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• Corporate compliance: “… set of processes by which an organization seeks to ensure 
that employees and other constituents conform to applicable norms” (Miller, 2017)

=> highly dynamic corporate function
=> important for heavily regulated industries 
=> and those undergoing disruptive changes in consumer taste / acceptance

• Example: Financial industry
•10-15% of total workforce dedicated purely to regulatory compliance functions (Somananth, 

2019)
•Saw largest fines from non-compliance in last 10 years ($1.8 billion, SAC Capital Advisors, 

insider trading; $2.5 billion, five international banks, LIBOR scandal; $9 billion, BNP Paribas, 
financing terrorism; tens of billions, Bank of America, subprime crisis)
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• Against this background, relative lack of scientific studies surprising
•Existing work focuses mainly on qualitative case studies or survey data (Hutter, 2001; Parker 

and Nielsen, 2008)
•Often limited focus on specific compliance
• Areas: Health and safety or environment (Coglianese and Lazer, 2003; McKendall, DeMarr, and Jones-Rikkers, 

2002; Potoski and Prakash, 2005)
• Elements: Whistleblowing facility (Read and Rama, 2003; Erkmen, Özsözgün, Caliskan, and Esen, 2014)

•Agreement that effective compliance system must be supported by enactment into day-to-
day activities, i.e. a compliance „culture“

 This multi-faceted nature of corporate compliance makes it difficult to measure the quality 
of compliance
 But this is necessary to assess the effectiveness: avoidance of non-compliance and ensuing 

lawsuits, fines, customer boycotts 
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• We evaluate the association between a firm's compliance quality (input) and the 
corresponding firm risk from non-compliance (outcome) for 150 German firms between 2014 
and 2018
1. Establishment of compliance quality score based on 24 compliance items (culture included)
2. Approximation of firm risk via equity and debt-based risk measures: Need to capture both

• Regular but comparably low compliance-based expenses (for personnel etc.)
• Irregular but presumably very large loss from non-compliance

• We account for potential endogeneity between input and outcome (due to omitted variables 
or reverse causality) by
• Consideration of a large number of control factors
• Running two estimation procedures (system GMM and fixed-effects panel estimation with lagged

dependent variable) that should give an upper and a lower bound for the estimated relation (Arellano 
and Bond, 1991; Blundell and Bond, 1998; Angrist and Pischke, 2009)
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1. Stronger reported corporate compliance activity reduces equity-based risk but increases
(short-term) credit-based risk

2. Not all compliance elements contribute to the same extent: internally-oriented elements
are more conducive to reducing equity risks, externally-oriented elements appear to 
increase credit risks instead

3. Compliance-risk relation has increased over time but reached a maximum before the 
introduction of compulsory non-financial reporting in Germany

4. For financial firms, equity-risk effects of compliance are even stronger, but there are no
credit-risk effects
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• 150 publicly-listed German firms (DAX, MDAX, SDAX, TecDAX), 2014-2018

• Compliance score compiled from information in the annual reports (including the non-
financial report)
• Check for compliance-related items, where list of elements based on IDW PS 980 (auditing standard

for compliance management systems) and on the German Corporate Governance Code
• Altogether 24 different items from different categories:
• Objectives: code-of-conduct, compliance-based remuneration, UN Global Conduct member
• Organization: CCO, compliance committee, compliance trainings, job rotation, whistleblowing facility (internal, 

external, anonymized, ombudsman), compliance-check of business partners, code-of-conduct for suppliers
• Culture: tone-at-the-top, surveys asking for compliance culture
• Communication und surveillance: reporting on whistleblowing and on sanctions
• Risk: compliance-based risk assessment, internal or external compliance controls
• Programme: IDW certification, COSO standard
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• Compliance items collected as indicator variables 

• Total compliance score as simple summary of these indicator variables
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• Industry split shows technology firms to lead the increase in compliance activity, followed by 
telecoms and financials

• Utilities hold the strongest compliance scores throughout
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• To consider correlation structures
between compliance items, we also 
run a factor analysis and retain 5 
factors with eigenvalues >1:

• Internally-institutionalized factor
• Externally-oriented factor
• Certification factor
• Management factor
• Organization factor
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• With regard to equity-based risk, we only consider proxies for downside risk: Value-at-risk
(Var, 5% quantile), Conditional value-at-risk (Cvar), Lower partial moments of the second and 
third order (LPM), calculated from Eikon

• For credit-based risk, we use 1 and 5 year Credit default swap (CDS) spreads, 12 and 60 
months Probability of default and the Distance-to-default, all taken from the Risk 
Management Institute of the National University of Singapore

• Choice of control factors follows earlier research by Höpner et al (2016) and Callen et al. 
(2009)
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• Corporate compliance activity reduces downside equity risks, particularly tail risks

• But it seems to raise short-term debt risk

Indication that corporate compliance makes the firm‘s return distribution more platykurtic:
• Downside tail loses probability mass => benefits equity holders
• Probability distribution also gets flatter, i.e. curvature increases => harms (short-term) debt holders
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GResults – Compliance Factors and Credit Risks
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• Internally-institutionalized compliance activities seem to drive the equity-risk reducing effect

• Externally-oriented activities appear to drive credit-risk increasing effect

• Increasing compliance-sensitivity of risk over time
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• Corporate compliance activity: 
• reduces extreme risks, which benefits equity investors
• comes at an expense that harms short-term debt investors

• Not all compliance activities are equally effective:
• Typical elements of a compliance system drive the equity-risk reducing effect
• Externally-oriented activities drive the credit-risk increasing effect

• Increasing compliance-sensitivity of risk over time

• Financial firms: Even stronger equity-risk reducing effect of compliance without credit risk
increases
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• Compliance score based on reported compliance activity
• May over- or underestimate „true“ compliance activity

• But: European development of corporate compliance has been based on reporting issues, 
driven by capital markets (US: stronger focus on (accounting) regulation via FCPA, FSGO and 
SOX)
• EU CSR strategy of 2011
• European directive on non-financial reporting of 2014
• German enactment in 2017 (for business year 2018)

• Market-based risk proxies require financial markets to be sufficiently efficient
• Using observed fines and penalties as alternative also not feasible due to timing issues (lag between compliance

breach and final sentencing) and non-detected non-compliance
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GBack-up: Descriptive Statistics
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