Golden Geese or Black Sheep:
Are Stakeholders the Saviors or Saboteurs of Financial Distress?

Abstract

Is stakeholder management crucial for financial distress? Unlike the prior literature that
shows the mitigating influence of corporate social responsibility (CSR) on distress risk, we find
that social stakeholder initiatives can increase the likelihood of future financial distress. Using
a quasi-experiment, we find that this relationship is likely to be causal. We further show that
managerial focus and financial constraints are two possible channels through which the social
dimension could impact distress. Investors should hence view firms’ CSR investments with

caution.
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1. Introduction

The determinants of bankruptcy and financial distress have been extensively investigated in
the literature (e.g., Altman, [1968]). While corporate failure is an intriguing event that results
in considerable reorganization costs (Giammarino, [1989) and liquidation costs (Alderson and
Betker}, [1995)), much of the literature has largely focused on the role of debt and equityholders
in its propagation and resolution (e.g., Kahl, 2002)). However, more recent research shows that
financial distress can be influenced by other stakeholders such as suppliers (Lian, [2017) and
employees (Cohn and Wardlaw, [2016). It is thus important to examine the role that stakeholder
management plays in propagating or mitigating financial distress. This study investigates this
role by examining the impact of stakeholder engagement on future financial distress.

Although stakeholder engagement initiatives target multiple groups such as customers, em-
ployees, and society at large, they are generally referred to in toto as corporate social re-
sponsibility (CSR). CSR’s environmental, social, and governance (ESG) dimensions and their
constituent stakeholder groups can have opposing effects on firms’ financial distress depending
on their impact on claim-holders’ interests. This can be driven by the managerial response
to internal and external stakeholders (Bénabou and Tirole, 2010)) or the externalities accom-
panying ESG engagement that affect credit ratings (Sun and Cui, 2014). While the former
represents the influence on cash flows and investment decisions, the latter reflects the outcomes
of financing decisions. From an investment point of view, CSR can reduce firm value if ESG
initiatives lead to an inefficient use of firms’ resources (Liang and Renneboog, [2018), which may
increase the likelihood of financial distress. Alternatively, CSR can be value-enhancing if pos-
itive externalities are associated with satisfied stakeholders, such as a good reputation, higher
employee satisfaction, and increased customer loyalty. This in turn can reduce the possibility
of financial distress by positively influencing future cash flows. From a financing perspective,
ESG activities and the related CSR performance can raise credit rating and lower the costs

of financing (Attig et al., 2013). This can incentivize firms to increase their leverage, which
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increases the probability of default. Thus, information on CSR engagement and stakeholder
management is important for debt providers to better assess default risks.

This study investigates the impact of overall CSR performance and its ESG dimensions on
future distress risk (or the distance to default, DD). We focus on ESG dimensions to provide a
detailed picture of their differential impacts, which may not be otherwise visible when investi-
gating CSR itself. Indeed, our results show no impact of CSR initiatives on financial distress
and, hence, on firms’ default probability. This is different from CSR/’s significant positive effect
on firms’ credit ratings found by Attig et al.| (2013), Jiraporn et al.| (2014), and |Sun and Cui
(2014). Given that credit ratings are often used to proxy for default risk (e.g., [Sun and Cui,
2014)), our findings extend this literature as follows. First, although credit ratings are closely
related to default and financial distress, they may not strictly measure firms’ true financial dis-

7 “perception of distress.” Analysts rely mostly

tress. Credit ratings are merely credit analysts
on publicly available information to upgrade or downgrade a firm’s rating and tend to avoid
frequent revisions. However, firm-specific measures of distress such as DD can more reliably
guide default forecasts (Bharath and Shumway, 2008]), as they are constructed with up-to-date
financial metrics. Second, while credit ratings are available for only a small subset of all MSCI
ESG sample firms, financial distress metrics can be estimated for a larger number of firms, thus
providing a more comprehensive sample for the analysis. Third, we provide a clean identification
using a quasi-experiment that allows us to draw causal inferences.

Our analysis reveals that the governance and social dimensions of ESG can predict future
distress. While social performance tends to aggravate distress likelihood by negatively affecting
future DD, better governance has a positive influence on DD. This effect is not only statistically
significant, but also considerably large in economic terms. We find that a 100% increase in
the social dimension can reduce the firm’s DD by almost 5.9%, whereas the same increase in

the governance dimension increases DD by 6.3%. This finding implies that shareholder-oriented

CSR activities (governance) are counterbalanced by societal CSR initiatives (social) to diminish



CSR’s positive influence on financial distressE We explore the community, diversity, employ-
ees, human rights, and product subcategories within the social dimension and find that only
community- and product-related CSR activities consistently show an effect on future distress
across all our specifications.

Many CSR-focused empirical studies are subject to endogeneity problems because stakeholder-
oriented managerial decisions not only affect firms’ future performance but are also subject to
their past and present financial states. Moreover, potential endogenous omitted variables can
lead to confounding inferences. To obtain robust causal estimates, we first employ firm fixed
effects in our analysis and complement it with a quasi-experimental shock in a triple-difference
(DDD) framework. This quasi-experimental set-up exploits the passing of state-level other con-
stituency statutes (OCS). These statutes permit firms’ directors to take all stakeholders’ (not
only shareholders’) interests under advisement when making strategic decisions (Strine, [2014).
We consider firms headquartered in a state with active OCS as the treatment group and those
in a non-OCS state as the control group. We then conduct pre-post analysis around the date of
these statutes being legislated. Our results from the DDD estimations confirm that the signifi-
cant negative relationship between the social dimension (and its community subcategory) and
future DD is causal. The results from the quasi-natural experiment are robust to propensity
score matched selection, and the internal validity of our inferences is confirmed by the lack of
treatment effects in placebo years.

We also examine possible explanations for stakeholders’ critical influence on future financial
distress. We first investigate the role of managerial attention toward the wealth/profit maxi-
mization objective. This is important because it can affect managerial actions that may alter
the firm’s operating risk when projects with higher variance are selected (Jensen and Meck-
ling, [1976)). We proxy for managerial shareholder orientation using the measures of managerial

ability, earnings quality, and CEO tenure. As superior managerial ability ensures the efficient

! All our analyses include governance within the CSR. framework, as in Bereskin et al.| (2018), to avoid category
omission bias.



utilization of resources for the profit motive, better earnings quality is the outcome that follows.
Moreover, CEOs with longer tenures are more likely to have their incentives tied to performance
metrics involving profitability benchmarks. We find that only firms with high managerial ability,
good earnings quality, and long-tenured CEOs show a negative impact of the social dimension
on future DD. This finding implies that when managers are chiefly shareholder-focused, they
tend to employ social stakeholder initiatives that result in detrimental costs for the firm instead
of long-term reputational benefits, thereby increasing the likelihood of distress.

With firms’ CSR performance affecting their financing costs and credit ratings (Attig et al.,
2013)), high CSR firms have an incentive to issue more long-term debt by exploiting their higher
credit ratings. Thus, leverage could also be a channel that drives the relationship between CSR
and DD. We capture the propensity to increase leverage using proxies for financial constraints
and assess their role in affecting the relationship between CSR (or ESG and their subcategories)
and distress risk. The two extreme states of financial constraints are represented by the case of
firms with a high (versus low) cost of debt (COD) and years of the global financial crisis (versus
more stable economic times). Our analysis reveals that only firms having a low COD and in
non-crisis years show a statistically significant negative effect of the social dimension on future
DD. This finding indicates that when firms have better access to external financing, they are
more likely to employ CSR investments, and this in turn has a negative impact on future DD.

We contribute to the CSR and financial distress literature in several ways. First, to the best
of our knowledge, this study is the first to describe the segregated effects of the ESG dimen-
sions on future distress. Investigating these dimensions separately along with their respective
subcategories, we can pinpoint all the stakeholders that are important determinants of distress
risk. Second, we employ a novel and rarely exploited shock to firms’ stakeholder orientation and
explore the causal effects of CSR and its subcategories on future distress risk. While extreme
cases of distress (i.e., bankruptcy and liquidation) affect firms’ stakeholders (Titman, [1984),

the role of stakeholders in propagating or avoiding distress has not yet been clearly established.



Third, we shed light on the underlying mechanisms that drive the negative influence of social
CSR activities on future DD. These insights are especially critical considering that financial
distress can eventually push the firm toward bankruptcy.

The remainder of this paper proceeds as follows. Section [2] provides a brief literature review
of stakeholders’ influence on financial distress. Section [3| describes the data and methodology
employed in our analysis. Section 4] presents the main results and robustness checks. In Section

we examine two possible explanations of the ESG-DD relationship. Section [6] concludes.

2. Literature Review and Hypotheses Development

CSR initiatives are often reported by ESG rating agencies that summarize firms’ stakeholder
orientation. Demand for ESG data and rankings has increased with the growth in impact
investing and related socially responsible investment strategies (Renneboog et al., 2008; Cellier
and Chollet} 2012). The association between CSR and financial performance has received a
considerable amount of attention in both the media and scholarly research (e.g., Buchanan
et all 2018 and |Chang et al., [2019). Whereas CSR may be considered to be an avoidable cost
(Friedman, 1970) resulting from agency conflicts between managers and shareholders (Jensen
and Meckling) 1976)), it has been shown to positively influence firm valuation (Ferrell et al.,
2016|). Moreover, by including ESG considerations into their business decisions, firms can
improve their investment efficiency (Benlemlih and Bitar, 2018|) and hence reduce the risk of
financial distress. Thus, good CSR firms have a lower probability of default than their poor CSR
counterparts (Goss, [2009; Al-Hadi et al.| 2017)E] Nevertheless, the role of individual stakeholders
with respect to distress risk has received less attention in the literature. The multidimensional
nature of the CSR construct implies that its constituent dimensions and stakeholder groups can
have different effects on performance (Galema et al., 2008)) and risk (Bouslah et al., 2013). In

a similar vein, we can expect differences in the way stakeholders influence financial distress.

*For a detailed review of the determinants of distress risk, see [Habib et al.| (2018).



2.1. Overall CSR

The recent literature shows that CSR can play an important role in mitigating the costs of
high leverage in competitive markets (Sheikh,|2019) by increasing customer loyalty and reducing
competitive predation (Bae et al.;2019). Moreover, CSR can also help firms improve their credit
ratings (Attig et al., 2013; Jiraporn et al., 2014; Sun and Cui, 2014). This means that firms with
better CSR engagement programs are more likely to have better access to debt markets (Cheng
et al.l 2014). These leverage-mitigating effects and increased capital market access make CSR
activities attractive for managers to support their capital structure decisions. This is further
supported by the fact that CSR can even benefit distressed firms by helping them recover from
bankruptcy (Gupta and Krishnamurti, [2018). Thus, the literature suggests that CSR should
reduce future financial distress. However, |Bouslah et al. (2013)) show that the individual ESG
dimensions can have different impacts on firm risk. If these dimensions affect financial distress

differently, then their combined effect through an overall CSR measure may be absent.

2.2. ESG dimensions

With respect to the ESG dimensions themselves, good corporate governance practices are
known to reduce financial distress (Lee and Yeh, 2004). However, this relation disappears when
endogeneity issues are addressed. Thus, the governance dimension should have an endogeneity-
mitigating effect on future distress that disappears with a cleaner identification of the causal
estimates. With respect to the environmental and social dimensions, the extant literature largely
overlooks the impact on future distress. Given that good environmental performance has little
impact on financial performance (Fernando et al., |2017)), we hypothesize that only the social
dimension affects financial distress.

Social CSR can affect a firm’s risk in three ways (Attig et al., [2013): (a) by increasing the
likelihood of its long-term survival, (b) by signaling the efficient utilization of resources, and (c)
by reducing stakeholder controversies and “sin” costs. We can expect these channels to influence

distress risk as well. First, survival likelihood is a direct outcome of a lower probability of default
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(reflecting high DD). This entails a negative impact of the social dimension on distress driven
by the reputational benefits of CSR through employee retention, customer loyalty, and brand
value. Second, CSR activities require resource allocation that may affect debt covenants. On
the one hand, when social engagement costs circumvent debt covenants, they can be a source of
information asymmetry when debtholders are unaware of the associated costs or risks, leaving
them more susceptible to default. This increases the likelihood of financial distress. On the other
hand, when managers use these activities to show a positive social intent and, possibly, gain
competitive advantage, they will be more willing to disclose the related costs (also affecting
their credit ratings). In other words, the allocation of a firm’s resources to social activities
will be viewed positively as a strategic decision that may reduce the risk of future financial
distress. Finally, engaging in positive social initiatives can overcome any possible disrepute
that accompanies a firm’s involvement in sin industries or ethical/moral controversies. These
perceptional interventions, thus, help mask socially irresponsible behaviors to eventually have
a negative influence on financial distress when it is merely used for corporate “greenwashing.”
Whether the social dimension has a positive or negative effect on DD, thus, remains an open
empirical question that depends on the interplay between its related reputational benefits and

greenwashing costs.

2.3. Stakeholders

Bankruptcy can also be costly for stakeholders other than debtholders when there are un-
paid wages or other accumulating account payables. However, unlike bankruptcies, distressed
firms are often able to meet their working capital requirements. Accordingly, the main conflict
in the case of distress is between debtholders and residual claim-holders (i.e., shareholders).
Nevertheless, since debt covenants are essentially composed of accounting ratios, other stake-
holders’ influence on distress may become exaggerated or dampened depending on how they
affect these ratios. We hence seek to empirically investigate the role that firms’ stakeholders

play in their future financial distress. Can a specific stakeholder group help reduce financial
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distress? Or does good corporate citizenship come with unnecessary costs that increase the
likelihood of financial distress? If engaging with a stakeholder group can provide reputational
benefits that outweigh the costs of external financing, then it will reduce future financial dis-
tress. By contrast, if stakeholder engagement is merely used for greenwashing as a means of

improving credit ratings or issuing more debt, then firms will be more distressed in the future.

3. Data and Methodology
8.1. Data, sample, and variables

Our sample consists of the intersection of the CRSP, COMPUSTAT, and MSCI-KLD ESG
databases. The measures of CSR performance, its three ESG dimensions, and the corresponding
stakeholder categories are obtained from MSCI (formerly RiskMetrics-KLD) ESG data. The
accounting and financial data for measuring distress risk and the control variables are obtained
from the COMPUSTAT and CRSP databases. The data on managerial ability are from Peter
Demerjian’s webpage and the data on CEO tenure are from Execucompﬂ

In our sample period (1991-2015), MSCI ESG data have 35,711 firm-year observations for
3,724 unique U.S. firms. MSCI provides ratings for various ESG strengths (benchmarks) and
concerns (controversies). Table in the Appendix lists all the MSCI ESG indicators in their
respective subcategories. The CSR literature generally sums all the strengths (+) and concerns
(=) to measure CSR performance (e.g., [Withisuphakorn and Jiraporn, [2016; Sakunasingha
et al., 2018). We follow Kim et al.| (2014) and Lins et al.| (2017) to standardize this measure
industry-wise, so that the year-on-year changes remain comparable on the omission/addition
of the MSCI criteriaff Alternative measures without industry standardization are used for the
robustness check.

Table [I] provides the definitions and computational details for each of the main CSR vari-

ables. The variable CSP is measured by aggregating all seven groups of MSCI ESG qualita-

3For more information on the definition and measurement of managerial ability, see [Demerjian et al.| (2012).
4MSCI introduced a new data, collection and assessment methodology (focusing on industry-specific indicators)
in 2010. The industry standardized ESG measures that we employ, however, were unaffected by this change.
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Table 1. Variable Definitions

Variable Notation Definition
Distance to Default DD s DD is computed following |Bharath and Shumwayl(]QOOSb as:
DD = (log ) + (rig—1 — 03/2)T7 )
ovVT

where, oy = %UE + %(0.05 +0.250g), V is the firm’s total value, F' is the face
value of debt, E is the market value of equity, 7,1 is the past year’s stock
returns, og is the stock return volatility estimated over the past year, and 7' is
the number of years that is set to one.

Altman’s Z AZ s Z-score calculated as:

EBIT REVT RE ACT — LCT MCAP
AZ = 3'3ﬁ + TA + 1'4ﬂ +1.2 TA + 0.6 T (2)
and all the variables are annual COMPUSTAT items: total assets (TA), earnings
before interest and tax (EBIT), total revenue (REVT), retained earnings (RE),
total current assets (ACT), total current liabilities (LCT), and the market value
of equity (MCAP) computed as the product of common shares outstanding and
the closing price.

CSR Performance CSP (TCSR — TCSRmin)/(TCSRmax — TCSRmin), where TCSR is calculated
as total ESG strengths minus the concerns for sample firms in a year. Then,
TCSRmin and TCSRmax are taken as the minimum and maximum TCSR score
within each of the focal firm’s industry identified using|[Fama and Frenchls (1997)
classification.

Environmental Performance ENV Standardized environmental score computed in the same manner as CSR, but by
restricting the ESG indicators to the environmental strengths and concerns.

Social Performance SOC The social score, which is again standardized using the industry minima as shown
for CSR, but only using the community, diversity, employees, human rights, and
product subgroups.

Governance Performance GOV Using only the corporate governance strengths and concerns, using the same
standardization procedure as for CSR, ENV, and SOC.

Community/Diversity/ COM/DIV/ Similar to the standardized SOC score but using the respective subset of the CSR

Employees/Human Rights/ EMP/HUM/ category from within the social characteristics.

Product PRO

Return on Assets ROA Operating income before depreciation (COMPUSTAT data item 13) / total assets
(COMPUSTAT data item 6).

Leverage LEV The ratio of long-term debt (COMPUSTAT data item 9) to total assets (COM-
PUSTAT data item 6).

Firm Size SIZE The log of the market value of equity.

Book-to-Market Ratio BM The book value of common equity divided by its market value (in logs). The book
value sums common equity and deferred taxes (COMPUSTAT items 60 and 74).

Tlliquidity ILLIQ s measure, which is monthly absolute stock returns / dollar trad-
ing volume, annualized and multiplied by 1,000,000 for scaling purposes.

Sales Growth RG% This measures the revenue growth over two years, computed as the current year
t’s total revenue / year t — 2 revenues.

Firm Age AGE Firm’s age (months) at the end of each calendar year since the listing month (in
logs).

R&D Expenses RD The log of research & development expenses / total assets. Missing R&D values
are treated as 0.

Capital Expenditure CAPEXTA Capital expenditure / total assets.

Opacity OoPQ Annual opacity as defined in using a modified Jones model,
taking the absolute value of one year’s discretionary accruals.

Managerial Entrenchment EINDEX |Bcbchuk et al.ls (]2009b E-Index, which is the sum of the presence of six anti-
takeover provisions (staggered boards, poison pills, golden parachutes, limits to
bylaws, limits to charters, and supermajority for mergers) for firm-years.

Institutional Ownership 10 This is the percentage of shares owned by institutional investors, computed as
the number of shares for a firm reported in quarterly 13f filings (for institu-
tional holdings) divided by the total number of outstanding shares. Annual IO
computed as the average of quarterly 10.

Blockholding BHN The number of blockholders in a firm, with blockholders defined as the institu-
tional investors that have at least a 5% ownership in the firm. Quarterly data
averaged over the year.

Cost of Debt COD Interest expenses / long-term debt (COMPUSTAT data item 9).

Managerial Ability MA The measure of managerial ability introduced in |Demerjian et al.|(12012b‘

Earnings Quality EQ The previous two-year moving average of the absolute values of discretionary
accruals, which are computed using the modified Jones model
2009).

CEO Tenure CEOT Time (in years) since the CEO’s appointment in the firm.
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Table 2. Descriptive Statistics

This table shows the summary statistics for the distress proxies (DD and AZ), the aggregate CSR variable
(CSP) as well as its three dimensions (ENV, SOC, and GOV) and five social subcategories (COM, DIV, EMP,
HUM, and PRO), and our main set of control variables. Table [1|defines the distress proxies, ESG measures, and
control variables.

N Mean Median SD Min Max 5th 951"
Distress Risk Measures
DD 22,413 77.72 59.25 66.08 -7.37 334.86 5.82 217.59
A7 22,914 4.85 3.54 5.41 -14.52 43.56 0.42 14.73
CSR Measures
CSP 35,711 0.40 0.36 0.25 0.00 1.00 0.00 0.89
ENV 35,711 0.37 0.33 0.31 0.00 1.00 0.00 1.00
GOV 35,711 0.56 0.50 0.30 0.00 1.00 0.00 1.00
SOC 35,711 0.37 0.33 0.24 0.00 1.00 0.00 0.86
COM 35,711 0.29 0.25 0.31 0.00 1.00 0.00 1.00
DIV 35,711 0.31 0.25 0.29 0.00 1.00 0.00 1.00
EMP 35,711 0.42 0.40 0.27 0.00 1.00 0.00 1.00
HUM 35,711 0.52 0.50 0.44 0.00 1.00 0.00 1.00
PRO 35,711 0.63 0.67 0.29 0.00 1.00 0.00 1.00
Controls
SIZE 27,895 7.33 7.17 1.61 1.19 13.30 5.04 10.22
BM 26,273 -0.74 -0.67 0.78 -8.65 3.29 -2.09 0.34
ROA 35,164 0.10 0.11 0.12 -0.73 0.41 -0.06 0.27
AGE 35,690 5.03 5.23 1.04 0.00 6.48 3.00 6.29
LEV 35,711 0.19 0.14 0.21 0.00 3.68 0.00 0.57
ILLIQ 27,360 0.04 0.00 0.80 110.68 0.00 0.08 0.57
RG%Y 34,745 1.30 1.16 0.68 0.26 9.35 0.74 2.26
RD 35,711 -1.17 0.00 1.82 -11.42 10.15 -4.84 0.00
C CAPEXTA 35,711 0.04 0.03 0.06 -0.03 0.82 0.00 0.15
EINDEX 19,633 3.10 3.00 1.45 0.00 6.00 0.00 5.00
10 19,902 0.74 0.77 0.20 0.06 1.00 0.35 1.00
BHN 20,211 2.56 2.50 1.61 0.00 14.25 0.00 5.50
OPQ 35,711 0.05 0.02 0.11 0.00 5.19 0.00 0.17
Financial Constraint and Agency Variables

COD 19,592 0.07 0.06 0.06 0.01 0.67 0.02 0.14
MA 25,743 0.01 -0.03 0.15 -0.30 0.68 -0.16 0.35
EQ 30,959 0.11 0.06 0.28 0.00 23.27 0.00 0.33
CEOT 18,661 7.48 5.00 7.32 0.00 61.00 0.00 23.00

tive indicators (i.e., community, governance, diversity, employee relations, environment, human
rights, and product). For each of the three ESG dimensions, we segregate CSP performance ac-
cordingly into environmental (ENV), social (SOC), and governance (GOV) measures. The SOC
dimension is further subdivided into community (COM), diversity (DIV), employees (EMP),
human rights (HUM), and product (PRO) following the categories provided by MSCI.

We study distress risk using two proxies: DD in the main analysis and AZ for the robustness
check. Higher values of DD and AZ imply that firms have less chance of being under financial
distress. Table [2| summarizes the basic descriptive statistics of the distress proxies, ESG-based

measures, and control variables. The correlation matrix for all our main variables is provided

in Table in the Appendix.
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3.2. Methodology

We examine the relationship between stakeholder management through CSR initiatives and
firms’ survival proxies (or the unlikelihood of distress) as follows:

DR;y = o+ B1CSR; 11 + B2 Xit—1 + €ig, (3)
where DR; ; is distress risk, which is proxied for using DD in our primary analysis as it can more
accurately predict future default (Campbell et al., |2008; |Lian) 2017)). We employ the AZ score
for the robustness check as it is a widely used proxy for financial distress in scholarly research
(Habib et al., 2018)). CSR;;—1 is one-year lagged CSR performance (CSP), a vector of the three
ESG dimensions (ENV, GOV, and SOC) or a vector of all the CSR subcategories for firm ¢ for
year t — 1. We also use a series of controls that can affect firms’ financial distress based on the
literature (Schultz et al., 2017; Bae et al., 2019). These controls include the natural logarithm of
market capitalization (SIZE), the natural logarithm of book-to-market (BM), return on assets
(ROA), the firm’s age (AGE), financial leverage (LEV), Amihud/s (2002)) illiquidity measure
(ILLIQ), revenue growth over the previous two years (RG?Y), R&D expenditure (RD), and
capital expenditure scaled by total assets (CAPEXTA). All these controls are lagged by one
year. As firm size, profitability, and innovativeness (i.e., RD) should mitigate future financial
distress, we expect them to have positive effects on DD. By contrast, more leveraged and older
firms are more likely to be distressed in the future; hence, LEV and AGE should have negative
relations with future DD. With respect to all the other controls including the additional agency
variables, the extant literature has shown mixed results.

We first use ordinary least squares (OLS) regressions to get preliminary estimates, and
then apply firm fixed effects to control for any unobservable time invariant firm characteristics.
Furthermore, we employ dynamic GMM to account for any possible endogenous influences
of control variables. Following Sakunasingha et al. (2018), we apply first-differenced lagged

variables as instruments in our GMM estimations.
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3.2.1. Quasi-natural experiment

Our main set of results that reveal the relationship between CSP and the ESG measure
are not immune to endogeneity despite the implementation of fixed effects estimation. To
alleviate additional endogeneity concerns, we employ a quasi-natural experiment set around
the enactment of OCS in U.S. states that allow directors to overlook shareholders’ interests if
other corporate constituencies could be adversely affected by a decision (Strinel 2014). Thus,
passing OCS can be considered to be an exogenous shock to firms’ CSR motives and associated
stakeholder orientationﬂ As only a few states have passed OCS, we can identify the impact
of stakeholder engagement on distress risk by comparing firms in a U.S. state that has passed
OCS (treatment group; Maryland-incorporated firms) with those in a state that has not (control
group; Delaware-incorporated firms).

The causal identification employs an indicator variable Treated representing Maryland-
versus Delaware-incorporated firms and Post indicating post-OCS years in Maryland. The year
of OCS adoption is 1999. Hence, we consider a four-year period (1998 to 2001, both inclusive)
for our estimation, with two years each for the pre- and post-OCS periods. We model the
impact of the OCS shock on stakeholder engagement using DDD estimations with the following

specification:
DDj;=a+b; CSR;i—1 + by Post + b3 Treated; ; + by CSR; 11 * Post
+b5 CSR; 11 * Treated; s + bg Post x T'reated, s (4)
+b7 CSR; 1 * Post;y x Treated; ; + ¢ Xi + €.
CSR; ;-1 represents CSP, the three ESG dimensions, or the seven MSCI ESG subcategories.
Our estimation examines the effect of the ESG characteristics on distress risk for Maryland-

based firms before and after the passing of the OCS, with the corresponding difference for

Delaware-based firms taken as a reference. Thus, in Equation [ the coefficient of the triple-

°For instance, when OCS are enacted in a U.S. state, if a strategic decision by directors (such as a merger)
adversely affects a large number of stakeholders such as employees, the directors are allowed to decline an offer
even if it bears a significant premium for shareholders.
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interaction term (b7) isolates the effect of exogenously treated stakeholders on distress risk.

3.2.2. The role of managerial attention and financial constraints

The final decision to invest in stakeholder engagement activities (that MSCI rates as strengths)
or ignore stakeholder apprehension (leading to MSCI concerns) generally depends on managers.
When managers align themselves with shareholders’ interests, we can expect their stakeholder-
related decisions to be adversely affected in terms of both proactivity and proclivity. Thus,
managerial inattention toward stakeholders results in inefficient CSR, investments or ineffective
CSR outcomes, thereby exacerbating financial distress because of the deadweight loss (proactiv-
ity channel). Alternatively, similar inattention toward stakeholders may also lower firms’ abso-
lute CSR focus and performance, thereby resulting in the loss of potential reputational benefits
and externality-driven value and indirectly increasing default probability (proclivity channel).
To understand if and how managerial characteristics—and, more specifically, their commitment
to the wealth maximization objective—can influence the relationship between stakeholders and
financial distress, we employ several subsample tests. We apply three proxies to capture this
managerial behavior: (a) managerial ability, which measures how well managers efficiently trans-
form resources into revenues, (b) earnings quality, which is a signal of performance focus; and
(c) CEO tenure, which can align managers’ decision making through performance-based incen-
tives. Based on these three proxies, we identify below- and above-median subgroups and study
the differences in the way their ESG performance is reflected in future financial distress.

We further test the impact of the ESG score on default risk for firms with financial con-
straints. First, we divide our sample into two subsamples based on financial constraints. More
specifically, we use the COD as a proxy for financial constraints and divide firms into low (below-
median) and high (above-median) COD subgroups. Second, we divide our sample into crisis
and non-crisis years, where the 2008 global financial crisis is representative of the financially

constrained environment experienced by our sample firms. We define the crisis years as 2008
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and 2009. For all these subsample tests studying managerial attention and financial constraints,

we apply the specification in Equation

4. Main Results

Table |3| shows the results of the specifications in Equation [3| for DD as the distress risk
proxy. The first set shows the results for the OLS regressions with both year and industry fixed
effects. The coefficients of Model (1) imply a statistically insignificant relationship between the
aggregate CSR measure (CSP) and unlikelihood of default. CSP’s insignificant coefficient could
be due to the contradictory impact of its three constituents (i.e., ENV, SOC, and GOV) on DD.
Hence, model (2) investigates the relationship between these three dimensions of CSP and DD.
We find a positive and significant coefficient for GOV and a negative and significant coefficient
for SOC. The latter finding implies that high SOC scores are associated with higher distress
risk. To better understand the main contributors of the negative association between SOC and
DD, model (3) considers the five MSCI subcategories of SOC. The results of model (3) show
negative and significant coefficients of COM and DIV, whereas PRO and HUM are positively
associated with DD.

The second and third sets of results in Table [3| presents the same three models as the first set
but use panel regressions with firm fixed effects and dynamic GMM estimations, respectively.
Models (4) and (5) confirm the results from models (1) and (2), respectively. These results are
also consistent in Models (7) and (8) from GMM estimations. Although models (6) and (9) show
slightly different results from model (3) of the OLS estimation, we find a consistent negative
coefficient of COM and positive coefficient of PRO with the firm fixed effects. This finding
shows that contradictory influences on DD exist within the SOC dimension as well. In terms of
the economic significance of the panel estimations, while an average firm’s DD is 77.72 units,
this decreases (increases) by 4.5 (3.9) units when the social (governance) dimension increases

within the firm from 0 to 1. In other words, the social (governance) dimension influences DD
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by 5.8% (5%). Within the social dimension, the effect of each subcategory varies in economic

terms, with employees and community initiatives reducing DD by 12% and 8.2%, respectively.

4.1. Robustness checks

Table in the Appendix replicates the three OLS models of Table [3 (i) using non-
standardized ESG scores (Panel A), (ii) considering additional controls (first set in Panel B),
and (iii) using AZ in place of DD as the distress risk proxy (second set in Panel B). We employ
additional controls to subjugate possible omitted variable biasﬁ The inclusion of these controls
leads to a significant loss of observations and statistical power; hence, they are omitted when
estimating the main results. We introduce managerial entrenchment, institutional ownership,
blockholder dispersion, and opacity to isolate the agency-induced influences on financial dis-
tress. Across the two panels, the negative association for the social dimension and positive
association for governance with the distance to financial distress remains consistent. This find-
ing confirms our results in Table [3| that firms with higher social scores are more likely to face

financial distress.

4.2. Quasi-natural experiment

Table [4] shows the results of our DDD regressions for DD. Panel A reports the results for
aggregate CSR performance, whereas Panels B and C show those for the ESG dimensions and
additional SOC subcategories, respectively. In the baseline model, while the DDD term for
CSP indicates no causal effect on potential financial distress (Panel A), the same for the social
dimension indicates a causal link (Panel B). We also find that only two SOC subcategories (i.e.,
community and diversity) have statistically significant DDD effects (Panel C), indicating that
most of the association seen in Table [3| for the ESG subcategories is not causal.

To further check robustness, we apply propensity score matching (PSM) to counter selection
bias. More specifically, we control for life cycle stage (Al-Hadi et al., 2017), size, and profitability

(Opler and Titman,|1994) to ensure that the differences in these characteristics between control

5The use of firm fixed effects in Table [3| already controls for time-invariant omitted variables.
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and treatment group firms do not drive our results[] Using the PSM estimation in Table |4} we
find that our baseline results hold even after controlling for the differences in size, profitability,
and age of the control and treatment groups. Finally, the last column of Table 4] shows the
results of a placebo test that assumes an ad hoc treatment year (2009 instead of 1999) for the
same two groups. These placebo results confirm that our main conclusion about the causal
relationship between SOC and distress risk is only visible for the quasi-experimental period

taken in the baseline and PSM estimations |

5. How Does the Social Dimension Affect Financial Distress?

Our primary findings imply that a high SOC score is associated with higher default risk. In

this section, the mechanism through which this relationship prevails is discussed.

5.1. The role of managerial attention and shareholder orientation

The first three subsampling categories in Table [5| summarize our results for the ESG-DD
relationship with respect to managerial attention. In Panel A, aggregate CSP remains statis-
tically insignificant across all the proxies’ subgrouping. Next, Panel B explores the three ESG
dimensions. We find that managerial attention does play a role, mainly on the social dimension’s
relation with future DD. Only subgroups that have high managerial ability, good earnings qual-
ity, and long-tenured CEOs show statistically significant negative effects on future DD. Whereas
the environmental dimension largely shows no relation to distress risk across all the subgroups,
the governance dimension shows a persistent relation as expected, with DD higher for subgroups
with shareholder-focused managers. Panel C, meanwhile, largely supports the results in Panel
B by showing that even within the five subcategories of the social dimension, managerial atten-

tion has a role to play. In short, the results in Table [5| indicate that when managers are more

"PSM is conducted using one-to-one nearest-neighbor matching without replacement (i.e., each firm in Mary-
land is matched with only one firm in Delaware).

8We additionally run two-stage least squares (2SLS) estimation using the instrumental variables proposed
in [Jiraporn et al.| (2014)) i.e., the industry average and geographical peer average ESG scores. The results are
reported in Table [A:4] in the Appendix. All our DDD results hold with respect to the SOC and most of its
subcategories.
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attentive to shareholder needs than those of stakeholders, social CSR initiatives merely act as

a distraction, resulting in avoidable costs that can be detrimental to financial distress.

5.2. The role of leverage and financial constraints

The previous literature has shown that CSR score is associated with lower financing costs
and higher credit ratings (e.g., |Attig et al. (2013)). This can stimulate firms to increase their
level of leverage to exploit this financial benefit. We test this conjecture by studying the re-
lationship between leverage and ESG score. More specifically, in Table in the Appendix,
future leverage is regressed on current ESG score along with the controls. The results indicate
a significant positive relationship between the firm’s SOC score and future leverage level. More-
over, increasing leverage tends to increase default risk (Miller, [1991). This finding implies that
leverage could be a plausible channel that drives the negative effect of the social dimension on
DD. If this is indeed true, firms would be more likely to increase their leverage when they face
lower financial constraints.

The last two subsampling categories of Table [5| show the results for financial constraints.
For brevity, we focus on the three ESG dimensions (Panel B). For COD, in line with the results
in Table |3 we find that the social dimension is associated with high default risk (lower DD);
however, this relationship is only significant for firms that have low CODE| During crisis years,
firms tend to spend less on CSR activities in general. Thus, the relationship between default
risk and the social dimension is not significant during crisis periods, as shown in Table [5 On
the contrary, the negative relationship between social CSR and DD persists during non-crisis
years. Overall, our results imply that leverage could be a possible channel through which the
social dimension affects distress risk conditional on the firm’s internal and external financial
constraints. We find that when firms are severely constrained, they have a lower propensity to

invest in social initiatives and hence there is no clear relationship between SOC and DD for

9Moreover, in untabulated results, we find that COD is negatively related to future leverage and social CSR,
implying that a lower cost of financing would stimulate firms to increase their investment in SOC-related activities.
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Table 5. Role of Managerial Attention and Financial Constraints

This table reports the coefficients of the OLS regressions of DD on the lagged ESG measures (along with the lagged controls) for different levels of managerial attention (the
first two subsampling groups) and financial constraints (the last two subsampling groups). Panel A considers the aggregate CSR measure (CSP). Panel B considers the three
ESG categories and Panel C includes the subcategories of the social dimension. Standard errors are shown in parentheses. Significance levels of 10%, 5%, and 1% are shown

using *, ** and *** respectively.
Managerial Ability Earnings Quality CEO Tenure Cost of Debt Financial Crisis
DD, High MA Low MA Good EQ Poor EQ Long Short High COD Low COD Yes No
Panel A: Aggregate CSR Performance
CSP:—1 2.3954 0.8762 2.0123 1.6559 -0.1782 1.5715 5.4465* 0.0865 6.5839 0.6238
(3.985) (2.550) (2.554) (3.199) (2.826) (2.768) (3.265) (2.858) (5.163) (2.409)
Controls 4+ Year Effects + Industry Effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
# Observation 7,101 7,960 11,181 8,038 13,547 7,120 7,146 9,102 2,666 16,992
Adj. R-sq 0.466 0.475 0.529 0.456 0.480 0.538 0.503 0.502 0.491 0.499
Panel B: ESG Dimensions of CSR
ENV,;_; 5.5508 -4.4686* 2.2259 -1.2676 1.8601 -1.1222 1.7402 -1.1258 6.247 1.814
(3.389) (2.417) (2.125) (2.702) (2.200) (2.555) (2.779) (2.484) (4.965) (1.969)
GOV 9.1381%** 3.2510 6.8678*** 3.6572% 3.9909** 5.9456%** 3.5756 7.8076%** 15.691%** 4.465%%*
(2.485) (2.013) (1.804) (2.200) (1.849) (2.063) (2.327) (1.917) (4.660) (1.522)
SOC;—1 -7.8692%* -1.8766 -5.5742%* -1.2441 -6.1693** -1.7770 -1.0365 -6.0678%* -4.660 -4.589%*
(3.600) (2.649) (2.490) (3.032) (2.660) (2.723) (3.129) (2.710) (5.240) (2.293)
Controls + Year Effects + Industry Effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
# Observation 7,113 8,005 11,227 8,041 13,572 7,152 7,171 9,134 2,666 17,049
Adj. R-sq 0.469 0.476 0.532 0.456 0.482 0.537 0.502 0.506 0.494 0.500
Panel C: Subcategories of SOC
ENV;_; 4.8690 -4.6639%* 2.2914 -1.5088 1.9249 -1.5419 1.6233 -1.5150 6.2233 1.7656
(3.414) (2.369) (2.099) (2.681) (2.196) (2.472) (2.770) (2.449) (4.992) (1.950)
GOV 8.8668%** 3.3078* 6.9181%** 3.4997 4.0212%* 6.0270%** 3.4563 7.6246%** 14.2788***  4.4006***
(2.464) (2.005) (1.788) (2.198) (1.846) (2.031) (2.307) (1.888) (4.610) (1.509)
COM;—1 -3.6337 -4.6242%* -9.1411%** -1.0175 -8.187T7***  _4.8355%* -4.4173* -8.3340%** -7.8125 -7.9656%**
(2.510) (2.035) (1.857) (2.201) (1.870) (2.213) (2.402) (1.929) (5.024) (1.651)
DIV -10.5293%** 5 8184*** -6.5880%**  -9.6693*** -5.8561***  _8.9976*** -6.9833%**  -10.3092%** -16.4255%**  _§.2323%**
(2.892) (2.130) (2.018) (2.383) (2.145) (2.163) (2.492) (2.097) (4.945) (1.739)
EMP;_1 -1.9138 0.2584 -1.4373 0.9933 -3.5191* 0.8360 3.2623 -1.1615 4.3712 -1.5786
(2.923) (2.330) (2.142) (2.588) (2.120) (2.394) (2.710) (2.353) (4.520) (1.880)
HUM;_, 1.1816 2.1973 3.6414%* 0.5326 0.6814 6.1405%** 0.6933 4.2845%** 5.2674 2.8594%*
(2.002) (1.664) (1.482) (1.756) (1.448) (1.816) (1.770) (1.633) (5.339) (1.279)
PRO¢—: 4.1816 5.2068** 5.1860** 5.0595%* 4.8911%* 6.4808*** 5.2977** 9.8040%** 20.5560%**  5.577Q***
(2.871) (2.176) (2.018) (2.431) (2.189) (2.253) (2.379) (2.296) (4.544) (1.842)
Controls + Year Effects + Industry Effects Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
# Observation 7,113 8,005 11,227 8,041 13,572 7,152 7,171 9,134 2,666 17,049
Adj. R-sq 0.470 0.478 0.535 0.457 0.484 0.541 0.504 0.512 0.502 0.502
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these firms. Only when firms have low or no financial constraints they do invest in social CSR
engagement with fewer restrictions, and hence the negative relationship between SOC and DD

is more pronounced.

6. Conclusion

Cellier and Chollet| (2012) state that “to understand market reaction [to CSR] one needs
to use disaggregated rating data.” We show that disaggregating the ESG dimensions of CSR
ratings is not only important for stock markets, but also important for debt markets, as it
can provide crucial predictors of financial distress. We find that the social and governance
dimensions of ESG can both explain cross-sectional and temporal variations in firms’ future
DD. Using a quasi-natural experiment to account for the endogenous nature of firms’ CSR
outlook, we find that only ratings on the social dimension have a causal influence on financial
distress. Furthermore, within the social dimension, only the community (negative) and product
(positive) categories show consistent influences on distress unlikelihood.

Subsequent tests based on financial constraints and managerial attention to shareholders (or,
in other words, shareholder orientation) reveal that firms having shareholder-oriented managers
(with high managerial ability, good earnings quality, and long CEO tenures) are more likely to
experience the detrimental effects of social stakeholder engagement on financial distress. Since
managerial ability is defined in terms of efficiency aimed at profitability and earnings quality is
another signal of the same, we consider these to be proxies of the wealth maximization motive.
Similarly, long-tenured CEOs are more shareholder-aligned because their incentives are often
tied to stock performance. We conclude that stakeholders’ influence on financial distress is
not driven by managerial myopia. We also find that firms that are less constrained (during
non-crisis years or those with low COD) are more likely to experience the detrimental effects of
social stakeholder engagement on financial distress. Firms with easy access to external financing

are more likely to indulge in corporate greenwashing.
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Our results have implications for both firms and financial markets, as we provide novel
insights into the relation between social stakeholders and distress risk. Investors in debt markets
should be wary of firms’ CSR investments, as social initiatives can have unintended effects.
Moreover, policymakers should scrutinize the possible tradeoffs associated with “doing good”
versus “financial health,” as improved credit ratings and financing costs (as a result of social
CSR activities) may induce firms to further increase debt. This can be better tracked by up-
to-date financial metrics and the availability of detailed CSR. scores.

Our findings have some possible limitations. First, as is the case with most single country-
focused studies, generalizations to other countries should be made with caution. Future research
could study the relationship between CSR and its ESG dimensions across multiple countries
to highlight country-level differences. Second, our sample only comprises U.S. firms covered
by MSCI. Since MSCI essentially covers large companies (within the U.S. context, these are
mainly S&P1500 companies) for our sample years, our results may not be representative of
small enterprises or privately owned firms. However, considering the importance of these firms
for financial markets in terms of their total market capitalization, our results have consequences
for all debt market participants. Third, we only studied the financial constraints and managerial
attention channels that drive social CSR’s relation with future distress. Examining other under-
lying mechanisms could provide us with a more comprehensive understanding of stakeholders’

influence on distress risk. These could be the focus of future studies.
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Table A.1. List of All MSCI ESG Indicators

Community

Strengths

Generous Giving

Innovative Giving

Support for Housing

Support for Education (added 1994)
Indigenous Peoples Relations Strength
Non-US Charitable Giving

Volunteer Programs Strength

Community Engagement

Other Strength

Concerns

Investment Controversies

Negative Economic/ Community Impact
Indi%nous Peoples Relations Concern
Tax Disputes (moved from Governance in 2005)
Other Concern

Diversity
Strengths Concerns
CEO Diversity Employee Discrimination
Promotion Non-Representation (1993-2011)

Board of Directors - Gender Diversity
Work-Life/ Family Benefits

Women and Minority Contracting
Employment of the Disabled

Progressive Gay/ Lesbian Policies
Employment of Underreperesented Groups
Other Strength

Board Diversity - Gender
Board of Directors - Minorities
Other Concern

Employees

Strengths

Union Relations Strength

No Layoff Policy (to 1993)

Cash Igroﬁt Sharing

Employee Involvement

Strong Retirement Benefits (1991-2009)
Employee Health and Safety (added in 2003)
Supply Chain Labor Standards
Compensation and Benefits

Em Foyee Relations

Professional Development

Human Capital Management/ Developments
Labor Management

Controversial Sourcing

Other Strength

Concerns

Union Relations Concern

Health and Safety Concern

Workforce Reductions

Pension/ Retirement Benefits Concern (1992-2009)
Supply Chain Controversies

Chil% Labor

Other Concern/ Labor-Management Relations

Environment

Strengths

Beneficial Products / Env. Opportunities
Pollution Prevention/ Waste Management
Recycling/ Packaging Materials and Waste

Concerns

Hazardous Waste
Regulatory Compliance
Ozone Depleting Chemicals

Climate Change/ Alternative Fuels/ Clean Energy Toxic Spills and Releases/ Substantial Emissions

Property, Plant
Environmental Management Systems
Water Stress

Biodiversity and Land Use

Raw Material Sourcing

Natural Resource Use

Green Buildings

Renewable Energy

Waste Management - Electronic Waste
Climate Change - Energy Efficiency
Climate Change - Carbon Footprint
Climate Chan%e - Insuring CC Risk
Other Strengt

and Equipment (through 1995)

Agricultural Chemicals

Climate Change (added in 1999)

Negative Impact of Products (from 2010)

Land Use and Biodiversity (from 2010)

Non-Carbon Releases/ Operational Waste (from 2010)
Supply Chain Management (from 2012)

Water Management (from 2012)

Other Concern

Governance

Strengths

Limited Compensation

Ownership Strength

Transparency/ Reporting Quality Strength
Political Accountability Strength

Public Policy Strength

Concerns

High Compensation

Tax Disputes (moved to Community 2005)
Ownership Concern

Accounting Concern

Reporting Quality/ Transparency Concern

Continued on next page
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Table A.1 — Continued from previous page

Corruption and Political Instability
Financial System Instability
Other Strength

Political Accountability Concern
Public Policy Concern

Governance Structure Controversies
Controversial Investments

Business Ethics

Other Concern

Human Rights

Strengths

Positive Operations in South Africa (1994--1995)
Indigenous Peoples Relations (moved in 2002)
Labor Rights Strength

Other Strength

Concerns

South Africa Concern (through 1994)
Northern Ireland Concern (through 1994)
Support for Controversial Regimes
Mexico (1995—2002)

International Labor Rights Concern
Indigenous Peoples Relations (moved in 2002)
Operations in Sudan (2010-2011)
Freedom of Expression

Human Rights Violations

Other Concern

Product
Strengths Concerns
Quality Product Quality and Safety

R & D/ Innovation

Benefits to Economically Disadvantaged

Access to Capital

Social Opportunities - Access to Communications
Social Opportunities - Nutrition and Health
Product Safety - Chemical

Product Safety - Financial

Product Safety - Privacy and Data

Product Safety - Responsible Investment

Product Safet{1 - Insuring Health & Demographics
Other Strengt

Advertising and Marketing/ Contracting Controversy
Antitrust and Anticompetitive Practices

Customer Relations

Privacy and Data Security

Other Concern
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This table reports the robustness check for the main results in Table

Table A.3. Robustness Check for CSR and Financial Distress

Model 1 shows the coefficients for the aggregate CSR measure (CSP), Model 2 shows the three ESG

dimensions and Model 3 shows the seven broad CSR categories. ESG measures in Panel A are raw score (i.e. non-standardized denoted by the superscript ns). The first set

of models of Panel B considers additional agency controls defined in Table
CSR measure, along with lagged controls, on distress risk proxied by Altman’s Z-score estimated as in Equation
and year fixed effects. Standard errors are provided in parentheses. The main CSR variables and all controls are defined in Table

The second set of models of Panel B report the coefficients of the regression of one year-lagged
All models in this table use OLS estimation with industry
Significant levels at 10%, 5%, and 1% are

shown using *, ** and *** respectively.
Panel A Alternative ESG Measures as Regressors
bD (@) 2) (3)
CSPy2, -0.054
(0.239)
ENV?, 0.669 0.276
(0.662) (0.652)
GOV, 2.838%F* 2.212%F*
(0.750) (0.710)
SOCy:, -0.759%**
(0.291)
COM:, -1.356
(0.942)
DIV}, -3.036%%*
(0.488)
EMP}%, 0.102
(0.495)
HUM?, ~0.089
(1.706)
PRO?*, 5.212%%*
(0.894)
SIZE; 1 3.686*** 4.274%** 5.932%**
(0.521) (0.523) (0.530)
BM;_1 -15.681%** -15.601%** -15.140%**
(0.905) (0.905) (0.885)
ROA; 105.731%** 105.103%** 100.315%**
(7.272) (7.240) (7.079)
AGE; -1.442% -1.399* -1.060
(0.817) (0.815) (0.801)
LEV;_1 -212.777F** -212.330%** -209.715%**
(5.665) (5.660) (5.605)
ILLIQ¢—1 -0.340 -0.258 4.365%
(1.238) (1.222) (2.496)
RG?, 0.006%+* 0.006%+* 0.005%+*
(0.001) (0.001) (0.001)
RD;—1 0.586 0.558 0.264
(0.419) (0.419) (0.414)
CAPEXTA; -35.751%%* -36.607*** -41.800%**
(12.733) (12.637) (12.480)
Year Effects Yes Yes Yes
Industry Effects Yes Yes Yes
# Observation 19778 19778 19226
Adj. R-sq 0.496 0.497 0.499

Panel B Additional Agency Controls Altman’s Z as Distress Proxy
(1 2 ®3) 1) 2 3)
CSP;—1 0.018 -0.383**
(2.616) (0.160)
ENV;_y 0.671 0.477 -0.333** -0.343**
(2.079) (2.044) (0.143) (0.139)
GOV 4.396** 4.493%%* 0.385%%* 0.397%%*
(1.706) (1.693) (0.134) (0.133)
SOC;-1 -5.521%* -0.444%*
(2.512) (0.174)
COM;_, ST.T13FHRE -0.503%**
(1.777) (0.124)
DIV, -7.982%%* -0.753%**
(1.907) (0.151)
EMP;_, -1.559 0.007
(2.060) (0.149)
HUM;_ 5.697*** 0.113
(1.449) (0.094)
PRO;¢-1 3.986** 0.349%**
(1.981) (0.123)
SIZE; 1 2.790%** 3.295%** 4.326%%* -0.048 -0.020 0.037
(0.683) (0.681) (0.684) (0.045) (0.044) (0.046)
BM;_1 -16.115%** -16.246%** -16.151%** -1.167F** -1.170%%* -1.162%**
(1.207) (1.208) (1.193) (0.093) (0.092) (0.091)
ROA;—1 143.026%** 142.639%** 140.654%** 12.083*** 12.044%%* 11.914%%*
(12.723) (12.722) (12.615) (0.853) (0.849) (0.843)
AGE;— -0.257 -0.279 -0.036 -0.388*** -0.379*** -0.362%**
(1.167) (1.162) (1.145) (0.077) (0.077) (0.076)
LEV;_1 -242.419%%%  -242.866%FF  -242.597FF* -11.576%**  J11.557*%F  11.561%**
(6.964) (6.947) (6.924) (0.406) (0.403) (0.402)
ILLIQ¢—1 43.288%** 43.128%** 45.268** -0.033 -0.036 -0.009
(20.345) (20.838) (21.599) (0.035) (0.034) (0.039)
RG?Y, 0.007+%* 0.007#%* 0.006%%* 0.000%* 0.000%* 0.000**
(0.002) (0.002) (0.002) (0.000) (0.000) (0.000)
RD; 4 0.668 0.693 0.510 0.172%%* 0.171%%* 0.161%**
(0.512) (0.515) (0.514) (0.034) (0.034) (0.034)
CAPEXTA; -55.209%** -54.131%%* -58.029%** -3.065%** -3.072%%* -3.261%F*
(16.983) (16.927) (16.702) (0.998) (0.998) (0.998)
EINDEX;_1 -0.636 -0.505 -0.635
(0.618) (0.618) (0.611)
10¢-1 -0.216%** -0.221%%* -0.221%%*
(0.034) (0.034) (0.035)
BHN;_; 0.416 0.485 0.502
(0.552) (0.549) (0.544)
OPQ:-1 -3.073 -2.402 -1.308
(7.906) (7.817) (7.832)
Year Effects Yes Yes Yes Yes Yes Yes
Industry Effects Yes Yes Yes Yes Yes Yes
Observation 12457 12498 12498 19255 19306 19306
dj. R-sq 0.533 0.5635 0.538 0.357 0.358 0.361

26



0000 (enyea-d) 3sey :mmzﬁm.nwdnwamm 000°0 000°0 (enyea-d) 3sey :m@sﬂé%m@%m
¢6°LEE yeis- plem pleuo-8Ser) 28'G031 87°981¢ yeis-1 Plem pleuo-8Ser)
97'8E qevl cLOL 8z'9. £1'92 35 €81 eele ye)s-f 98e)s IS q0'LL £1°961 067§ S1'L01 Je)s-f 98e)s ISI]
08€°0 28ee’0 92€°0 2680 2510 95€°0 8860 98¢0 bsy “[py 98¢0 0650 88670 2680 £I7°0 0860 bsy “[py
92361 92261 92261 92261 92261 9261 92261 92261 uonpeAIesqQ # 8LL6T 8LL6T 8LL6T 8LL6T 8LL6T 8LL6T uoyeAISq() #
(££0°0) (600°0) (reo0)  (790°0) (¥20°0) (¥20°0) (££0°0)
##x6978°0 20000 4xLE90°0  4xxGLET'O €680°0  +0EF00- 01100 sy O
(2v0°0) (¢10°0) (970°0) (890°0) (££0°0) (2£0°0) (ev0°0)
#xCETL0 4882070 EPE0'0 44476020 68£0°0 0L¥0°0- 1100°0 Saypu,OUd
(£50°0) (050°0) (e900)  (011°0) (£80°0) (#50°0) (¢80°0) ]
8PE0'0-  #4486€L°0 19£0°0 61600 Tre0°0 LVY0°0- L0100 Sy NAH
(250°0) (990°0) (z200)  (cor°0) (¥50°0) (¥90°0) (€01°0)
PILO0  4xxLT08°0 76£0°0 £L70°0 08000 78100 T6£T°0 saypu NOH
(910°0) (900°0) (zzo0)  (v20°0) (£10°0) (€10°0) (810°0)
8900°0 180000 4#x89T6°0  S8T0°0- 89000~ 62000 62000 say g dINE
(620°0) (€10°0) (8%0°0) (L¥0°0) (120°0) (Lz0°0) (1£0°0)
28000 2G00°0  %x480LL°0  4PL800- £600°0- L8000 eLr00- saypurdIN
(z10°0) (¢00°0) (9100)  (££0°0) (¢10°0) (z10°0) (910°0) ]
+xx69E0°0 02000 4sxTCHO0"  44xlGT80  4x£GC0°0- #TETO0 4xEFEO0- PN (et
(¢20°0) (210°0) (eo0)  (¥50°0) (£20°0) (20°0) (620°0)
#LEFO'0 62000 x0990°0- 4xxGLEQD  KFFFOO- +LLEO'0 72€0°0~ saypug AIA
(820°0) (600°0) (6200)  (090°0) (170°0) (920°0) (180°0)
06000 LE10°0- 9PT00- L0900 54x676°0 9810°0- 16€0°0~ Say i NOD
(090°0) (0£0°0) (860°0) (960°0) (¢£0°0) (670°0) (180°0) (1€0°0) (200°0) (110°0)
$650°0 £L10°0 9200°0-  LIFT'0-  xxIFG9°0 671070 9€50°0 saypugNOD £xxG998°0 2900°0 TLI0°0- bay g 008
(910°0) (900°0) (ze00)  (7£0°0) (210°0) (020°0) (220°0) ] (9%0°0) (¢10°0) (£20°0) )
£9T€0°0- 491100 16100 ##+01T1°0 TIG00  %x+EE98°0 11500 SayirgAOD #59759°0 8910°0 1610°0- sayparO0S
(8€0°0) (€10°0) (ev00)  (290°0) (7€0°0) (6€0°0) (9€0°0) ) (¢50°0) (020°0) (¢z0°0) ;
#G290°0~ 8700°0~ 8T00°0-  4x«VELT'0 TFPO0  544LG69°0 66000 SayputANOD #596ST0  54x9678°0 451900 bayiigAOD
(910°0) (600°0) (z200)  (9£0°0) (610°0) (¥10°0) (2£0°0) ) (260°0) (8€0°0) (¢€0°0)
1900°0- 8600°0 2010’0~ 9V10°0- 62000~ TITO0  +x+€S68°0 sy, AN ##xEPGT0  4xx€GL9°0 L6100 Saypu AOD
(££0°0) (220°0) (g70°0) (8%0°0) (v20°0) (¥20°0) (¥90°0) (950°0) (¥10°0) (L£0°0)
2820°0~ 9710°0 08200 7670°0 G9Z0°0  TEV0'0"  xxLlPISO saypu) AN c700°0~ €L00°0  #xx0768°0 sy ANA
(622°2) (€60°0) (£20°0) (£90°0)
£L0T6°€ —roud 6GTT0  44C8V0°0-  4x9GT8°0 saypus ANA
(Le77€) (£0°0)
*xC8LT'8~ TINNH +xx0988°0 m;«sws\m&mO
(eL11) (9%0°0) )
#5098 T IING ©xx€IVL0 SaypurdSO
(g2€'1) (g0L°0)
82T T- AL #a8E0G T~ ~D0S
(911°2) (ge6'1)
**M%m.ﬁ. I'NOD **:wa.w_v. 1IA0D
028'T 18T
s P18 61~ =7A0D ##x0090'8 TIANT
(69¢°1) (262°0)
JrxCILE'S TANG #G660°T- 11480

dd = Ad Odd = Ad WNH = Ad dINd = Ad AId = Ad WNOD = Ad AOD = Ad ANH = Ad

dd = Ad DOS = Ad AOD = Ad ANH = Ad add = Ad dsD = Ad

DOS Jo sa110891eOqNg g [PuRg

SO Jo suorsuawi(] HSH PUR 0URUIONL] S 21880183y 1y [pueq

. ¢
Aroaryoadsar ‘. .

HQH AJ1A91q I0J PIIJIWO dIe pue

pue
DG oY) pue sdueuIojrad gD 91eSe18Se 10y symser o) siprodar yo[ouRd
uorjedyIsse[) AIpsnpuj prepuel§ SIp-g o) oyeopul baydiy pue baypuj siduosredns oy,
[euoror pue seferone Ansnpur Ajdde om ‘(p10g) [Te 90 uwiodexrr| Suimorioq ‘(v [eued [¢'y] o[qrl, Ur pasn se peziprepue)s-uou  “9'1) $9I00S MBI AI8 GSZ I0J SOINSEIU
9Iqe], Ul Se oures oY} oIt S[OIJU0D |} [[Y *(J(J UO SoINSeIUW paseq-H)GH oY} I0J SIMNSAI [esned GTSE oY) SMOys d[qe) SIYT,

¢
Kk

‘x Buisn umoys ore YT pue ‘9¢ ‘00T JO S[OAS] 9OURIYIUSIG

'soLI0803eoqNS )OS OY) I0J SHMNSOI Oy} SMOUS ) [oued O[IYM ‘SUOISUSUIIP
"A[oAa1poadsar ‘soSerone [euordor paseq opod J7Z NSIp-¢ pue soSeroae AIjsnpur paseq
‘SoInseoUl poseq-HGH oY) I0J SO[qRLIBA [BIUSTUNIISUI O} Se soSelose

SrISZ Suls) seyew}s{ [esne)) J10j Y9y ssaulsnqoy ‘§°y 2[qel,

27



Table A.5. ESG & Leverage

This table reports the coefficients of the panel regressions of leverage on lagged ESG measures (along with lagged
controls). Leverage is estimated as total debt to assets (column 1) and total debt to equity (column 2). Standard
errors are shown in parentheses. Significant levels at 10%, 5%, and 1% are shown using *, ** and *** respectively.

(1) (2)

LEV, LEVE;
ENV,_1 0.003 -0.014
(0.003) (0.011)
GOVi_1 0.001 -0.004
(0.002)  (0.009)
SOC;_1 0.011***  (0.035**
(0.003)  (0.014)
Controls + Year Effects + Firm Effects Yes Yes
# Observation 23,621 23,497
Within R-sq 0.081 0.081

References

Al-Hadi, A., Chatterjee, B., Yaftian, A., Taylor, G., Monzur Hasan, M., 2017. Corporate social responsibility
performance, financial distress and firm life cycle: Evidence from Australia. Accounting & Finance 59, 961-989.

Alderson, M. J., Betker, B. L., 1995. Liquidation costs and capital structure. Journal of Financial Economics 39,
45-69.

Altman, E.; 1968. Financial ratios, discriminant analysis and the prediction of corporate bankruptcy. Journal of
Finance 23, 589-609.

Amihud, Y., 2002. Illiquidity and stock returns: Cross-section and time-series effects. Journal of Financial Markets
5, 31-56.

Attig, N., El Ghoul, S., Guedhami, O., Suh, J., 2013. Corporate social responsibility and credit ratings. Journal
of Business Ethics 117, 679-694.

Bae, K.-H., El Ghoul, S., Guedhami, O., Kwok, C. C., Zheng, Y., 2019. Does corporate social responsibility
reduce the costs of high leverage? Evidence from capital structure and product market interactions. Journal
of Banking and Finance 100, 135-150.

Bebchuk, L., Cohen, A., Ferrell, A., 2009. What matters in corporate governance? Review of Financial Studies
22, 783-827.

Bénabou, R., Tirole, J., 2010. Individual and corporate social responsibility. Economica 77, 1-19.

Benlemlih, M., Bitar, M., 2018. Corporate social responsibility and investment efficiency. Journal of Business
Ethics 148, 647-671.

Bereskin, F., Byun, S. K., Officer, M. S., Oh, J.-M., 2018. The effect of cultural similarity on mergers and
acquisitions: Evidence from corporate social responsibility. Journal of Financial and Quantitative Analysis 53,
1995-2039.

Bharath, S. T., Shumway, T., 2008. Forecasting default with the Merton distance to default model. Review of
Financial Studies 21, 1339-1369.

Bouslah, K., Kryzanowski, L., M’Zali, B., 2013. The impact of the dimensions of social performance on firm risk.
Journal of Banking and Finance 37, 1258-1273.

Buchanan, B., Cao, C. X., Chen, C., 2018. Corporate social responsibility, firm value, and influential institutional
ownership. Journal of Corporate Finance 52, 73-95.

Campbell, J. Y., Hilscher, J., Szilagyi, J., 2008. In search of distress risk. Journal of Finance 63, 2899-2939.

Cellier, A., Chollet, P., 2012. Corporate social responsibility rating information: Relevance and impacts on
financial markets. In: Boubaker, S., Nguyen, D. (eds.), Board Directors and Corporate Social Responsibility,
Springer, pp. 179-201.

Chang, K., Shim, H., Yi, T. D., 2019. Corporate social responsibility, media freedom, and firm value. Finance
Research Letters 30, 1-7.

Cheng, B., Ioannou, I., Serafeim, G., 2014. Corporate social responsibility and access to finance. Strategic Man-
agement Journal 35, 1-23.

Cohn, J. B., Wardlaw, M. 1., 2016. Financing constraints and workplace safety. Journal of Finance 71, 2017-2058.

Demerjian, P., Lev, B., McVay, S., 2012. Quantifying managerial ability: A new measure and validity tests.
Management Science 58, 1229-1248.

Fama, E. F., French, K. R., 1997. Industry costs of equity. Journal of Financial Economics 43, 153-193.

Fernando, C. S., Sharfman, M. P., Uysal, V. B., 2017. Corporate environmental policy and shareholder value:
Following the smart money. Journal of Financial and Quantitative Analysis 52, 2023-2051.

28



Ferrell, A., Liang, H., Renneboog, L., 2016. Socially responsible firms. Journal of Financial Economics 122,
585-606.

Friedman, M., 1970. The social responsibility of business is to increase its profits. New York Times Magazine
13th September.

Galema, R., Plantinga, A., Scholtens, B., 2008. The stocks at stake: Return and risk in socially responsible
investment. Journal of Banking and Finance 32, 2646-2654.

Giammarino, R. M., 1989. The resolution of financial distress. Review of Financial Studies 2, 25-47.

Goss, A., 2009. Corporate social responsibility and financial distress. In: Administrative Sciences Association of
Canada Proceedings, vol. 30.

Gupta, K., Krishnamurti, C., 2018. Does corporate social responsibility engagement benefit distressed firms?
The role of moral and exchange capital. Pacific-Basin Finance Journal 50, 249-262.

Habib, A., Costa, M. D., Huang, H. J., Bhuiyan, M. B. U., Sun, L., 2018. Determinants and consequences of
financial distress: Review of the empirical literature. Accounting & Finance .

Hutton, A. P., Marcus, A. J., Tehranian, H., 2009. Opaque financial reports, R?, and crash risk. Journal of
Financial Economics 94, 67-86.

Jensen, M. C., Meckling, W. H., 1976. Theory of the firm: Managerial behavior, agency costs and ownership
structure. Journal of Financial Economics 3, 305-360.

Jiraporn, P., Jiraporn, N., Boeprasert, A., Chang, K., 2014. Does corporate social responsibility (CSR) improve
credit ratings? Evidence from geographic identification. Financial Management 43, 505-531.

Kahl, M., 2002. Economic distress, financial distress, and dynamic liquidation. Journal of Finance 57, 135-168.

Kim, Y., Li, H., Li, S., 2014. Corporate social responsibility and stock price crash risk. Journal of Banking and
Finance 43, 1-13.

Lee, T.-S., Yeh, Y.-H., 2004. Corporate governance and financial distress: Evidence from Taiwan. Corporate
Governance: An International Review 12, 378-388.

Lian, Y., 2017. Financial distress and customer-supplier relationships. Journal of Corporate Finance 43, 397-406.

Liang, H., Renneboog, L., 2018. Is corporate social responsibility an agency problem? In: Boubaker, S., Cumming,
D., Nguyen, D. (eds.), Research Handbook of Finance and Sustainability, Edgar Elger Publishing Ltd., pp.
54-71.

Lins, K. V., Servaes, H., Tamayo, A., 2017. Social capital, trust, and firm performance: The value of corporate
social responsibility during the financial crisis. Journal of Finance 72, 1785-1824.

Merton, R., 1974. On the pricing of corporate debt: The risk structure of interest rates. Journal of Finance 29,
449-470.

Miller, M. H., 1991. Leverage. Journal of Finance 46, 479-488.

Opler, T. C., Titman, S., 1994. Financial distress and corporate performance. Journal of Finance 49, 1015-1040.

Renneboog, L., Ter Horst, J., Zhang, C., 2008. Socially responsible investments: Institutional aspects, perfor-
mance, and investor behavior. Journal of Banking and Finance 32, 1723-1742.

Sakunasingha, B., Jiraporn, P., Uyar, A., 2018. Which CSR activities are more consequential? Evidence from
the Great Recession. Finance Research Letters 27, 161-168.

Schultz, E. L., Tan, D. T., Walsh, K. D., 2017. Corporate governance and the probability of default. Accounting
& Finance 57, 235—253.

Sheikh, S., 2019. Corporate social responsibility and firm leverage: The impact of market competition. Research
in International Business and Finance 48, 496-510.

Strine, L. E., 2014. Making it easier for directors to do the right thing. Harvard Business Law Review 4, 235.

Sun, W., Cui, K., 2014. Linking corporate social responsibility to firm default risk. European Management Journal
32, 275-287.

Titman, S., 1984. The effect of capital structure on a firm’s liquidation decision. Journal of Financial Economics
13, 137-151.

Withisuphakorn, P., Jiraporn, P., 2016. The effect of firm maturity on corporate social responsibility (CSR): Do
older firms invest more in CSR? Applied Economics Letters 23, 298-301.

29



	Introduction
	Literature Review and Hypotheses Development
	Overall CSR
	ESG dimensions
	Stakeholders

	Data and Methodology
	Data, sample, and variables
	Methodology
	Quasi-natural experiment
	The role of managerial attention and financial constraints


	Main Results
	Robustness checks
	Quasi-natural experiment

	How Does the Social Dimension Affect Financial Distress?
	The role of managerial attention and shareholder orientation
	The role of leverage and financial constraints

	Conclusion

