, TMT
compensation is designed to align the interests of multiple participants. When executives are
well-compensated and the majority of their wealth is closely linked to a company, they are
expected to act in the company's best interest, engage in fewer opportunistic actions, and be
less likely to behave wrongfully or illegally at work (Jensen and Meckling, 1976; Jensen and
Murphy, 1990).

From the labor market perspective, Jensen (1993) argues competition in the managerial
labor market promotes effective corporate governance and plays an important role in
disciplining top executives. Managers involved in illegal activities tend to lose their jobs and

have difficulty finding another one. If top executives are held accountable for the violations of
6
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their firms, it is expected that managers losing their jobs would suffer a larger compensation
penalty when their compensation is higher. The firing mechanism to discipline senior
executives could contribute to the change of risk attitude of managers. When violations are
financially costly (Firth etal., 2011), executives may become risk-averse (Jensen and Meckling,
1976), such that their desire to reduce their loss outweighs that to increase their gain
(Kahneman and Tversky, 1979). Therefore, to avoid the loss of their wealth, managers may be
reluctant to engage in the risky illegal behaviors.

Conversely, an argument could be made that executive compensation increases the
probability of corporate illegal behaviors. Although previous studies on executive
compensation typically draw on agency theory, bounded rationality perspective indicates that
rewards for specific outcomes increase the probability that individuals work toward those
outcomes. Since the primary mechanism by which top managers are evaluated is by firm
performance (Arthaud-Day et al., 2006), executives may constantly feel pressured to report
consistent and positive firm performance to stockholders. Thus they may be tempted to cover
up problems, take excessive risks, or exaggerate performance potential to present their work in
the best possible light (Zahra et al., 2005). DuCharme et al. (2001) found some managers would
purposely manipulate earnings or misrepresent the firm’s financial outcomes to maximize
individual benefit.

Other empirical studies have demonstrated that executive compensation may be
positively associated with corporate misconduct. Harris and Bromiley (2007) suggest that
higher compensation increases the likelihood of financial misrepresentation. Efendi et al. (2007)
provided empirical evidence that higher CEO compensation increases greatly the probability
of misstated financial statement. When highly compensated managers have a strong incentive
to protect their income, they might attempt to window-dress financial statements via illicit

actions. Although managers generally behave ethically, the likelihood of doing business
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illegally rises with the level of compensation. It is easy to be ethical if a small portion of one’s
pay is at stake; it is hard when a substantial amount is influenced through illegal behaviors.
That is, executives may prefer honesty, but the incentives of gaining more personal wealth may
promote corporate wrongdoings.

In summary, the effects of TMT compensation may vary in different decision-making
scenarios, depending on losing the existing wealth or gaining more coming benefits. Based on

the two competing incentives, we thus propose the null hypothesis.

Hypothesis 1: TMT compensation has no significant bearing on the likelihood of

corporate illegal activities because of the diverse perception of executives.

Aspiration-Performance Discrepancies

Prior studies (Hill et al., 1992; Schnatterly et al., 2018) show that firms with the low or
declining performance or suffering from problems (e.g., losing a competitive position) are more
likely to be involved in illegal activities. However, other studies report a contradictory finding
that high performing organizations are more likely to engage in illegal behaviors after
achieving higher performance than their peers (Mishina et al., 2010). Although scholars have
provided sensible explanations of apparently contradictory findings, it remains the fact that
some studies show that declining performance leads to illegal activities, while others indicate
that improving performance leads to violating the laws. Acknowledging the inconsistent
findings, Gavetti et al., (2012) suggest that the conflicting results might be achieved by
considering the role of managerial aspiration levels.

Different from the classic economic theories assuming that a firm’s goal is to maximize
its profits, the behavioral theory of the firm (Cyert & March 1963; March & Simon 1958)
suggests that firms endeavor to achieve their target on performance evaluation. The target level,

or say aspirations, is mainly derived from two aspects, the firm’s historical performance and
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the competitors’ performance (Desai, 2016). Firms compare their performance with their past
achievements and then adjust their goals for future development (March and Simon, 1958).
They also evaluate their performance by comparing it with their peers’ or competitors’
according to social comparison theory (Festinger, 1954).

Following the behavioral theory, a discrepancy between performance and aspirations
signifies that the status is problematic, and new solutions are needed. Then firms will initiate
problematic search and are willing to seek changes and even risky ways to improve the current
performance (Brown and Loosemore, 2015; March and Shapira, 1987). This process also exerts
influences on bank lending practices (McNamara and Bromiley, 1999), innovation (Greve,
2003a), safety initiatives (Baum and Dahlin, 2007) and acquisitions (Iyer and Miller, 2008). In
parallel with these previous studies, this study argues that corporate illegal activities are also
among available options when firms initiate a problematic search. Firms may engage in
corporate wrongdoings to increase the performance to a satisfactory level.

If the current performance is better than aspiration, firms would perceive the status as
a success. Since organizations guide their behaviors by encoding the references from history
into the routine (Levitt and March, 1988), firms may be reluctant and even averse to engaging
in any risky activities that may change the current success (Gavetti et al., 2012). Among the
risky activities, corporate illegal actions are very costly. In fear of penalty and other possible
economic and reputation loss (Williams and Barrett, 2000), firms tend to keep the routine with
the least possible changes and have far much incentive to reduce wrongdoings. The inertial
forces would counteract the risky illegal actions when performance is above aspiration but not
work when performance is below aspiration. Then the effects of performance on illegal
activities are weaker for performance greater than aspiration. Taken together, when firms’
performance relative to aspirations increases, the likelihood of corporate illegal activities

decreases. The decrease would be more rapid when firms’ performance above aspirations than
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when performance below aspirations. The following hypotheses are developed.

Hypothesis 2a: The likelihood of corporate illegal activities decreases as

aspiration-performance discrepancies increases.

Hypothesis 2b: The decrease is more rapid for firms' performance above

aspirations than for performance below aspirations.

Moderating Effects of Aspiration—Performance Discrepancy

Prior research on corporate illegal activities has addressed many factors like firm performance,
firm structure, and executive compensation that are associated with unethical or illegal
activities (e.g., Harris & Bromiley, 2007; Johnson et al.,2009). Among theories of fraudulent
behaviors, strain perspective builds on the premise that firms are more likely to behave
wrongfully when individuals suffer from performance pressure (Hill et al., 1992; Schnatterly
et al., 2018). When an organization is under strain, individuals who internalize the achievement
gap may be motivated to commit illegal activities. That is, organizational wrongdoing not only
is influenced by an employee’s needs (i.e., financial wellness) but has a lot to do with
organizational contingencies, priorities, and goals (Simpson, 2002). A firm's performance
relative to aspiration reflects the degree to which managers are aware of strain, as well as the
extent to which they view it as relevant.

When performance is lower than aspiration, top managers are under intense pressure to
drive growth and deliver strong results to meet shareholders’ expectations (Arora and
Dharwadkar, 2011). Those with high compensation and thus with potentially the most to lose
will have a strong motivation to take illegal activities. That is, the potential costs of not meeting
aspirations increase the likelihood of illegal behavior, and that likelihood is even greater when
a firm is under strain. This implies managers under performance pressure will be more likely

to believe their financial well-being would be affected or even their positions are threatened.

10
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Then, the likelihood of engaging in corporate illegality would increase.

When performance exceeds aspiration, managers would prefer taking fewer risks to
maintain their existing success (March and Shapira, 1987). Under this circumstance, a
manager’s position, reputation, and economic benefit would be retained and the motivation to
engage in illegal activities would be lower. They may even have some inertial forces to
counteract fraudulent doings. Hence, the relation between TMT compensation and corporate

illegal activities would be weaker. The following hypotheses are constructed.

Hypothesis 3a: As performance falls below aspirations, it strengthens the
relationship between TMT compensation and the likelihood of corporate illegal

activities.

Hypothesis 3b: As performance increases above aspirations, it weakens the
relationship between TMT compensation and the likelihood of corporate illegal

activities.

Method

Sample and Data

Our samples are made up of publicly traded construction companies in China. The data is
derived mainly from the CSMAR (GTAFE) and CCER (Sinofin) database. By primarily
searching the listed construction companies in these databases, this study focused on the
enforcement information announced by the China Securities Regulatory Commission (CSRC),
Ministry of Housing and Urban-Rural Development (MOHURD), and other governmental
institutions. The enforcement information is comprised of the case description, supervisors,
violation type, related laws and regulations, and other information. The violation type includes
not only misleading statement and other false information disclosure, but also the usage of

substandard construction materials and other criminal activities. Through carefully reviewing
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the violation cases, this study identifies the year in which illegal events occurred rather than
the date of announcement used by prior studies (e.g., Chen et al., 2016; Hass et al., 2016). In a
few cases where the illegal activities last for several years (e.g. using poor materials in a
project), this study assumes that the companies could have stopped the illegal behavior at any
time so that they are regarded as guilty each year. For the cases for which it is difficult to
identify the period, this study assumes the behavior was detected by the CSRC as soon as it
occurred. Due to data availability, 36 companies were selected as the final sample. To capture
as many observations as possible and to get a more generalized result, the period from 2011 to

2017 was used. Thus, this study yielded a final total of 252 firm-year observations.

Measures

Dependent Variable

As the dependent variable, corporate illegal activities (CIA) is a dichotomous variable,
operationalized by whether violations were committed by firms in a focal year. When a
company is convicted of being a violator in a focal year, the CIA is coded 1 and otherwise 0
(Baucus and Baucus, 1997; Harris and Bromiley, 2007). Among our samples, the most frequent
type of violations is delayed disclosure, and the second and third frequent types are serious
loopholes and false records. Besides, a company has been found guilty of using poor materials

and another company has been found guilty of illegal emission of pollutants.

Independent Variable

The measurement of TMT compensation has not achieved consensus (Devers et al., 2007).
Although in many studies (Devers et al., 2007; Harris and Bromiley, 2007) restricted stock and
stock options were used to compute incentive compensation, they are rarely used in Chinese

firms. Consistent with recent studies in China (Conyon and He, 2012, 2016; Lu and Shi, 2018),
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this study measured compensation as the average of total pay in TMT. Total pay is defined as
the sum of basic salary, stipends, and bonus. A bonus is determined based on firm performance,
though the calculation process and the actual bonus information are unveiled (Firth et al., 2007).
To deal with the fact that pay is positively skewed (Conyon and He, 2011, 2012, 2016), this
study uses its natural logarithm transformation.
Aspiration—performance discrepancy is calculated based on performances relative to
social and historical aspiration mentioned in previous literature (Bromiley and Harris, 2014;
Gaba and Bhattacharya, 2012). These two aspirations were combined by the weighted average
model (Greve, 2003a; O’Brien and David, 2014). This model assumes there is a single goal for
a period. This is consistent with corporate practice and this single goal is established based on
the balance of industrial and historical performance. More importantly, this model is considered
to align most closely with the behavioral theory proposed by Cyert and March (1963). Their
original model constructs aspiration as a linear mixture of a firm’s past aspiration, historical
performance, and its competitors’ average performance in the last year. By mathematically
transforming the original model, the formulation of the weighted average model could be
generated.
Specifically, aspiration—performance discrepancy equals the difference of the current
performance and the two aspirations, shown as follows:
RPy = Py — Ay (D
Where relative performance RP;, denotes aspiration—performance discrepancy for firm i at
time t, P;, is the current performance, and A;, is aspiration that is calculated as follows:
Ay = a1504;; + (1 —ay)Sed;, (2)
Where SoA;; is social-referent aspiration and SeA;, represents self-referent aspiration.

Their calculation equations are as follows:

SoA;; = IP; = (Zi::j P]t)/(N -1 (3)
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SeAjr = apSeAi 1 + (1 —az)Piq (4)
Where IP;, is the industry performance. Equation 3 shows that social aspiration, equaling the
industry performance, is the average performance in the industry excluding the focal company.
Equation 4 demonstrates self-aspiration is determined by the weighted sum of self-aspiration
and performance in the last year. Specifically, self aspiration is operationalized as an
exponentially weighted moving average of historical performances. For example, the self-
aspiration in the Year 2011 (the first year we investigate) is calculated based on performance
in the Year 2010 and Year 2009. Therefore, the overall equation of aspiration—performance
discrepancy is as follows:
RPy = Py —a 1Py — (1 —ay)(1 —ay) 2?:0 aéPi,H—j (5)
The two parameters a; and a, in the above equation can be estimated by grid search (Rhee
et al., 2019; Vissa et al., 2010). Each time, a; and a, are assigned a value randomly from
the set [0, 0.1, 0.2, ..., 0.9, 1] (in increments of 0.1). This leads to 121 sets of aspiration—
performance discrepancies. Using one set of constructed aspiration—performance discrepancies
each time, this study estimates hundreds of full models (Model 5 below) and selects the one
with the maximum likelihood. a; = 0.2 and a, = 0.9 provide the best model fit. a; = 0.2
means that self comparison dominates this blended measure of aspirations. This is in line with
Rowley et al. (2017) which also found that firms would react to the performance goals
depending more strongly on the historical performance rather than their competitors’
performance. Especially when they are claimed to undertake some unique strategies, their
performance changes are more meaningful to take as the referent point. a, = 0.9 represents
the updating of self-aspiration relies more on past performance rather than recent performance
(Greve 1998, 2003b). This is reasonable considering the greater payback period for the
construction industry than other service industries (Alfeld, 1988).

Following many studies based on the behavioral theory of the firm (Bromiley and
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Harris, 2014; Greve, 1998, 2003a), a spline function is employed to determine whether
performance greater or lower than aspirations has different impacts on corporate illegal
activities. In mathematics, the slope for performance above aspiration may be different from
that for performance below aspiration. To do so, the aspiration—performance discrepancy is
split into positive and negative. The positive aspiration-performance discrepancy, also called
positive relative performance (PRP), indicates the status when the discrepancies are above zero,
while negative aspiration—performance discrepancy or say negative relative performance (NRP)
represents the status when discrepancies are below zero. The following two continuous but

censored variables are constructed.

Positive RP;; :{ Lt 0 iLjf P-j:<l’,t4-t it 6)
) it = i
0, if P,y = A;;
Negative RP; :{ s , .
J VET Py — Ay Bf Py < Ay (7)

Two kinds of performance were considered, Return on Assets (ROA) and Debt-to-
Equity Ratio (DER). ROA is commonly used (Chen et al., 2009; Shen and Lin, 2009). Higher
ROA represents better profitability. DER signifies firm leverage (Ferguson and Shockley, 2003;
Schmukler and Vesperoni, 2006) and also reflects organizational slack, the stock of available
resources that can be diverted or redeployed for an organization to achieve their goals (Arora
and Dharwadkar, 2011; Kuusela et al., 2017). This study added DER because of a distinctive
feature of the construction industry—most construction companies are operated on borrowings.
This sector is considered a high-risk one because DER in many construction companies is too
high (Rebeiz and Salameh, 2006). Compared with non-financial listed companies in other
industries in China, DER in the construction industry is the highest from 2002 to 2016 (Roberts
and Zurawski, 2016). As DER rises, financial risks grow (Edum-Fotwe et al., 1996) and the
probability of firm bankruptcy increases (Easterbrook, 1984). A high DER also represents high
expected costs of financial distress, bankruptcy, or liquidation (Margaritis and Psillaki, 2010).
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Moreover, DER has been treated as a natural proxy for the risk of common equity of a firm
(Bhandari, 1988).

Combining positive and negative relative performance (PRP and NRP) with ROA and
DER, four variables are constructed to measure aspiration—performance discrepancy. They are
positive relative performance for ROA (PRP-ROA), negative relative performance for ROA
(NRP-ROA), positive relative performance for DER (PRP-DER), and negative relative
performance for DER (NRP-DER). PRP-ROA and NRP-DER reflect performance above

aspiration, while NRP-ROA and PRP-DER imply performance below aspiration.

Interaction Terms

To test hypotheses 3a to 3b, this study constructed several interaction terms showing the
moderating effect of aspiration—performance discrepancy on the relationship between TMT
compensation and corporate illegal activities. The interaction term is calculated by multiplying
aspiration—performance discrepancy and TMT compensation. To avoid multicollinearity and
unstable regression estimates resulting from the fact that interaction terms are always highly
associated with its constituents, this study followed the “centering” (or demeaning) procedures
(Aiken et al., 1991). Specifically, the mean of each variable was subtracted from the raw value
for each observation, before the multiplying process. Through the above procedures, four
interaction terms were created, including CompensationxPRP-ROA, CompensationxNRP-

DER, CompensationxXNRP-ROA, and CompensationxPRP-DER.

Control Variables

The estimating model also includes several control variables, including firm size, TMT size,
CEO duality, number of female managers, stock ownership by TMT, average tenure, and tenure
variance. They are also used as control variables in some studies about executives’

compensation (Al-Shaer and Zaman, 2019; Hou et al., 2017; Shi et al., 2016; Wowak et al.,
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2015). A larger firm has been evidenced empirically to be related to executives’ compensation
(Tost and Gomez-Mejia, 1994) and more likely to commit corporate illegal activities (Baucus
and Near, 1991). Firm size is controlled and operationalized by the natural log of the number
of employees (Lee et al., 2018). TMT size may influence a firm’s decision-making process. A
larger team has more potential for dissimilarity and is likely to have conflicting thinking
(Wiersema and Bantel, 1992). This may result in the reduction of corporate illegal activities.
TMT size is measured as the number of top managers in total (Dauth et al., 2017). CEO duality
is considered due to the CEO’s influence (Shi et al., 2016). When a CEO serves as chairman
inboard, he/she has more power in decision-making and can increase information asymmetry.
This would lead to the board of directors failing to block his/her violating decisions (Sharma,
2004). CEO duality equals to 1 if the CEO holds the chairman seat inboard and otherwise 0.
The number of female managers is also controlled (Jurkus et al., 2011) because women are less
overconfident, more risk-averse, and less likely to conduct fraudulent activities (Cumming et
al., 2015). The stock ownership by TMT has been reported to exert an influence on the attitude
of risk-taking and thus on the likelihood of corporate wrongdoings (Troy et al., 2011). It was
operationalized by the percentage of total shareholdings by top managers (Shi et al., 2017).
Besides, this study controlled average tenure and tenure variance, operationalized by the
average of the number of years when top managers served in the focal company and its variance
(Zhang et al., 2015). With increasing tenure, executives may be prone to strategic inertia
(Hambrick and Mason, 1984). That is, they would unlike some risky strategies, such as risky
illegal activities. Thus, TMT tenure is expected to be negatively associated with corporate
illegal activities (Daboub et al., 1995). Tenure variance represents the heterogeneity of TMT,
which has been found to affect group decision-making (Pfeffer, 1983). A heterogenous TMT is
expected to hinder deviant decisions and generate acceptable and lawful solutions (Daboub et

al., 1995).
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Analysis

Since this research involves a dichotomous dependent variable (corporate illegal activities), a
categorical control variable (CEO Duality), as well as other continuous variables, the
hierarchical logit regression model with fixed effects, is applied (Christensen, 2016; Ege, 2015).
Logit regression is robust in most situations because of its minimal set of assumptions. It does
not require the distributional form of independent variables or the linear relationship between
independent variable(s) and dependent variable (Hair et al., 2014). Considering the panel
structure of the data, there may be some unobserved characteristics for each firm that exert
some influences on the independent variables. To address such potential bias, the fixed effect
model is employed to specify the unobserved cross-sectional differences among firms (Chang
and Chung, 2017). To check for possible multicollinearity, collinearity diagnostics were run.
The variance inflation factors (VIFs) were below the threshold of 10 (ranging from 1.094 to
1.740), implying no significant collinearity (Hair et al., 2014). The analysis procedure included
three steps. The first step examined the relationship between the dependent variable and the
control variables only. Then this study tested the effect of independent variables and the
moderator—TMT compensation and aspiration—performance discrepancy—on the dependent
variable. In the last step, moderated regression was employed, and a set of interaction terms
was entered to test whether aspiration—performance discrepancy could moderate the

relationship between TMT compensation and corporate illegal activities.

Results

Tables 1 and 2 provide descriptive statistics and a correlation matrix, while Table 3 presents
the results of hierarchical logit regression. In Table 3, the first column reports estimates with
control variables only. The second column reports estimate considering the independent

variables. The third and fourth columns present the respective effects of four moderators. The
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last column provides the results of the full model.

[Table 1 near here]
[Table 2 near here]

[Table 3near here]
According to Table 3, the results of Model 2 support Hypothesis 1 indicating that TMT

compensation has an insignificant influence on the likelihood of corporate illegal behaviors
(0.70, p>0.1). When considering performance discrepancies (in particular DER)
simultaneously, the coefficient of TMT compensation is significantly positive (1.08, p<0.05;
1.03, p<0.05), shown in Model 4 and Model 5. This verifies the relationship between TMT
compensation and corporate illegal behaviors is affected by the situational factors (i.e.,
aspiration-performance discrepancies). Hypothesis 2a and 2b argue that the likelihood of illegal
activities would decrease as aspiration-performance discrepancy increase and the decrease
would be more rapidly for positive aspiration-performance discrepancy than negative
aspiration-performance discrepancy. The coefficients of NRP-ROA and PRP-ROA are both
insignificant, the coefficient of PRP-DER is significantly negative (-0.71, p<0.1), and the
coefficient of NRP-DER is positive at the significance of 5% (0.72, p<0.05; 0.74, p<0.05).
Thus, Hypothesis 2a is supported when performance is above aspiration. Hypothesis 2b is not
fully supported because the coefficient signs for performance above and below aspiration are
different, and the likelihood of corporate illegal activities surprisingly increases as performance
below aspiration increases, which is out of our expectation.

For the moderating effect of aspiration—performance discrepancy on the relationship
between TMT compensation and corporate illegal behaviors, only the interaction term of PRP-
DER and TMT compensation has a significant positive coefficient (1.01, p<0.1; 1.22, p<0.1),
consistent with Hypothesis 3a. However, Hypothesis 3b is not supported considering the

interaction term of NRP-DER and TMT compensation, as well as the interaction term of PRP-
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ROA and TMT compensation, which is insignificant. Figure 1 is a diagram depicting the joint
effect of TMT compensation and PRP-DER using the odds ratio in Model 5. The value of
compensation in this plot ranges from a standard deviation below the mean to a standard
deviation above (Dawson, 2014). The value of high PRP-DER equals a standard deviation
above the mean, while that of low PRP-DER equals 0 given that a standard deviation below is
not in the range of the central value. According to Figure 1, whether the PRP-DER is low or
high, the likelihood of corporate wrongdoing increases as TMT compensation rises, but the
increasing speed of the likelihood of illegal practices is higher when PRP-DER is high,

supporting Hypothesis 3a.

[Figure 1 near here]

Discussion and Conclusions

Executive compensation has drawn considerable attention, but there remains much
disagreement about its role in preventing illegal actions (Conyon and He, 2012; Crutchley and
Minnick, 2012; Devers et al., 2007). This may be due to the neglecting contextual factors,
which may have impacts on the effects of the compensation system and the TMT’s decision-
making. Basing on the behavioral theory of the firm, this study empirically explored the effects
of TMT compensation and aspiration—performance discrepancy on the likelihood of corporate
illegal activities. In particular, it studied the moderating effect of aspiration—performance
discrepancies on the relation between TMT compensation and corporate illegal behaviors.
Using data on publicly traded construction companies in China from 2011 to 2017, this study
tested the above hypotheses. Some of them are supported.

Though it first found TMT compensation has an insignificant impact on corporate
illegal behaviors in Model 2, a significantly positive relationship between them was then

obtained in Model 5 which also considers performance discrepancy. This finding verifies the
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impact of situational factors on TMT compensation. This positive relationship corresponds to
the notion that executive compensation may provide managers with incentives to improve the
firm’s short-term performance to maximize their interest at the expense of the firm’s long-term
growth (O’Connor et al., 2006; Peng and Réell, 2008). This finding is consistent with previous
studies about the relationship between incentive compensation and fraudulent decisions
(DuCharme et al., 2001; Harris and Bromiley, 2007; O’Connor et al., 2006).

Second, aspiration—performance discrepancy, especially when characterized as relative
DER, was found to have influences on the likelihood of illegal activities. When performance
is above aspiration, that is when DER is lower than the weighted industrial and historical level
(i.e., NRP-DER), the firm is less likely to conduct violations. This is in line with the notion that
the incidence of organizational change decreases when firms consider themselves successful
(Fiegenbaum, 1990; Greve, 1998). To avoid anticipating a distant future, firms are willing to
maintain a status quo and unwilling to change (Gavetti et al., 2012). They would rely on their
standard operating procedures and prefer seeking in the neighborhood of current alternatives
and solutions (Cyert and March, 1963). When performance is below aspiration (DER is above
the acceptable level, i.e., PRP-DER), the probability of corporate wrongdoings is lower as
relative DER increases, contrary to our expectation. This may be explained by the threat-
rigidity effects generated by obvious failure (Gaba and Bhattacharya, 2012; Greve, 1998).
Unsatisfactory performance, as a threat, may contribute to limited information processing,
centralized decision making, strengthened organizational rigidity, narrow alternatives
considered, and thus the decreasing likelihood of change (Staw et al., 1981). Subsequently,
firms become averse to taking risks (Chattopadhyay et al., 2001). They would maintain their
routines and be reluctant to take illegal activities.

Third, this research indicates that performance below aspirations (DER is higher than

the desired level, i.e., PRP-DER) strengthens the effect of TMT compensation on illegal
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behaviors. As TMT compensation increases, the incidence of illegal activities grows fast. It is
higher for firms with lower relative performance (higher PRP-DER) if compensation climbs
high enough. This may be associated with increasing incentives for changes. Managers are
expected to lose much financially if performance is below the acceptable level. Considering
that their desire to reduce losses overwhelms that to increase gains, managers may become
greater risk-taking under strains such as performance shortfalls (Kahneman and Tversky, 1979).
This corresponds to the idea under the behavioral theory that failing to attain a satisfactory
outcome generates incentives for problematic search and some risky alternatives may be
selected due to bounded rationality (Cyert and March, 1963; Gavetti et al., 2012). Executives
might attempt to improve short-term performance and to avoid possible financial loss through
illicit means.

Fourth, the insignificant effect of ROA on corporate illegal behaviors may be related to
the pressure degree. ROA represents profitability, and making profits is a long-lasting activity.
That is, performance below aspiration in a short period may not be urgent in the construction
industry, in which the payback period is always longer than other service industries (Alfeld,
1988). Indeed, some construction firms would take some megaproject initiatives that are not in
pursuit of rational economic benefits (Yang et al., 2018). Thus, ROA below or above the past
level or the competitors’ level may not provide strong incentives for TMTs and firms to commit
some wrongdoings. On the other hand, DER shows the degree of debt versus wholly owned
funds when a company is financing its operations. This variable reflects organizational slack,
the stock of available resources that can be diverted or redeployed for an organization to
achieve its goals (Arora and Dharwadkar, 2011; Kuusela et al., 2017). When DER is high (e.g.,
the current level in our samples), the debt-related agency cost would increase, and consequently,
the cost of capital would increase. This, in turn, raises the pressure to improve the current status

(Bertero and Rondi, 2000). Simultaneously, TMTs and firms may confront resource scarcities
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and experience difficulties in adopting internal or external strategies (Bourgeois, 1981; Li et
al., 2017). Then they may have heavy performance pressure and strong incentives to conduct a
problematic search even via financial statement fraud and other illicit means (Finney and
Lesieur, 1982; Vaughan, 1985, 1999). When DER is low, there is still organizational slack and
abundant resources to enable firms to adopt strategic adjustments to achieve organizational
goals (Arora and Dharwadkar, 2011; Li et al., 2017). There is no necessity and motivation to
take any risky illegal activities, which may change the current success once these scandals are
known by the public. However, the DER of construction industry has been relatively high as
most firms are operated on borrowings (Rebeiz and Salameh, 2006; Roberts and Zurawski,
2016). Though there may be many reasons why a construction firm has high debt, high debt
may result in undesirable consequences and activities, such as corporate scandals. Hence,
construction firms need to pay more attention to DER.

This study has several practical implications. First, we confirm the contextual effect of
aspiration—performance discrepancy on the relation of TMT compensation and corporate illegal
activities. This implies that excessive executive pay does play a role in committing illegal
activities when a firm faces a gap between goal and actual achievement. The design of
executive compensation needs to be reconsidered by the compensation committee, which is
responsible for design the reward structure and guaranteeing the executive compensation
systems work effectively and equitably to protect shareholders’ profits (Daily et al., 1998;
Kolev et al., 2019; Laux and Laux, 2009). Using high total pay to align the interest of managers
with firms might not be prudent to reduce the occurrence of corporate violations. In particular,
there is no optimal compensation system for all organizations and/or all the time. The
compensation system needs to alter to fit with the changing situational factors, such as
aspiration-performance discrepancies. Second, while aspiration—performance discrepancy

serves as a situational factor to moderate the association between compensation and corporate
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violation, companies should carefully monitor TMT, especially when performance is lower
than the desired level (e.g., DER is above historical and industrial aspiration). The significant
influence of DER rather than ROA may bring new insights to decision makers (i.e., investors,
lenders, and regulators) when evaluating firms’ performance and considering preventing
fraudulent activities. For construction firms in China, DER deserves more attention in
suppressing illegal behaviors.

Though this study has significant theoretical and practical implications, several
limitations exist. First, this research used the performance data before the year of initiating
illegal behavior. It is implicitly assumed the fraudulent actions were taken one year after the
unsatisfactory performance was detected. However, an aggressive manager may choose to
violate options in the same year when signs of poor performance appear while a conservative
manager may choose to ride the fence on unsatisfactory performance for years. Second, only
TMT total pay was used to measure executive compensation. Though restricted stock, stock
options, and long-term incentive plans are commonly treated as measures of compensation,
they are seldom adopted in China, especially in the construction industry. Their effects on
illegal corporate behaviors in this context may need further exploration. Third, a binary variable,
operationalized by whether violations were committed by firms in a focal year, was used as the
dependent variable. This study fails to measure the scale of the violating activity due to the
mixed usage of multiple punishments by the regulators such as fine and cancellation of business
license. Clearly defining the seriousness of illegal activities may be more meaningful and thus
recommended for future studies.
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