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Abstract: Corporate investment in compliance in general and compliance management
systems (CMS) in particular, follow the cardinal management obligation to always obey
the law (so-called “management duty to legality”). But does the compliance function as
any other corporate investment really add value favoring all shareholders? The socially
desired answer should be probably “yes”, but the business reality shows a different
picture: the measurement of the compliance value is a “blind spot” in the scientific
theory and research as well as in the corporate practice. This paper analyzes reasons
for that “blind spot” and explores the systematization of the compliance value drivers
setting up a practical model that monetarizes these effects as well as calculating the
added value and ROI of compliance. The author concludes that this quantification is
particularly relevant to practice, as the compliance function must be able to measure the
quantified impact(s) of the compliance function in order to demonstrate its value to
management, shareholders, as well as all interested parties, and to justify and strengthen
its role increasing the effectiveness of the CMS as part of the company’s “second line of
defense”.

Keywords: Compliance Management System, added value, ISO 37301, Three lines of
defense.

1. Introduction

Corporations of all types, sizes, branches throughout the entire world are
facing the same ambiguous monster called ‘compliance’. One side of this
monster is its true belief that all problems can be solved with rules and
laws. Therefore, it creates more and more rules and laws and changes them
increasingly often. The other side is that the worldwide ‘regulating flood’
is enormous. It creates not only more complexity in the legislative corpus,
but also soaring compliance costs for corporations.

Calculations for 2019 resulted in a worldwide volume of 56,624
statutory changes, ic., 217 legislative alterations on average per each
single working day (Hammond and Cowan 2020). Furthermore, the
‘regulating flood’ within the EU is gigantic, too. On average 15,659 legally
binding documents are released year by year continuously enlarging the
overweight of the ‘compliance monster’ (refer to Figure 1).
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Figure 1

Number of legal documents European Union
Source: EUR-Lex (Oct 7, 2021)

At the national level, the ‘compliance monster’ follows the
international trend. Currently, in Germany, there exist up to 27,461
different national legislative rules for corporations (Statistisches
Bundesamt 2021) as well as municipal and local rules, regulatory and
industrial specifications, voluntary obligations, declarations of intent and
codes (the ‘soft law’) and, finally, internal rules within the corporations
such as guidelines, working instructions or ‘codes of conduct’ that all
are to be included in the ‘compliance inventory’. Corporations cannot
casually face such a ‘compliance monster’, but need a multilevel and
systematic approach, or, in other words, a company-specific CMS, based
on recognized implementation standards (e.g., ISO-Norm 37301:2021
Compliance management systems) and regular tests for its effectiveness.

As soon as the significant implementation costs become visible, the
management often gets more and more reserved about the further
development of the new CMS. “Do we really need more staff for
compliance?” or “Why can’t we simply distribute some relevant intranet
news to all employees instead of conducting time-consuming compliance
trainings?” are typical questions by the management then. If the
compliance officer is unable to argue adequately at this point, the further
introduction of the CMS will come under heavy pressure. It even runs
the risk of being implemented only incompletely, so that the CMS under
development could ultimately be less effective or not effective at all.
The most important ‘point of attack’ is the insufficiently explained or
even completely missing value aspect of compliance. This ‘argumentative
gap’ extends not only to the corporate world, but also to academia. The
measurement of the added value of compliance is still a ‘blind spot’ that
needs to be explored. Therefore, the aim of this paper is to work out the
value of compliance, to monetarize the value as far as possible, and to
develop a generic ROI calculation model for this purpose.
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2. Research method

The research method for this paper is divided into two parts: on the one
hand, the current state of research on the calculation of compliance added
value had to be identified, and, on the other hand, calculation models

and statistical approaches that could possibly be used for the comparison
of costs and benefits of compliance measures and the ROI calculation of

compliance were of interest.

The systematic literature search (refer to Chapter 3) was subsequently
used to obtain a detailed overview of calculation approaches for
compliance costs and benefits within a reasonable timeframe. In

systematic literature search, library catalogs and databases are searched for
keywords, and the sources found are then analyzed further. In the present
research, the search string value of compliance was pursued in the freely

accessible web-based scientific database Google Scholar.

The generic calculation model of compliance added value was
developed in two stages as follows: at first, compliance values could
be calculated as shown in Figure 2. Afterwards, i.e., in the permanent
evaluation and comparison of successive evaluation periods, the statistical
tool of time series analysis could then be used.

Cost
of compliance

KPI-relevant returns Returns
of compliance of compliance

Value of
Compliance

Figure 2

Gains
of compliance

Generic model to calculate the compliance value

Source: Westhausen 2021

As a possible calculation method of different compliance values,
especially within the ecarly development steps of the CMS, the ‘ex
ante/ex post’ added value comparison calculation came into focus. This
involves determining and comparing the measurable effects on expenses
and earnings before and after the introduction of compliance measures.
Higher returns from compliance measures than their corresponding costs
would then indicate a verifiable monetarized added value of compliance
in a time series comparison. In order to analyze an already implemented
CMS in the longer term for value creation, the statistical instrument of

time series analysis — both retrospectively and in the direction of the
future (trend extrapolation) — would be suitable.
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3. Literature and research review

Scientific literature sources, as well as academic research projects about
corporate compliance subjects such as relevant KPIs, costs and effects,
value addition or ROI of compliance are rather uncommon. Therefore,
one can also speak of a ‘blind spot’ or a research gap here. Some arguments
are as follows:

Firstly, the search for the keyword string ‘value of compliance’ in Google
Scholar leads indeed to an increasing trend of scientific entries, but still
at a low level of relevant hits (refer to Figure 3), especially because an
estimated 60-70% of the sources had to be deducted from the total
number due to their irrelevant connotation, e.g,, as ‘medical compliance’
instead of corporate compliance.

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Figure 3

Number of keyword hits for ‘value of compliance’

Source: Google Scholar (Oct 7,2021)

Secondly, beyond the limited sources identified in Google Scholar, the
Overview of relevant literature (refer to Appendix 1) encompasses only 15
English and German sources (i.c., monographs, research studies, articles)
that are related to the value of corporate compliance, but just one source
is based on a quantified approach to measure costs, effects, and ROI of
compliance (Hastenrath and Diem 2020), and only one other source is
from 2021 (Giard and Leblanc).

Thirdly, the Competence Center Risk and Compliance Management of
Lucerne University of Applied Sciences and Arts (Switzerland) could
be found as the one and only scientific institution currently exploring
the value of compliance. The research project Return on Compliance,
sponsored by the Swiss agency for innovation Innosuisse and guided by
Mirjam Durrer and Stefan Hunziker, has been running since November
2020 and will continue over about 2.5 years until July 2023. Apart from
the study on the effectiveness aspects of compliance, the main goal of
the project is to bring corporations in the position to “quantify the
value of compliance, so that compliance will not be understood as a cost
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factor anymore, but as added value, e.g, for the enhancement of the
competitiveness” (Durrer and Hunziker 2021).

Fourthly, standard setting and opinion leading literature for
the development of corporate compliance does not focus on the
quantification of compliance effects. For example, the completely revised
third edition of the Handbook Compliance-Management containing
1,405 pages does not include terms like value, added value, gain, KPI, ROI
of compliance in the index (Wieland et al. 2020).

4. Corporate compliance is relevant, but the value of
compliance is vague

The former Deputy Attorney General of the US Paul McNulty put it in
a nutshell when he once said: “If you think compliance is expensive, try
non-compliance” (YouAttest 2020). It seems that the corporate world
hasagreed to that statement as empirical data from Germany show (PWC
2018):

e 97% of all large-scale corporations with more than 10,000
employees had already implemented a CMS.

o 75% of all mid-sized corporations with more than 500 employees
were already using an integrated CMS at that time.

o 10% had already planned the setup of a CMS.

Compliance is neither a ‘paper tiger’ nor practiced as an end in itself.
The relevance of the compliance function is based upon its value for
the corporate governance and business success of any corporation. Three
selected arguments for compliance are as follows:

Firstly, following the organizational theory, the compliance function
is — aside from risk management and controlling — one part within the
second defense line of the world’s widely-favored corporate governance
model of the “Three lines of defense’ (Westhausen 2016).

Secondly, compliance helps corporations to avoid enormous monetary
fines for non-compliance, e.g., Airbus 2020 for corruption 3.6bn Euro
(Deutsche Welle 2020) or Google 2018 for the abuse of its market power
4.3bn Euro (SZ.de 2018).

Thirdly, already released verdicts, e.g., in Germany since 2013 (refer
to the verdict LG Munich I 2013 no. SHK O 1387/10) and new
legislative initiatives (e.g, in Germany the upcoming criminal law
against organizations or Verbandssanktionengesetz) all point in the same
direction: good compliance and an effective CMS can have significant
positive effects for management and corporations: either disclaiming
liability (i.e., partial or even complete reduction of liability) or at least
mitigating (i.c., fine reducing).

But with the acceptance rates for corporate compliance in conjunction
with the implementation rates of CMS nowadays reaching presumably
80-100%, depending on the company size, how can the value of
compliance seem to be vague and a ‘blind spot’ in the corporate and
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academic world? Reasons for that can be manifold (refer to Chapters 4.1-

4.5).
4.1. Ambivalent correlation between compliance and corporate value

Whether there is an added value of compliance or not, this is scientifically
not yet conclusively proven. There is research underlining a positive
correlation between good compliance and a better performance of
corporations. The positive effects of compliance build a whole ‘positive
cluster’ consisting of more transparency, increased trust and less risk for
investors, better reputation of the corporation and therefore lower capital
costs, higher ROI and higher market valuation (Aluchna and Kuszewski
2020), e.g., with regard to the total cost of acquisition and the target price
in an M&A process (Giard and Leblanc 2021). The better is the CMS,
the higher is the takeover price of an M&A acquisition. On the other
hand, compliance can also lead to a neutral or even negative corporate
value caused by intransparency in the declared fulfillment of corporate
governance codes, concentrated ownership with insufficient protection
of all investors (especially minority sharcholders), emerging governance,
principal-principal-conflicts and in the resulting reduced trust and higher
risk for investors (Aluchna and Kuszewski 2020).

4.2. Non-existence of calculation standards for the value of compliance

Neither worldwide applicable norms for the standardization of
management systems like the guidance norm ISO 19600:2014 nor the
certifiable norm ISO 37301:2021 or other standard setting normslike the
management standard of statutory auditors, e.g., the auditing standard
IDW PS 980 of German statutory auditors include ideas regarding the
measuring of costs of compliance or the calculation of effects, added value
or the ROI resulting from single compliance activities or the CMS in
total. Therefore, nobody can be surprised about the ‘blind spot’ value of
compliance, if there are no standards given about how to identify and
measure it.

4.3. Fading-out the human factor

Recent fraud cases, e.g., the Wirecard-fraud case, highlighted two
behavioral aspects of compliance. Firstly, there is no ‘absolute
compliance’. Even the best compliance program in the world could
probably not have prevented several fraudulent managers of the German
Wirecard AG from collusively embezzling 1.9bn Euro (McCrum and
Storbeck 2020). Just because a corporation has a great compliance
program does not mean people are not going to behave unethically.
By the way, the CMS of Wirecard (Wirecard 2019) was good,
including all ‘standard-elements’ of an ideal and effective CMS including
organizational elements like a Chief Compliance Counsel, a Group
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Compliance Office, a Governance Risk & Compliance Committee
(GRCQ) and cultural elements as the “Wirecard Code of Conduct” and
an appropriate “tone from the top”. Secondly, all corporate personnel,
beginning from the highly paid top management down to the modestly
paid worker, need to understand the justification of compliance measures
(e.g., reasons and value in a transparent, quantified structure). This
requires a plausible and understandable argumentation line aligned for
all levels of corporate hierarchy. Without understanding the sense of a
compliance measure, one will probably not follow it. Managers will then
only haltheartedly commit themselves to their compliance responsibility,
just following the German proverb “What the farmer doesn’t know he
doesn’t eat” (“Was der Bauer nicht kennt, frisst er nicht”).

4.4. Weak argumentative power of compliance staff

The top five qualifications compliance manager needs to have are
the following (DGQ 2017): know-how in business economics,
legal knowledge, leading and argumentative ability, communicative
competence, and flexibility. Among all five qualifications, the
argumentative and communicative skills are of special relevance for the
success of compliance, because people need to be convinced of the sense
and usefulness of compliance measures if they have to execute them.
Unfortunately, the current personal profile of compliance staff seems
to have an argumentative-communicative weakness. This conclusion
results from a current survey in which about 70% of 370 top managers
believed the compliance function was not sufliciently able to persuasively
demonstrate the ROI of the compliance budget (Fechner und Baier
2020). Just as critical was a finding in another empiric study: Most
compliance managers (71%; n: 574) saw themselves as “skillfully equal
to the challenges of compliance” (Grundei et al. 2017). Doesn’t this
overconfidence of compliance managers in their argumentative and
communicative skills need to be questioned and changed?

4.5. Research gap

The gap already pointed out in the research of the value-addition of
compliance is in itself a reason why the corporate world is less concerned
with the quantification of compliance value and is still reluctant to
address this topic.

5. Costs, returns, and added value of compliance

The general concept of the added value consists of the comparison of
costs and returns of an investment with the result of a positive difference
(ie., added value) or a negative difference (i.c., loss). In the following, the
concept of the added value is applied to the investment in compliance.
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S.1. Costs of compliance

Usually, compliance costs are categorized into ‘one-off costs’and ‘ongoing
costs’ as follows (Westhausen 2021):

o one-off: all costs for the initial implementation of the CMS (e.g.,
project planning, consulting, IT-systems, recruiting costs for a
compliance officer and if necessary for further compliance staff as
well as their entrance training, installation of a whistleblowing-
system), and

o ongoing: all costs of the ongoing operations (e.g., running
personnel costs, compliance training for the entire workforce
either in presence or online, internal realization costs of
compliance requirements at process-related and functional
level, running IT-costs, internal and external suitability and
effectiveness audits of the CMS), lost sales due to compliance
restrictions.

Following a survey of 173 German medium-sized corporations,
each organization currently spends about 37,300 Euro p.a. to secure
compliance (Becker et al. 2011; the calculation of the author is based
on the total consumer price inflation of 13.6% between 2011-2021).
Compliance budgets in large-scale enterprises and especially within the
financial and insurance sector easily reach a double-digit million Euro-
scope or even more in the long run. According to a 2017 survey of 141
banks and insurance companies in the European Union, about 2-4%
of their ‘total operating costs” were invested in compliance (one-off and
ongoing): in absolute figures, banks invested 4.2m Euro (median) and
98.4m Euro (mean), whereas insurance companies invested 2.0m Euro
(median) and 49.9m Euro (mean) (European Commission 2019).

5.2. Returns of compliance

The returns of compliance are subject to a known, but still unsolved,
measurement dilemma. On the one hand, the multiple positive effects
related to compliance are more or less undisputed in the corporate world,
but, on the other hand, because of the difficulty in measuring these effects,
an even bigger problem comes along. Due to the limited quantification of
the compliance returns, the legitimization of the considerable compliance
costs in front of the top management gets very challenging (Hastenrath
and Diem 2020). Compliance returns, whether qualitative or partly
quantitative, should become totally quantified and monetarized to have
a comparable, transparent calculation methodology that convinces the
management factually and not only by mellifluous, warm words. The
systematic aggregation of compliance returns, categorized in effects of
key performance indicators (KPI’s) and gains of compliance, is developed

below (refer to Chapter 6).
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S.3. Added value of compliance

There is no single definition or concept of an ‘added value’ of an activity,
but a diffuse mixture of approaches, including the political surplus theory
of Karl Marx, the fiscal concept of the taxation of each added value
either at the production, trading, or services level (named VAT), or the
difference between the output and the corresponding input of a process
or a process step (Reineke and Bock 2007). Regarding the added value
of compliance, the confrontation of compliance costs or ‘compliance
input’ (5.1) and the quantified compliance returns or ‘compliance
output’ (5.2) will lead to cither positive or negative difference. Therefore,
the added value of compliance could be defined as follows (Westhausen
2021):

The added value of compliance is the surplus over an investment in
compliance resulting in a positive difference between in- and outbound
cashflows representing the success of the compliance activity at the same
time.

A quantified and monetarized added value (e.g, in Euro) could
afterwards be transferred to other calculations such as “Return on
Investment” (ROI). The generic ROI-formula is then transformed into
the compliance-ROI-formula (Hastenrath and Diem 2020):

ROI= profit _ savings or penal reductions by compliance
"~ total capital total investment in compliance

6. Systematization of the compliance returns

All compliance returns should be systematically collected and somehow
clustered. One approach could be the following differentiation in two
categories: KPI-relevant returns (6.1) and gains of compliance (6.2)
which are explained below.

6.1. KPI-relevant returns

In scientific and practice sources, the segmentation of KPI’s is generally
based on activities, results and behavior (refer to Table 1). In order to
evaluate (and, later on, also to calculate) the added value of compliance,
all KPT’s relevant effects have to be systematically covered. Obviously,
effectiveness of a CMS can be derived if KPI’s or realization rates
of compliance measures reach high percentages — especially result and
behavioral based KPT’s, although this is not always valid, since there exists
no ‘absolute compliance’ (refer to Chapter 4.3).

Table 1

Overview of selected activity result and behavioral based compliance returns
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Sources: Jiittner 2020, Hastenrath and Diem 2020, Westhausen 2021

KPI based compliance returns are possibly easier to calculate and
monetarize, since the structure of a KPI is quantitative in itself. However,
the following example might clarify the calculation process of KPI-
returns.

Assumption:

Due to an intensified anti-fraud compliance training, the number of frand
cases was reduced by S0% (refer to the fifth example in the second column of
Table 1).

Calculation of the compliance return:

The average loss per case in the last five years was about 50,000 Euro with
12 cases per year. Then, the total annual compliance return is 300,000
Euro (i.e., 6 times 50,000 Euro).

6.2. Gains of compliance

The ‘gains of compliance’ are the second category of compliance returns.
Here, there are manifold factors to be considered because all of them pay
in the “returns of compliance” (refer to Table 2).

Table 2
Overview of selected gains of compliance

Sources: Becker et al. 2011, PwC 2018, Westhausen 2021

Measuring compliance returns based upon gains might become more
difhicult to calculate and monetarize in comparison to KPI based returns
(e.g., how to measure the value of more legal certainty or the effect of
positive influence on the corporate culture?). Yet — even if the value
calculation might be difhcult — the quantification of effects should be
necessary for the further calculation of the added value of compliance.
The following example should bring more light on the calculation of
compliance gains.

Assumption:

Due to several business partner compliance measures, the operative
efficiency increased (vefer to the second example in the first column of Table
2).

Calculation of the compliance return:

Within the “Business partner compliance project,” the data quality of all
suppliers and customers information in the relevant databases had to be
updated and corrected. This step led to an improvement of the data quality
of all digital data about business partners resulting in a significant time
reduction in searching data and documents about business partners. The
compliance return is about 20% less searching effort, i.e., 500 hours less
working time for data search per year at an hourly cost rate of 50 Euro
summing up to 25,000 Euro compliance return per year.
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7. Calculation model for the compliance value and time

series analysis

In this chapter, the previously described and quantified costs and returns
of compliance are brought together in a tabular calculation model (7.1)
and a statistical approach with the objective to compare the static value

calculations on a dynamic, rolling basis (7.2).

7.1. Generic calculation model

The calculation model presented below can be used for any corporation
as a generic prototype which is independent from the industry, company
size or legal form of the corporation (Westhausen 2021). Furthermore,
the model is also freely scalable, i.c., it is applicable for the calculation of

an added value of a single compliance activity or segment (e.g., corruption
or anti-trust) or a CMS of a whole international group. The calculation
model is based on the consequent quantification and monetarization of
each cost and return category that are afterwards compared with each
other coming up with a surplus or minus.

In the following example, the calculation model is presented with
hypothetical, but realistic business data and figures of a medium-sized
corporation. The calculation basis is the annual basis. Multi-annual costs
and returns are spread over the estimated years of utilization (refer to

Table 3).
Table 3

Model for the calculation of the added value of compliance

Source: Westhausen 2021

Source: Westhausen 2021

It is recommended to adapt the calculation model on the KPI- and

gain categories of the corporation and frequently (e.g., annually) review
all positions up to the added value of all compliance activities as well as
to report the calculation to the superior level (Westhausen 2021). Even if
quantification and monetarization will not always be possible, it should
be the goal within the model following the experience that a cautious
estimation of effects is always better than a qualitative explanation.
Or, as Peter Drucker used to say: “Only what gets measured, gets

managed” (Klaus 2015).
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7.2. Time series analysis

Initially, the comparison of the immediate quantitative effect of
compliance measures is of interest, i.c., the two-period comparison
between ex ante (i.c., before the introduction of compliance measures)
and ex post (i.c., after the introduction of compliance measures). Later, a
longer-term comparison of the development of compliance added value
over several periods and an outlook (trend extrapolation) are also of
interest.

The fictitious corporate example illustrates the time series analysis
(refer to Table 4) as well as the trend exploration of the compliance value
(refer to Figure 4). While no CMS was in place in year-1 (ex ante), no
direct compliance costs (one-off and ongoing) were incurred, but, on the
other hand, 120,000 Euro was paid for assumed claims and litigation
for antitrust violations. With the introduction of CMS in yearQ (ex
post) and the further strengthening of CMS in the following years, the
implementation and maintenance costs for the CMS increase, but, at the
same time, the returns of compliance increase even more. Consequently,
the added value of compliance and the ROI of compliance increase (from
10,000 Euro to 55,000 Euro and from 13.3% to 68.8%).

Table 4

Comparison of five periods of compliance value calculations in 1000 EURO

Calculation categories

ex post (after

ex ante (no CMS) CMS-implementation)

year-1 wearl  |year+1  |year+2  |yearn
Cost of campliance 120 =) 55 55 50
Returns af campliance 0 g5 115 120 135
Added value of compliance | -120 10 30 35 55

Source: Westhausen 2021

A look into the future of the fictitious company shows that the
CMS will generate a significant added value for the owners. If we
follow the corresponding linear trend equation (Y = 37.5x - 110.5),
where Y corresponds to the annual compliance value and x to the
respective period, we will achieve an added value of 452,000 Euro in
the 15% year since the introduction of CMS. In total, the added value
of the exemplary CMS appears even more impressive: 2.8 million Euro
cumulative cashflow, which corresponds to a net present value of 1.6
million Euro (at 5% imputed interest).
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-150

year-1

year+n

-120

— Added value of compliance « » » » « Linear (Added value of compliance)

Figure 4

Time series and trend extrapolation (based upon Table 4)

Source: Westhausen 2021

Figure 4. Time series and trend extrapolation (based upon Table 4)
Source: Westhausen 2021

8. Discussion and conclusion

Compliance moves continuously in the focus of the corporate world,
especially because of big business scandals with even bigger losses,
but also as a result of the simultaneously increasing management and
corporate liability for compliant organizational and operational action.
A systematic and systemic approach such as the methodology of an
integrated, holistic CMS seems to be an effective, practical instrument
to ensure the ‘duty to legality’ in conjunction with the highest possible
effectiveness of the compliance function within the ‘second line of
defense’.

The general value of corporate compliance is, beyond doubt,
the demonstrative power that compliance programs have for their
management, employees, share- and stakeholders. Compliance is a
must; non-compliance is no longer imaginable today. Managers need
compliance to exclude their organizational liability, business partners
hope to deal with reliable companies at lower risk levels if they are
known to be compliant. From a business perspective, the detailed value of
corporate compliance is of special interest because costs (or investments)
need to perform well to payback soon, increasing the return (or the
added value) of the investment. But here, as described in the paper,
a problem with the uncertainty of the value of the compliance return
and the missing quantification of the added value of compliance might
(still) exist. Consequently, without a measurability of compliance effects,
the manageability and acceptance of compliance activities were hard to
realize.

Therefore, a standard calculation model based upon the costs and
quantified returns of compliance resulting in a monetarized added
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value and a ROI of compliance should be developed. One drafted
model calculation was presented within this paper to illustrate the
discussed approach. Future research should be focusing on a generally
accepted calculation model which should not only become integrated in
auditing standards and ISO-norms as well as regular corporate controlling
activities (‘compliance controlling’), but even more in the monitoringand
quality assurance process of each CMS.
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