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Impact on The Firm Value of Financial Institutions from Penalties for Violating Anti-
Money Laundering and Economic Sanctions Regulations1 

  

Abstract 

This study examines the valuation effects of anti-money laundering (AML) enforcement 

actions and the Office of Foreign Assets Control (OFAC) economic sanction violations on U.S. 

financial institutions (FIs). Using a hand-collected sample of 308 enforcement actions issued 

between 2000 and 2018, results show that a civil money penalty (CMP) adversely affects a 

bank's value in the next quarter. Neither the magnitude, nor the type of AML-OFAC violation, 

and neither the bank's ability to deal with an enforcement action― as proxied for by efficiency 

ratios and governance mechanisms―are able to moderate the adverse effect of the CMP.   
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1. Introduction 

Money laundering continues to preoccupy the U.S. government (UNODC, n.d.; The 

U.S. Department of the Treasury [USDT], 2015). To thwart money laundering, financial 

institutions (FIs) must apprise law enforcement of suspicious transactions. Simultaneously,  

U.S. legislation has been significantly strengthened as to all but prevent FIs from engaging in 

transactions with entities that are hostile to U.S. interests. 

In 1917, the U.S. Congress enacted the Trading with the Enemy Act (TWEA, 1917) 

and in 1977 passed the International Emergency Economic Powers Act (IEEPA, 1977). The 

TWEA authorizes the U.S. President to name entities and individuals who pose a significant 

threat to the nation. These two laws require FIs to block fund transfers from the U.S. to any 

designated country or any individual on the Specially Designated Nationals and Blocked 

Person (SDN) list. They are administered by the Office of Foreign Assets Control (OFAC) 

established in 1950 (USDT, 2018). The list of sanctioned countries and the SDN list are 

collectively known as the OFAC list, and the failure of a FI to freeze accounts of or block 

payments to any entity on the OFAC list constitutes an OFAC violation. 

In addition to the above described legislations, in 1970, the U.S. Congress passed the 

Bank Secrecy Act (BSA), and in 2001 it amended the BSA with the USA PATRIOT Act. These 

laws require financial institutions to develop effective anti-money laundering (AML) programs 

to identify money laundering activities. Financial institutions report suspicious transactions to 

law enforcement officials through a process known as Suspicious Activity Reporting (SAR). 

The board of directors of the financial institution is ultimately responsible for its BSA/AML 

compliance2. Failure of a FI to design and put in place an effective program is classed as an 

AML violation. The Federal Financial Institutions Examination Council (FFIEC) publishes a 

manual to provide guidance to bank examiners related to  BSA and OFAC compliance.  

To assess the effectiveness of a FI’s AML program and adherence to OFAC 

requirements, regulators periodically conduct financial institution examinations as part of their 

supervisory responsibilities. These inspections include on-site reviews of policies, processes, 

and procedures; meetings with employees of compliance groups; and sample transactions to 

test for adherence to the AML-OFAC regulations. When the regulator identifies deficiencies, 

an enforcement action is prepared to advise and instruct the financial institution of the need for 

corrective action. The regulator further reviews the enforcement action with senior 

management of the financial institution and holds them accountable for instituting sufficient 

controls (Boles, 2015). For expedience, the U.S. Department of Justice (DOJ) issues a deferred 

prosecution agreement to ensure the financial institution rectifies the controls that are not in 

compliance (Sack & Haines, 2012). Minor infractions receive a non-public, informal 

enforcement action, while formal enforcement actions for major infractions are made public.  

A civil money penalty (CMP) is issued for material weaknesses and gross neglect (see 

Köster and Pelster, 2017). Between January 2000 and November 2018, regulatory agencies 

assessed more than $12 billion in CMPs to FIs for AML violations (see DOJ, 2012a, 2012b; 

OCC, 2014; Huang, 2015, for examples), and $23 billion for OFAC violations (see DOJ, 2009, 

2015; NYSDFS, 2014). 

 
2 Models used by or prescribed for banks to comply with these regulations are covered in Gao and Xu (2009), 
Pocker and Nayda (2013), and Ruotolo and Morison (2015). 
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In light of the increasing frequency and impact of money laundering and other 

criminally related activities, the regulatory challenges to FIs to monitor, control and identify 

them is considerable. Since enforcement actions are costly to FIs and may in addition to CMPs 

include loss of reputation and the costs to implement or remediate controls, evaluating their 

effect on  firm value of financial institutions is timely and relevant (Köster and Pelster, 2017).  

This study investigates the effect that AML-OFAC violations have on bank valuations. To 

provide further insight into this analysis, we extend our study to consider the effects that 

operating efficiency and corporate governance have on this relation.  

2. Methodology  

The sample period for this study starts in January 2000 and ends in November 2018. 

An initial sample of 989 enforcement actions is manually collected based on data from two 

watchdog organizations and the websites of 10 regulatory and/or federal government agencies. 

That dataset contains 157 US publicly traded financial institutions and 308 enforcement 

actions, which are the focus of the present study (See Table 1).  

                                      [INSERT TABLE 1 ABOUT HERE] 

Following Aggarwal et al., 2009; Cummins et al., 2006; Gonzalez & André, 2013; 

Hughes et al., 2003; Lawal & Sakariyahu, 2018; Nguyen et al., 2015, we proxy for firm value 

using the natural logarithmic value of Tobin's Q (TOBINQi,t+1).  

!"#$%&!,#$% =
()*+,!,#$% + (!+!,#$% − 0&1$!2!,#$%)

!+#
 

(1) 

 

where 4 refers to an institution, 5 represents a quarter, ()*+,, !+ and 0&1$!2 represent  

market capitalization, total assets, and shareholder equity, respectively. 

An enforcement action, i.e., our main variable of interest, is measured in three ways. 

CMP_DUMMYi,t  is an indicator variable equal to one if institution i  receives a civil money 

penalty in quarter t. CMP  is the logarithmic value of the civil money penalty and 

CMP_IMPACTi,t is the amount of the CMP  divided by the bank’s total assets. These alternative 

measures are intended to capture the potentially different effects that the likelihood and or 

magnitude of the penalty may have on FIs’ value.  

To mitigate endogeneity, we use feasible generalized least squares regressions in panel 

data to account for autocorrelation and heteroskedasticity. The following control variables are 

accounted for in the regressions following Aggarwal et al., 2009; Berger, Bouwman et al., 

2016; Berger, Imbierowicz et al., 2016; Ellul & Yerramilli, 2013; Grove et al., 2011; Lawal & 

Sakariyahu, 2018; McNulty et al., 2013; Minton et al., 2014; Nguyen et al., 2015;  Nguyen et 

al., 2016, among others. 

SIZEi,t, is the natural logarithmic value of bank i’s market capitalization; NIMi,t is the 

net interest margin; RETi,t is equity returns with dividends reinvested; TIER_1i,t is tier 1 capital; 

DEBTi,t  is equal to long-term debt divided by the total assets; DIVYIELDi,t is the cash dividend 

divided by the market value; CLRi,t, is the ratio of credit loss provision to total assets; NPLi,t 

represents non-performing assets; and PLLi,t  represents provision for loan losses. All 

accounting variables are collected from the Compustat database and are measured in quarter 5; 
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and continuously measured variables are winsorized at the 1% and 99% levels. The overall 

model is specified as follows: 

7$8(	:+;10!,#$% =	<& +	<%*(,!,# +	∑ <'*"%!8";>!,#
(
')* +	?!,#                                 (2)            

To provide further insight into our primary analysis, we append the above model to 

include variables intended to capture the effects of operating efficiency and governance on 

the firm value - CMP relation.    

                             

Efficiency Ratio and Corporate Governance 

The efficiency ratio (ER) is a commonly used metric which is inversely related to a 

bank’s ability to efficiently manage its operational expenses (Chu and Lim (1998), Pasiourasa 

et al. (2008) and Shamsuddin and Xiang (2012)), which we calculate as follows: 

08 =
%@A	4A5BCBD5	0EFBADB

"FBCG54AH	$AI@JB − ;@GA	;@DD	,C@K4D4@A
 

(3) 

 

Banks with an ER lower than the sample median in quarter 5 are assigned a value of 1 

for the indicator variable BETTER_ERi,t,, and 0 otherwise. We test whether more efficient FIs 

are better able to respond to enforcement actions by limiting their impact on firm value using 

the following model: 

!"#$	&'()*!,#$% =	,& +	,%.*//*#_*#!,+ 	+ ,'1$2!,+ + !3"#$$#%_#%",+ ∗ ()*",+ +
	∑ <,*"%!8";>i,t#

$=4 +	4!,#																																																																																																																		(4)																																																																																																									 

 

Likewise, we test whether FIs that are better governed are more able to limit the impact 

of a CMP enforcement action on their firm value. Following Hughes, Lang, Mester, Moon, and 

Pagano (2003) and Huang (2015), we use the percentage of common stock held by institutional 

blockholders (GOVERNANCE) as a corporate governance proxy. Our governance model is 

depicted in equation 5.  

											!"#$	&'()*!,#$% =	,& +	,%89&*#:':1*!,+ 	+ ,'1$2!,+ + !3-./#%010(#",+ ∗
()*",+ +	∑ <,*"%!8";>i,t#

$=4 +	4!,#																																																																																																(5)																																																																																																																																																	 

 

The use of our governance variable is not without its criticism. For instance, Hughes et 

al., 2003 and Huang, 2015 use this variable to define the bank's ownership structure as opposed 

to governance (i.e., board and board functioning). Nonetheless, numerous studies document 

the positive effects of block ownership on firm governance and performance (see Navissi and 

Naiker, 2006). Lawal and Sakariyahu (2018) argue that governance mechanisms such as equity 

ownership by institutions and a few individuals facilitate the alignment of shareholders’ and 

managers’ interests as well as efficient monitoring. Since we do not consider managerial 

ownership, wealth expropriation―as explained under the entrenchment hypothesis (see Lawal 

and Sakariyahu, 2018) ―is less of a concern with our proxy for governance. The final sample 

is restricted to firm-quarter observations with complete data, i.e., 4,770. 
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3. Empirical Results  

Table 2 provides the results for regression equation 2. Irrespective of how it is 

measured, a notice of a CMP in quarter 5 adversely affects the firm value of a FI in the next 

quarter. Estimates for each of CMP_Dummy, CMP and CMP_IMPACT, i.e., our variables of 

interest are negative and statistically significant. The coefficient for CMP is -0.064, which 

suggests that a 1% increase in CMP leads to a decrease of -0.064% in the firm’s Tobin’s Q.  

                                      [INSERT TABLE 2 ABOUT HERE] 

Our results differ from the literature. For example, consistent with our findings, Pereira, 

Malafronte, Sorwar, and Nurullah (2019) find that equity markets react negatively following 

enforcement actions. However, the reaction is weak in the case of a civil money penalty and 

formal agreements. Conversely, our findings suggest that civil money penalties significantly 

affect firms’ Tobin’s Q. While there are various reasons to explain this difference that include 

temporal gaps in our respective samples, we assert that a CMP is informative to investors in 

being able to identify and discriminate between banks with effective and ineffective internal 

controls and the financial impact of a CMP is not merely limited to its amount but also includes 

the loss in the market value of the recipient bank. In addition, the financial institutions covered 

in our sample have operations globally and therefore carry a higher risk of running counter to 

AML-OFAC regulations. Hence, the adverse reputational effect on these banks may be large 

even though the monetary amount of a CMP is small relative to the size of the banks, as the 

damage to the bank is not confined to the amount of the CMP.  

 Regarding controls, all coefficients are generally significant in their expected directions 

at the 1% level. Results show that larger FIs (SIZE) and FIs with higher net interest margins 

(NIM) are more highly valued while FIs with higher debt (DEBT), dividend yields 

(DIVYIELD), credit loss provision (CLR), non-performing assets (NPL), and loan loss 

provisions (PLL) report lower TOBINQ. The estimate for TIER_1 is, however, unexpectedly 

negative. Prior research documents that banks with few assets tend to be associated with a 

higher Tier 1 ratio. For instance, Cohen (2013) documents weighted average capital ratios of 

5.7% - 8.5% for large banks, while the range is 7.8% - 9.0% for smaller banks. Hence it may 

be conjectured that relative to a large bank, the receipt of a CMP by a small bank weighs more 

heavily on its assets. While we do not explicitly assert that all small banks are more susceptible 

to CMPs, they may nevertheless be associated with a higher Tier 1 ratio which could explain 

the negative association between its Tier 1 ratio and next quarter’s Tobin's Q.   

It is natural to think that more efficient banks and banks that are better governed should 

be able to make post CMP violation adjustments that would reassure investors.  To provide 

insights into these conjectures, we empirically document the potential effects of operating 

efficiency (Table 3) and governance (Table 4) on the CMP – TOBINQ relation. Similar to our 

prior findings, TOBINQ is inversely related to CMP across all models. As expected, models 1 

and 2 in Table 3 show significantly negative estimates for our BETTER_ER indicator variable 

(Shamsudddin and Xiang, 2012). Hence, more efficient banks with lower efficiency ratios 

report higher next quarter TOBINQ. The BETTER_ER * CMP_DUMMY and BETTER_ER * 

CMP interaction terms in these same models are, however, significantly negative which 

suggests that operating efficiency is unable to reduce the adverse valuation effect of a CMP 

violation. 
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                                      [INSERT TABLE 3 ABOUT HERE] 

Our findings are similar when we replace the efficiency ratio by a proxy for firm 

governance, i.e., the percentage of shares held by blockholders in Table 4. The governance 

proxy is positively related to firm value in the next quarter, but better governance does not 

moderate the adverse effect of a CMP. While effective governance is positively related to firm 

value, it is unable to counter the adverse valuation effect of a CMP as all three 

GOVERNANCE*CMP interaction terms are significantly negative. Hence neither the bank’s 

ability to deal with an enforcement action as proxied for by efficiency ratios or governance 

mechanisms are able to moderate the adverse effect of a CMP.  

                                     [INSERT TABLE 4 ABOUT HERE] 

4. Conclusion 

Financial institutions' involvement in money laundering will continue to preoccupy 

politicians, regulators, investors, and the public at large. This study addresses the valuation 

effects of AML-OFAC violations based on a unique dataset containing 308 enforcement 

actions of 157 US publicly traded financial institutions between 2000 to 2018. Firm value is 

measured using Tobin's Q, and the analyses show an adverse effect on next quarter firm value 

irrespective of the size and nature of the enforcement actions in the current quarter.  

This study provides timely evidence on the effectiveness of enforcement actions, and 

CMPs in ensuring compliance with AML-OFAC regulations as the impact of the CMP extends 

far beyond the payment of the penalty and directly targets the firm’s equity value (which among 

other things banks may need to rely upon in times of crisis through issuing new equity). Our 

findings should act as a deterrent to the incidence and magnitude of money laundering activities 

and alarm boards of the unfavorable consequences on bank value beyond the fine when it 

comes to money laundering. Our findings also highlight the benefits of having in place internal 

controls and processes that regulatory authorities deem necessary in the fight against money 

laundering.    
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Table 1. Enforcement Action Data   

Panel A. Enforcement Action Records by Source N 

BankersOnline  8 
The United States Department of Justice (DOJ) 1 
Federal Deposit Insurance Corporation (FDIC)  186 
The Board of Governors of the Federal Reserve System (The Fed) 78 
Financial Crimes Enforcement Network (FinCEN)  18 
Financial Industry Regulatory Authority (FINRA)  307 
GoodJobsFirst  182 
New York State Department of Financial Services (NYSDFS) 21 
Office of the Comptroller of the Currency (OCC)  47 
Office of Foreign Assets Control (OFAC)  121 
Securities and Exchange Commission (SEC)  20 
Total 989 

   Panel B. Sample Selection Process                                                                            N 

Enforcement Action records manually collected  989 
Less: Enforcement Action records for firms privately held and cooperative 
banks -509 
Less: Credit Unions -12 
Less: Enforcement Action record for an individual -1 
Less: Enforcement Action records for firms with no CUSIP number -84 
Less: Enforcement Action records for financial institutions not traded on 
U.S. stock exchanges -8 
Sample number of enforcement action records  375 
Less: Enforcement Action records for firms with multiple enforcement ac-
tions in the same year -67 
Number of firms with only one enforcement action per year for analysis 308 
Less: Number of firms with CUSIP numbers not matching on Compustat -151 
Number of Sample Firms 157 

Number of Firm Quarterly Observations 8,948 
   Table 1 reports the number of enforcement actions manually collected from each source and final sample 
   filtering process. Data collected as of December 31, 2018. 
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Table 2. Financial Impact on Firm Value from CMP 

 (1) (2) (3) 
VARIABLES CMP_DUMMY CMP  CMP_IMPACT 
CMP_DUMMY -0.064 ***   

 (-3.440)   
CMP   -0.010***  

  (-7.215)  
CMP_IMPACT   -0.011 *** 

   (-4.615) 
SIZE 0.129 *** 0.136 *** 0.119 *** 

 (25.446) (27.068) (26.388) 
NIM 0.185 *** 0.184 *** 0.186 *** 

 (25.298) (24.994) (25.148) 
RET -0.095 *** -0.097 *** -0.091 *** 

 (-3.385) (-3.489) (-3.271) 
TIER_1 -0.028 *** -0.027 *** -0.027 *** 

 (-9.248) (-9.062) (-9.010) 
DEBT -5.364 *** -5.219 *** -5.135 *** 

 (-15.539) (-15.484) (-14.783) 
DIVYIELD -0.004 *** -0.004 *** -0.004 *** 

 (-10.420) (-10.669) (-10.893) 
CLR -37.512 *** -38.927 *** -36.281 *** 

 (-9.348) (-9.704) (-8.976) 
NPL -0.000*** -0.000*** -0.000*** 

 (-12.855) (-13.076) (-13.432) 
PLL -0.000*** -0.000*** -0.000*** 

 (-10.406) (-9.876) (-10.235) 
Constant 13.469 *** 13.192 *** 13.432 *** 

 (38.313) (37.994) (38.600) 
    

Wald Chi2 2130*** 2279*** 2149*** 
    

Observations 4,770 4,770 4,770 
 *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively. z-statistics are provided 
in parentheses.   
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Table 3. Financial Impact on Firm Value from Efficiency Ratio 

 (1) (2) (3) 
VARIABLES CMP_DUMMY CMP CMP_IMPACT 
BETTER_ER 0.041 *** 0.032 ** -0.006 
 (2.927) (2.467) (-0.725) 
CMP_DUMMY -0.033 *   
 (-1.678)   
BETTER_ER * CMPDUMMY -0.064 ***   
 (-3.826)   
CMP  -0.008 ***  
  (-5.730)  
BETTER_ER * CMP  -0.004 ***  
  (-3.834)  
CMP_IMPACT   -0.012 *** 
   (-4.614) 
BETTER_ER * CMPIMPACT   0.002 
   (0.656) 
SIZE 0.131 *** 0.138 *** 0.120*** 
 (26.463) (27.821) (26.595) 
NIM 0.189 *** 0.188 *** 0.187 *** 
 (25.517) (25.403) (25.146) 
RET -0.091 *** -0.095 *** -0.091 *** 
 (-3.255) (-3.397) (-3.270) 
TIER_1 -0.027 *** -0.026 *** -0.027 *** 
 (-8.952) (-8.860) (-8.991) 
DEBT -5.485 *** -5.329 *** -5.171 *** 
 (-16.161) (-16.429) (-14.809) 
DIVYIELD -0.004 *** -0.004 *** -0.004 *** 
 (-10.467) (-10.891) (-10.966) 
CLR -38.307 *** -39.899 *** -36.703 *** 
 (-9.388) (-9.780) (-9.008) 
NPL -0.000*** -0.000*** -0.000*** 
 (-12.981) (-13.171) (-13.549) 
PLL -0.000*** -0.000*** -0.000*** 
 (-10.261) (-9.814) (-10.295) 
Constant 13.488 *** 13.220*** 13.451 *** 
 (38.822) (39.183) (38.509) 
    
Wald Chi2 2205*** 2382*** 2189*** 
Observations 4,770 4,770 4,770 
. *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively. z-statistics are provided in 
parentheses.  
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Table 4. Financial Impact on Firm Value from Corporate Governance 

 (1) (2) (3) 
VARIABLES CMP_DUMMY CMP CMP_IMPACT 
GOVERNANCE 0.535 *** 0.487 *** 0.342 *** 
 (6.887) (6.563) (6.155) 
CMP_DUMMY -0.021   
 (-0.844)   
GOVERNANCE * CMPDUMMY -0.357 ***   
 (-3.420)   
CMP  -0.007 ***  
  (-4.498)  
GOVERNANCE * CMP  -0.023 ***  
  (-3.028)  
CMP_IMPACT   -0.006 * 
   (-1.746) 
GOVERNANCE * CMPIMPACT   -0.046 ** 
   (-2.409) 
SIZE 0.141 *** 0.150*** 0.130*** 
 (27.624) (30.218) (29.553) 
NIM 0.200*** 0.199 *** 0.202 *** 
 (27.236) (26.990) (27.450) 
RET -0.120*** -0.123 *** -0.115 *** 
 (-4.304) (-4.395) (-4.103) 
TIER_1 -0.025 *** -0.024 *** -0.026 *** 
 (-8.483) (-8.170) (-8.744) 
DEBT -5.458 *** -5.298 *** -5.201 *** 
 (-15.402) (-15.074) (-14.358) 
DIVYIELD -0.003 *** -0.004 *** -0.004 *** 
 (-9.169) (-9.639) (-10.027) 
CLR -25.162 *** -26.296 *** -25.226 *** 
 (-5.764) (-6.057) (-5.788) 
NPL -0.000*** -0.000*** -0.000*** 
 (-12.272) (-13.059) (-12.588) 
PLL -0.000*** -0.000*** -0.000*** 
 (-12.412) (-11.850) (-12.693) 
Constant 13.098 *** 12.797 *** 13.124 *** 
 (36.518) (35.769) (36.617) 
Wald Chi2 2501*** 2673*** 2610*** 
Observations 4,381 4,381 4,381 
. *, ** and *** denote significance at the 10%, 5%, and 1% levels, respectively. z-statistics are provided in 
parentheses.  

  

 

 

 

 

 


