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Abstract This paper examines the effect of corporate
social responsibility (CSR) on the number of bond cove-
nants. We find that a high CSR score has a negative
association with the number of bond covenants. Moreover,
our results are more pronounced for firms with a high bid-
ask spread and high agency costs. Our analysis highlights
the effect of the good stakeholder relationship on the bond
contracts.

Keywords Bond covenants - Corporate social
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Introduction

In bond contracting, covenants are designed to protect the
interest of bondholders through forbidding the issuer from
undertaking certain activities or requiring the issuer of
meeting specific requirements. In the literature, bond cove-
nants are usually considered to have the benefits of reducing
information asymmetry and agency costs in bond financing,
on the one hand, but bear the costs resulting from negotiation,
enforcement and lost of financial flexibility (Smith and
Warner 1979), on the other. Literature has documented sev-
eral determinants of bond covenants: financial leverage
(Malitz 1986; Billett et al. 2007), growth opportunities (Billett
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et al. 2007; Nash et al. 2003), managerial entrenchment
(Chavaetal. 2010), and corporate governance (Li et al. 2011).
In this paper, we argue that there is another determinant of
bond covenants, corporate social responsibility (CSR)
investments. Specifically, we find that the intensity of debt
covenants, measured as the number of covenants, are signif-
icantly lower for firms with higher CSR investments.

CSR can decrease the number of covenants through
reputation. Better CSR performance can earn a firm good
reputation that would bring firm more benefits such as higher
credit ratings, easier borrowing, and better bondholder
protection (John and Nachman 1985; Cheng et al. 2014; El
Ghoul et al. 2011). CSR may also influence the number of
covenants through information. This is because firms with
better CSR performance provide more information for out-
side investors (Dhaliwal et al. 2011; El Ghoul et al. 2011),
and better information disclosure can lead to lower capital
constraints (Hubbard 1998), a lower cost of capital (Ng and
Rezaee 2012), and fewer covenants (Chava et al. 2010).
Finally, CSR can affect the number of covenants through
risk. High-risk firms are likely to be associated with more
covenants (Billett et al. 2007; Demiroglu and James 2010b;
Murfin 2012), but better CSR performance would reduce
corporate risk (Hong and Kacperczyk 2009; Waddock and
Graves 1997). Taking into account all the above, we would
expect high CSR investment to be negatively associated
with the number of covenants.

Our main findings are as follows. First, for a sample of
2,732 bond issues of 738 US public firms in the period
from 1991 to 2010, we find the level of firm CSR invest-
ment is significantly associated with the number of total
bond convents. Second, this negative association is sig-
nificant in all four covenants categories, the investment
covenants, the dividend covenants, the subsequent financ-
ing covenants, and the event covenants, and is robust to
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various model specifications. Third, the negative relation-
ship is more pronounced for firms with a high bid-ask
spread of traded bonds and for firms with high agency
costs.

Our paper contributes to the literature of bond cove-
nants. Many studies show that covenant use is determined
by some factors including financial leverage, growth
opportunities, managerial entrenchment, and corporate
governance (Malitz 1986; Billett et al. 2007; Nash et al.
2003; Chava et al. 2010; Li et al. 2011). We find that CSR
might be another factor that can affect the number of
covenants. Our paper also contributes to the growing lit-
erature about the role of CSR in capital markets. CSR has
been shown to result in lower debt ratios (Bae et al. 2011),
lower equity financing cost (Dhaliwal et al. 2011; El Ghoul
et al. 2011), lower debt financing cost (Goss and Roberts
2011; Oikonomou et al. 2011), more favorable analyst
recommendations (Ioannou and Serafeim 2010), and lower
analyst forecast error (Dhaliwal et al. 2011). It also leads to
higher shareholder returns (Edmans 2011) and less infor-
mation asymmetry (Hung et al. 2013). Among the above
literature, perhaps the most closely related papers are Goss
and Roberts (2011) and Oikonomou et al (2011). Goss and
Roberts (2011) find that firms with social responsibility
concerns pay between 7 and 18 basis points more than
firms that are more responsible in debt financing. Oikon-
omou et al. (2011) documents that a unit increase
(decrease) in aggregate strengths (concerns) can lead to
a(n) decrease (increase) in its cost of debt by approximately
21.2 % (56.3 %). In this paper, we show an additional
important role of CSR by looking at the impact of CSR on
the number of bond covenants.

In this study, we follow previous studies (e.g., Bradley
and Roberts 2004; Demiroglu and James 2010b; Murfin
2012) to use the count number of indicators to measure the
intensity of debt covenants. The rationalization is that a
contract with more covenants can bind more of the bor-
rower’s financial ratios and thus give the lender more
contingent control. However, to measure the restrictiveness
of debt covenants, previous studies suggest that at least two
different dimensions, the intensity and the tightness, should
be covered (Demiroglu and James 2010b). Different to the
intensity gauges, the tightness measurements gauge the
initial covenant slack as the distance between the bor-
rower’s accounting numbers at the time the contract is
written and what is allowable under the covenants specified
(e.g., Demiroglu and James 2010b; Panyagometh et al.
2013; Murfin 2012).

The reason why this paper focuses on covenants inten-
sity is because of the limitation of data availability. Bradley
and Roberts (2004), Demiroglu and James (2010b), and
Murfin (2012) all use data from Dealscan database of loan
pricing corporation (LPC). Dealscan provides detailed
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information about loan covenants and thus enable them to
investigate the covenant tightness dimension. Our paper,
however, studies the bond covenants, which is from fixed
Income securities database (FISD). FISD does not provide
such information to study covenant tightness because it
only provides “Yes” or “No” to whether the bond has
certain covenant.' In this paper, other than the number of
covenants, we also use a few more measures as proxies to
covenant intensity. The results do not change.

The rest of this article proceeds as follows: “Literature
Review and Hypothesis Development” section reviews the
previous literature and develops the hypotheses. “Data”
section describes the sample and data sources. “Empirical
Results” section presents the main empirical setting and
results, along with some additional empirical analyses.
“Conclusion” section concludes.

Literature Review and Hypothesis Development

Opportunistic shareholders and managers can hurt bond-
holder interests through actions like mergers, as well as
through many kinds of financial policies such as large
dividend payouts, subsidiary borrowings and guarantees,
sales of assets, etc. (Chava et al. 2010). To prevent this, one
thing bondholders can do is to use covenants to restrict
these activities and policies and thus protect themselves.
Covenants can reduce agency costs and information
asymmetry problems between shareholders or managers
and bondholders, resulting in lower corporate financing
costs and increased firm values (Smith and Warner 1979;
Dichev and Skinner 2002; Bradley and Roberts 2004;
Drucker and Puri 2009; Demiroglu and James 2010b).
Literature has documented certain determinants of bond
covenants. The first one is financial leverage. Malitz (1986)
finds that highly levered issuers are more likely to include
restrictive covenants in their bond contracts. Billett et al.
(2007) find that the number of covenants increases in
financial leverage. The second one is growth opportunities.
Nash et al. (2003) evaluate the costs and benefits of
restrictive bond covenants. They find that firms with
growth opportunities, in order to preserve future flexibility,
are less likely to include dividend or debt issuance
restrictions in their bond contracts. Billett et al. (2007) also
find that the number of covenants increases in growth
opportunities. The third one is managerial entrenchment.
Chava et al. (2010) study the effects of managerial
entrenchment and fraud on different types of covenants.

' For example, on Jun 29th, 1993, Boeing issued a bond with offering
amount of $250 million and maturity of 32 years. For this issuing,
FISD marked “Y” to “consolidation or mergers (investment cove-
nants)” and “N” to dividend payments (dividend covenants).
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They find that managerial entrenchment and fraud influ-
ence the use of covenants. The fourth one is corporate
governance. Li et al. (2011) investigate the impact of
corporate governance mechanisms on the number of cov-
enants. They find that bond contracts have fewer covenants
when the board size is larger, board members have more
expertise and the firm has more activist shareholders.

While literature has documented the above determinants
of bond covenants, there is one determinant that has not
been explored, CSR. CSR can affect the number of cove-
nants from the following three ways. The first one is
through reputation. A superior CSR performance can stand
for the firm’s commitment to, and engagement with,
stakeholders on the basis of ethical relationships (Jones
1995; Andriof and Waddock 2002). Existing studies view
CSR investment as one way to develop a good reputation
that can bring more benefits to the firm in the future. A
good corporate reputation can make borrowing easier
(Cheng et al. 2014), receive higher credit ratings (John and
Nachman 1985), protect bondholders better (El Ghoul et al.
2011), and make covenant settings looser (Demiroglu and
James 2010a).

The second way is through information. When facing
uncertainties, investors would rather make their investment
decisions on securities that provide more information
(Merton 1987). Firms with better CSR performance are
more likely to disclose their CSR activities to the market
and provide more information for outside investors
(Dhaliwal et al. 2011). Increased information disclosure
can reduce informational asymmetry between the firm and
investors (e.g., Botosan 1997; El Ghoul et al. 2011),
leading to lower capital constraints (Hubbard 1998), a
lower cost of capital (Ng and Rezaee 2012), and improved
market liquidity (Lang et al. 2012) and fewer covenants
(Chava et al. 2010).

The third way is through risk. Literature has docu-
mented evidence that socially responsible firms are more
likely to be less volatile and less risky (Spicer 1978;
Orlitzky and Benjamin 2001). CSR may reduce risks in at
least the following two categories: litigation risk and
financial distress risk. Socially responsible investment
may help a firm reduce the litigation risk and costs of
litigation. This is easy to see when we consider that new
or potential governmental regulations tend to relate to
product safety, environmental preservation, and other
aspects of social responsibility. Hong and Kacperczyk
(2009) find that socially irresponsible firms, or so-called
“sin” firms, face higher litigation risks related to lawsuits
for environmental pollution, unsafe products, employee
benefits, and so forth. Similarly, Waddock and Graves
(1997) show that firms with poor corporate social per-
formance sell unsafe products, increasing the chance of
future lawsuits. The relationship between CSR and

litigation costs goes beyond production and affects earn-
ings management. Kim et al. (2012) find that firms with
high CSR are less likely to manage earnings through both
discretionary accruals and real operating activities, and
are thus less likely to be the subject of SEC
investigations.

CSR may also reduce financial distress risk. Firms with
a better CSR performance are less likely to experience
financial distress (Goss 2009), have a lower risk of bank-
ruptcy (Jiao and Shi Jiao and Shi 2014), and face signifi-
cantly lower capital constraints (Cheng et al. 2014).
Sharfman and Fernando (2008) find that higher leverage
firms with more environmental controls are able to support
a higher debt level because of a reduction in bankruptcy
risk.

In sum, high CSR leads to lower risk and thus better
creditors protection. Since bond covenants are meant to
protect creditors from corporate risk, high-risk firms are
likely to be associated with more covenants (Billett et al.
2007; Demiroglu and James 2010b; Murfin 2012). Taking
into account together with the impact of reputation and
information, we would expect high CSR investment to be
negatively associated with the number of covenants.
Therefore, we propose the following hypothesis:

Hypothesis: The number of a firm’s bond covenants is
negatively associated with a firm’s CSR investment.

Data

We start building our sample by obtaining CSR data from
KLD Research and Analytics, a database widely used in
empirical studies (Johnson and Greening 1999; Coombs
and Gilley 2005; Chatterji et al. 2009; Benson and
Davidson 2010; Jiao 2010; Bae et al. 2011; Kim et al.
2012).? The database includes a well-established measure
of both stakeholder management and CSR investment, by
rating firms with a strength score and a concern score in
seven major categories: community, diversity, corporate
governance, employee relations, human rights,’ environ-

2 Now owned by MSCI ESG Research, KLD is an independent rating
agency specializing in assessing corporate social performance for a
large sample of publicly traded companies in the US since 1991. It
collects information from a variety of sources including company
filings and direct communications with the company, governments
and other organizations, as well as media, and it rates firms using a
proprietary framework of positive and negative indicators.

® The category of human rights was added to the KLD database in
1995.

@ Springer

www.manaraa.com



288

G. Shi, J. Sun

ment, and product.* In defining our CSR proxy, we follow
the prior literature in using all seven major categories.” We
then construct a CSR score, measured as total strengths
(positive ratings) minus total concerns (negative ratings) in
all KLD’s seven social rating categories.

It is worth emphasizing that the KLD database is by far the
most comprehensive and unbiased database available for
ratings that take firms’ stakeholders into account. Edmans
(2011) and Bae et al. (2011) use Fortune’s “100 Best Com-
panies to Work For” as a proxy or alternative measure of a
firm’s treatment of employees, and their results remain
unchanged. Alternatively, the Business Ethics “100 Best
Corporate Citizens” (hereafter 100BCC) ratings can also
serve as an alternative proxy for CSR. When we rank firms in
the KLD and 100BCC databases based on the scores they
receive in each, we find the two rankings to be almost iden-
tical. This is not surprising because the ranking criteria are
very similar across the two datasets.® The biggest difference is
that the KLD database covers a much larger sample of firms.

We then match KLD data with bond covenant data from
the fixed income securities database (FISD).7 The bond
must be a corporate debenture with issuance, offering date,
and covenant information available in FISD, and we
exclude bonds with missing covenant information, bonds
issued by foreign firms and financial firms, and bonds
denominated in foreign currency. For the firm that has
multiple bond issuances on the same date, we compute a
simple average of all bond characteristics. Finally, we
make available data on other bond-specific and firm-spe-
cific variables used in regression analyses. This provides us
with an initial sample of 2,732 bond issues from 738 firms
during the period 1991-2010.

The number of covenants is the key variable. Following
Bradley and Roberts (2004) and Chava et al. (2010), we
assume that more covenants place greater restrictions on the
operations of the issuing firm that are detrimental to the
bondholders. We simply treat the number of covenants

* There are five additional dimensions including alcohol, gambling,
military contracting, nuclear power, and tobacco. We do not consider
these dimensions in constructing CSR score since they are exclu-
sionary screen categories.

> We do not exclude corporate governance, comprising transparency
and accounting related strength and concerns, as well as compensa-
tion and governance structure-related components, although these
reflect the conflicts of interest between managers and shareholders.
However, our results would remain unchanged if we excluded
corporate governance. The results are not reported here but available
on request.

¢ The 100BCC uses 3-year KLD averages of standardized values
according to the list in 2001. From 2002 to 2004, 100BCC used
community, minorities and women, employees, environment, non-US
stakeholders, customers. From 2005 to 2007, 100BCC used the same
categories as KLD.

7 FISD provides detailed information on debt securities issued by
corporations, US agencies, US Treasury, and foreign issuers.
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included in the debt agreement as a measure of the restric-
tiveness or strictness, similar to the covenant index con-
structed by Bradley and Roberts (2004) and Murfin (2012).8
Following Smith and Warner (1979) and Chava et al. (2010),
we place bond covenants into four categories: investment
covenants,9 dividend covenants,m subsequent financing
covenants,'! and event covenants.'Z In addition, we calculate
the total number of covenants. In the case of subsidiary and
parent companies, the covenants of both are considered.

Empirical Results
Regression Specification

To capture the relation between bond covenants and CSR,
we estimate the following model:

# of Covenants = o + $;CSR

!
+ Z B; bond characteristics;
=2

m
+ g B; firm characteristics;
=1

s 1
+ Z B; year dummies; + Z B;industry dummies; + &
j=m+1 j=s+1

All else being equal, we expectf;, the key coefficient of
interest, to be negative. Following Chava et al. (2010), the
regression is based on bond-year samples.'’

In the above model, we also control for various char-
acteristics of bond issues: maturity, offering amount, an
indicator variable for bonds that are privately placed, and
whether they are callable or putable. We also control for
bond ratings in the regression.'* However, one might argue
that the bond rating variable may incorporate part, if not

8 Bradley and Roberts (2004) explain in details the reason why they
examine an aggregate measure of covenant structure for loan contract.

9 . . . . .

® Investment covenants include consolidation or mergers restrictions,
indirect investment restrictions, bonds being secured, stock sale
restrictions, or direct investment restrictions.

1 Dividend covenants stipulate whether the bond’s indenture
restricts dividends and other payments.

' Subsequent financing covenants include debt priority restrictions,
stock issuance restrictions, subordinate debt restrictions, restrictions
on sale and lease obligations.

12 Event covenants include default-related covenants and stipulate
whether the indenture contains a change in control poison put.

13 s : :
The results are similar when we run a regression using firm-years.

'4 The bond rating is the average credit rating of the bond provided
by three rating agencies: S&P, Moody’s, and Fitch. If the rating of
issue is missing, it is replaced by the average credit rating of the issuer
or is replaced by the S&P long-term issuer rating from Compustat.
We convert the credit rating into the S&P numerical scale as follows:
21-AAA, 20-AA+, 19-AA, 18-AA—, 17-A+, 16-A, 15-A—,
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Table 1 Descriptive statistics of selected variables

Variable N Mean Std. dev. Bottom 25 % Median Top 25 %
Sum of all covenants 2,732 5.35 4.49 2.00 5.00 7.00
Investment covenants 2,732 1.05 1.07 0.00 1.00 1.00
Dividend covenants 2,732 0.40 0.89 0.00 0.00 0.00
Subsequent financing covenants 2,732 3.12 2.33 1.00 4.00 4.00
Event covenants 2,732 0.78 0.82 0.00 1.00 1.00
CSR 2,732 —0.43 2.95 —2.00 —1.00 1.00
Pvt placement 2,732 0.23 0.42 0.00 0.00 0.00
Maturity (year) 2,732 11.60 11.10 7.00 10.00 10.00
Offering amount ($,M) 2,732 361.20 301.43 200.00 300.00 450.00
Bond rating 2,732 12.29 3.88 9.00 12.67 15.50
Callable 2,732 0.78 0.42 0.00 1.00 1.00
Putable 2,732 0.02 0.14 0.00 0.00 0.00
High agency cost 2,732 0.31 0.46 0.00 0.00 1.00
Assets ($,M) 2,732 13570.29 35580.04 2045.58 5281.90 13353.60
ROA 2,732 0.04 0.06 0.02 0.04 0.07
Mtb 2,732 3.57 5.77 1.45 2.19 3.69
Tangible ratio 2,732 0.70 0.39 0.39 0.68 0.98
Lev 2,732 0.34 0.15 0.24 0.33 0.42

This table documents some characteristics of the bond-level and firm-level variables based on our samples that are used in at least one of our

multivariate tests

ROA, tangible ratio and leverage are winsorized at 1st and 99th percentiles. See Table 8 in Appendix section for variable definitions

all, of the components in the CSR variable." Thus, we
estimate the bond rating without the CSR component, by
regressing the bond rating on the CSR variable and labeling
the error term from this regression as our primary measure
of credit ratings in the multivariate analysis. This method is
similar to what Klock et al. (2005) do.'® We also control
for a series of firm-specific variables that are likely to be
associated with debt contract terms: size, ROA, market-to-
book ratio, tangible ratio, and leverage. We use the log of
assets as the proxy for size. We measure ROA as net
income before extraordinary items divided by total assets.
The quality of a firm’s investment opportunities and firm’s
size determine the types of covenants included. Following
the literature, we use a logarithm of the market-to-book
ratio as a proxy for growth options. Since a high proportion
of tangible assets tend to improve borrowing ability, we use

Footnote 14 continued

14-BBB+, 13-BBB, 12-BBB—, 11-BB+, 10-BB, 9-BB—, 8-B+, 7-B,
6-B—, 5-CCC+, 4-CCC, 3-CC, 2-C, and 1-D&SD.

'S Attig et al. (2013) find that CSR strengths and concerns may
influence credit ratings and credit rating agencies tend to award
relatively high ratings to firms with good social performance.
Oikonomou et al. (2011) also find CSR scores lead to improved
credit quality.

'6 They regressed the credit ratings on the governance index and
labeled the error term from this regression as their measure of credit
ratings. Of course, it is possible that the effects of CSR on bond
covenants might be subject omitted variable bias.

the ratio of tangible-to-total assets (gross PPE divided by
total assets). We measure leverage as the total debt divided
by total assets. ROA, tangible ratio and leverage are
winsorized at the top and bottom 1 % of their distributions.
Finally, we address possible industry effect and year effect
through the controls of the Fama-French 48 industry
dummies and year dummies.'”'®

Descriptive Statistics

Table 1 reports descriptive statistics (see Table 8 in
Appendix section for variable definitions). The average
bond has a total of 5.35 covenants. For investment and
subsequent financing covenants, the means are 1.05 and
3.12, respectively, indicating that on average each bond
entails more than one covenant covering each of these two
categories. In contrast, for dividend and event covenants,
the numbers are 0.40 and 0.78, respectively.

'7 Our results do not change when we use two-digit SIC industry
classification.

'8 We use industry instead of firm fixed effects because of
insufficient within-firm-variation over time in CSR scores and
because including firm fixed effects would force identification of
the CSR-related coefficients from these changes. This point is in a
similar vein to one made for the GIM index by Gompers et al. (2003)
and Giroud and Mueller (2011).
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According to Chava et al. (2010), the vast majority of
bonds are senior with a median offering amount of $250
million and a median maturity of 10 years. In our sample,
the bond offering amount is, on average, $361.20 million,
and the average maturity is 11.60 years. The average bond
rating is 12.29 (meaning BBB—), with 21 (meaning AAA)
being the maximum rating ratio. 23 % of our samples are
bonds that are privately placed. 78 % are callable, and 2 %
are putable. Firms in our sample have assets averaging
$13,570 million, an average ROA of 0.04, and an average
market-to-book ratio of 3.57. The tangible ratio and
leverage ratio are 0.70 and 0.34, respectively.

Regression Analysis
The Main Results

In this section, we examine whether CSR investment is
negatively associated with the number of bond covenants.
We first divide the entire sample into ten groups by CSR
Index, then check the association of mean and median
between CSR and the number of covenants (or industry
adjusted covenants). Our untabulated results show a
decreasing pattern between CSR and bond covenants. In
addition, we also calculate the correlation between CSR
and raw number of covenants and find it to be —0.0657,
significant at 1 % level. For the correlation between CSR
and Industry adjusted number of covenants, the number is
—0.0638, significant at 1 % level.

The Panel A of Table 2 presents the results of five
multivariate tests that investigate the association between
the number of bond covenants and CSR scores. Each of our
dependent variables represents an attempt to capture either
a total or one category of bond covenants as defined by
Smith and Warner (1979). We use Tobit models in all
regressions, with robust standard errors clustered at the
firm level, because some bonds in our sample have zero
covenants.

What we find is a negative relation between CSR score
and the numbers of investment covenants, dividend cove-
nants, subsequent financing covenants and event covenants,
indicating that CSR firms issue bonds with fewer restric-
tions. Not surprisingly, CSR score has a significantly
negative association with the total number of bond cove-
nants, also called covenants intensity in the literature
(Bradley and Roberts 2004; Demiroglu and James 2010b;
Murfin 2012). Thus, we cannot reject our hypothesis that
CSR is negatively associated with the number of cove-
nants. Next, we try to examine our results robustness using
a few more measures as proxies to covenants intensity.

First, as Smith and Warner (1979) argue (p. 153),
“dividend policy and financing policy involve lower
monitoring costs. Stockholder use of these policies to ‘hurt’
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bondholders involves acts (e.g., the sale of a large bond
issue) which are readily observable”. Thus, we expect our
results to be more pronounced for dividend and subsequent
financing covenants than for investment and event cove-
nants. As we can see in Panel A of Table 2, the coefficients
of dividend and subsequent financing covenants are
—0.216 and —0.090. For investment and event covenants,
the coefficients are —0.061 and —0.021. Furthermore,
Chow tests show that the former two are significantly lower
than the latter two.

Next, we use three more variables to measure the
intensity of covenants. The first one is total number of
indicators, which is equal to the number of covenant cat-
egories in a bond. It takes value of O, 1, 2, 3, or 4. This
also-called covenant intensity index was proposed by
Bradley and Roberts (2004) and used in Demiroglu and
James (2010b) as well. The higher the total number of
indicators, the more restrictive the bond is. We also use
debt priority covenants as another measure for restrictive-
ness of bond covenants. As Chava et al. (2010) point out,
restriction on issuers’ ability to change debt priority tends
to be used more with riskier bonds. The third measure is
indirect investment covenants.'”

They are used much more frequently in noninvestment
grade newly issued bonds, compared with the investment
grade newly issued bonds (Chava et al. 2010). Results are
reported in Panel B of Table 2. We can see that CSR is
negatively associated with all three alternative measures,
consistently with the findings in Panel A of Table 2.

In Panel C of Table 2, we add more bond-specific and
firm-specific omitted control variables to reinforce the
results of Panel A of Table 2. In Column 1 of Panel C, we
check whether our results are robust when we control for
the cost of debt. Following Shi (2003), Jiang (2008), and
Wang and Zhang (2009), we use yield spread as a proxy for
cost of debt. Yield spread is defined as the difference
between the issue’s offering yield to maturity and the yield
on U.S. Treasury bond of comparable maturity on the
issuance date (measured in basis points).

Corporate governance and manager entrenchment can
also influence the usefulness of bond covenants (Chava
et al. 2010). In Column 2 of Panel C, we use the presence
of block holders (where a block is defined as 5 % or more

!9 The indirect investment restriction category includes restrictions
on transactions with affiliates, fixed charge coverage, maintenance of
minimum net worth, restrictions on redesignating subsidiaries,
subsidiary fixed charge coverage ratio, and after acquired property
clause.

20 we compute the total institutional ownership as of the quarter
prior to bond issuance. The institutional investors include socially
responsible (SR) mutual funds, so we do not treat separately the
shareholding of SR mutual funds as an omitted variable. The data is
from Thomson Financial.
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ownership) and the percentage of shares held by institu-
tional investors for one quarter prior to the bond issuing
date as proxies for external monitoring.”® In Column 3 of
Panel C we add the governance index from Gompers et al.
(2003) as a proxy for internal monitoring.*'

The anecdotal evidence suggests that only large firms
with enough resources and financial slack are likely to
undertake CSR investment, and that less constrained firms
spend more on CSR (Hong et al. 2012). Accordingly,
financial slack may be an omitted variable since it enhan-
ces CSR investment and affects bond contracts. Following
Baker et al. (2003) and Hong et al. (2012), in Column 4 we
use the KZ score as an initial measure of financial slack,
constructing a KZ score for each firm-year such that firms
with lower values are identified as having more financial
slack.?? In Column 5 of Panel C, we control all five omitted
variables.

For all the above regressions in Panel C of Table 2, we
can see that CSR is significantly negatively associated with
the number of covenants. Our main results hold.

We use the Fama—MacBeth method to address the time-
series clustering of independent variables stemming from
the limited changes in a firm’s CSR scores over time.
Fama—MacBeth regressions, along with Newey—West cor-
rections, impose a structure on the fixed effects such that
they are a linear function of the CSR scores. Our untabu-
lated analysis shows the robustness of our results using this
alternative estimation method.

Since some subcategories of CSR may be correlated
with credit rating, so another way, rather than orthogo-
nalization, to solve the possible correlation between CSR
and the raw credit rating is to take out these subcategories
and re-calculate the new CSR score using the rest. First, as
Klock et al. (2005) argue, at least one subcategory of CSR,
GOV, would be correlated with credit rating. Second,
COM (community) might be correlated with the credit
rating as well, because not only does COM measure several
givings or contributions that would take away some earn-
ings (e.g., 1.5 % of net earnings before tax) of the firm, but
also collect information about whether the firm has been
involved in major tax disputes involving Federal, state,

2! The score is obtained from the IRRC database and is available for
the years 1990, 1993, 1995, 1998, 2000, 2002, 2004, and 2006 during
the sample period. For intermediate years, we always use the score
from the latest available year.

22 Our method of computing KZ scores is identical to that used by
Baker et al. (2003) and Hong et al. (2012); we construct the KZ Score
for each firm-year as linear combinations using five variables (cash
flow, cash dividend, cash balances, book leverage and Tobin’s Q). For
brevity’s sake, we omit the detailed description of the construction of
KZ scores. We winsorize the five components of the index at 1 %.
Cash holding is a critical indicator for CSR investing, and is included
in the KZ score. When we treat cash holding as a separate control
variable, the results are similar to those for KZ scores.

local or non-U.S. Government authorities. Therefore, we
exclude GOV and COM and sum up the rest five sub-
categories to get CSR5 and re-estimate the model. Our
untabulated results show that with CSR5 and raw credit
ratings (and other controls) as independent variables, the
coefficients of CSR5 are negative, significant at 10 %
level, for the total number of covenants, investment cove-
nants, and dividend covenants.

Analysis Based on Individual KLD Ratings Categories

Although the main results suggest a negative association
between the total CSR score and the number of bond
covenants, it is natural to ask whether some stakeholders
are more important than others in the eyes of the bond-
holders, or whether all individual KLD rating categories
are treated equally by bondholders. Prior studies (e.g.,
Turban and Greening 1997; Mattingly and Berman 2006;
Jiao 2010; Kim et al. 2012) examine both aggregated and
disaggregated subscores from KLD data as a proxy for
CSR. Following the literature, we replace aggregated CSR
net scores with individual KLD ratings categories, that is,
qualitative issue areas defined by KLD as community
(COM), governance (GOV), diversity (DIV), employee
relations (EMP), environment (ENV), human rights
(HUM) and product (PRO). We use a net score for each
category by subtracting total concerns from total strengths
in order to investigate the relation between these six CSR
categories and number of bond covenants.

Then we re-estimate the Tobit regressions. Table 3
shows the results for the total number of bond covenants as
dependent variable.”> We find that six out of seven sub-
scores (except for PRO) are negatively and significantly
associated with the total number of bond covenants. Note
that the coefficients of DIV, EMP, and ENV are all sig-
nificant at 1 % level, that of GOV is significant at 5 %
level, and those of COM and HUM are significant at 10 %
level.

Analysis Based on Total Strengths and Concerns

In Table 2, we compute CSR by subtracting KLD concerns
from KLD strengths. One concern is that KLD’s strengths
and concerns lack convergent validity and hence should not
be used jointly. The empirical results of Mattingly and
Berman (2006) indicate that “social concerns” is not simply
the converse of “social strengths” and vice versa. Further-
more, aggregating social strengths and weaknesses might
generate countervailing effects and hide some important

23 The results (not reported) are similar when the dependent variables
are the numbers of investment covenants, dividend covenants,
subsequent financing covenants, and event covenants.
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differences (Mattingly and Berman 2006; Goss and Roberts
2011; Kim et al. 2012). For instance, suppose both firm X
and Y have the same aggregated CSR net score, one. But
firm X has six strength scores and five concern scores, and
firm Y has one strength score and zero concern scores. The
two firms undoubtedly demonstrate different social behav-
ior, but aggregating the strengths and concerns kills the
distinction (Chatterji et al. 2009). Therefore, to account for
the possibility that CSR strengths and weaknesses impact
bond covenants differentially, we re-run all the Tobit
regressions in Table 2 using the strength and concern scores
separately instead of using the net scores.

Table 4 shows the results. In Panel A, the coefficients of
STR (KLD total strength scores) are significant and nega-
tive for the regression of all four categories of bond cov-
enants as well as total covenants, indicating that the higher
the KLD strength score, the lower the number of bond
covenants. Panel B of Table 4 shows the results for KLD
total concerns. We find positive and significant coefficients
on CON (KLD total concern scores) for the regressions of
two categories of bond covenants (investment covenants
and dividend covenants) and total covenants, while there is
an insignificant association between CON and each of the
other two categories of bond covenants. In general, the
results reported in Table 4 are consistent with those in
Table 2, as the strength scores are associated with fewer
bond covenants and the concern scores are associated with
more bond covenants.

Endogeneity

In this section, we gauge the robustness of results by
exploring the causality between the CSR scores and bond
covenants. It is possible that firms whose bond issues
include fewer covenants choose to invest more in CSR.
One way to address this issue is to regress the changes in
covenants on the changes in CSR and controls. This is
similar to Klock et al. (2005). Results are reported in Panel
A of Table 5. For changes in the total number of covenants,
the coefficient of changes in CSR is —0.103, significant at
5 % level. Results are also similar for dividend and sub-
sequent financing covenants. For investment and event
covenants, the coefficients are insignificant. In summary,
our main results still hold by regressing the changes in
covenants on the changes in CSR and controls.

Another way of addressing this is to use the instrumental
variable method, if the instruments are uncorrelated with
the error terms and are sufficiently correlated with the
endogenous elements of the variable of interest. To run
2SLS regressions, we need to find an instrument variable
for the CSR scores. Similar to what El Ghoul et al. (2011)
do, we use the industry-year average CSR as the instru-
ment. We construct the instrumental variable for industry-

@ Springer

year average using all available data from KLD database,
and then merge this variable with our whole sample, i.e.,
the IV variable was constructed out of sample. The
regression results are reported in Panel B of Table 5. We
present the first stage regression results in Column 1.
Notice that the coefficient of the instrument variable is
1.071, significant at 1 % level. The F value in the first stage
regression is 32.68, which is higher than the approximate
cutoff of 10 for weak instruments suggested by Stock and
Yogo (2005). Columns 2 to 6 report the second stage
regression of 2SLS. For the total number of covenants, the
coefficient of predicted CSR is —0.192, significant at 1 %
level. Results are also similar for investment, dividend, and
subsequent financing covenants. For event covenants, the
corresponding coefficient is negative but insignificant. In
addition, both Hausman and Durbin—-Wu—Hausman tests
show that we cannot reject the null hypothesis and indicate
that the endogeneity concern is not substantiated. In this
section, we attempt to address endogeneity issues using the
above two methods. We also recognize that both bond
covenants and CSR being choice variables may still be
possible.

Additional Robustness Tests

We perform a few additional robustness tests, which for
brevity are not reported here. First, prior research suggests
that the level of CSR may vary according to industry
characteristics (Waddock and Graves 1997; McWilliams
and Siegel 2001). Therefore, in order to make our proxies
for CSR more comparable across industries, we replace the
dependent variable with adjusted CSR scores for the
industry median in each year. The results corroborate our
findings in Table 2, suggesting that industry effects in CSR
scores are not driving our results.

Second, the results also hold when we re-estimate our
main regression after dropping all observations for which
the CSR score equals zero and/or the number of covenants
equals to zero. This former takes into account the possi-
bility that KLD might not evaluate scores for some firms
and reports zeros instead, or that the firms have zero CSR
performance (Statman and Glushkov 2009). The latter
considers the case that most zero-covenant bonds are pri-
vate placements and thus different from publicly issued
bonds. The results would not change.

Third, we restrict our sample to three time periods.
Beginning with 1991, KLD STATS provides a table of data
with a collection of approximately 650 companies com-
prised by the Domini 400 Social Index and S&P 500 with
one record for each company and columns indicating
membership of each index. Beginning in 2001, KLD
expanded its coverage universe to include all companies on
the Russell 1000. In 2003, KLD added full coverage of the
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Russell 3000. Therefore, we re-estimate our main regres-
sion in three time periods: 1991-2000, 2001-2010, and
2003-2010. The results are similar to those in Table 2.

Information Asymmetry and Agency Problems

We show that high CSR leads to a lower number of bond
covenants. Now we examine whether this negative associa-
tion would be more pronounced for firms with high infor-
mation asymmetry and for firms with high agency costs.
After obtaining the gross bid-ask spread from the FISD
database, we calculate the average bid-ask spread on the
issuer’s bond as traded on the market.”* We classify firms
with above (below) the median bid-ask spread in our sample
as having high (low) information asymmetry. Table 6 shows
the association between CSR and bond covenants. For the
first three columns of Table 6, the coefficients on the inter-
action variables between the high bid-ask spread indicators
and CSR scores are negative and significant, suggesting that
our results on total covenants, investment covenants, and
dividend covenants in Table 2 are more pronounced for
firms with high bid-ask spread of traded bonds.

We repeat this procedure for agency costs. Following Chen
etal. (2012), we define high agency cost as a dummy variable
that equals one when a firm has high free cash flow (higher
than industry median) and low Tobin’s Q in the industry lower
(lower than industry median). Table 7 reports the results. For
the first, third, and fourth columns of Table 7, the coefficients
on the interaction term are negative and significant, suggesting
that our results on total covenants, dividend covenants, and
subsequent financing covenants in Table 2 are more pro-
nounced for firms with high agency costs.

Conclusion

This article examines whether CSR investment affects a
firm’s bond covenants. We contend that, ceteris paribus,
high CSR firms should have fewer bond covenants than
low CSR firms. Using a sample of 2,732 bond-level
observations of US firms from 1991 to 2010 and

24 FISD provides details on bond acquisitions and bond disposals
(sales, redemptions) since 1995 by insurance companies. Some of our
observations being lost, we end up with a sample of 1,472.

@ Springer

controlling for other bond-specific, firm-specific determi-
nants as well as industry and year fixed effects, we find that
firms with higher CSR scores enjoy less restrictions and
more financial flexibility without more covenants when
they issue bonds. Furthermore, we find that CSR invest-
ment in the categories of community, governance, diver-
sity, employee relations, environment, and human rights is
significantly related to number of bond covenants. In
addition, the strengths score is associated with fewer bond
covenants, whereas the concerns score is associated with
more bond covenants. Thus, having both more strengths
and fewer concerns contributes to less bond restriction. We
find that these results are robust to a variety of specifica-
tions and tests addressing endogeneity issues. Our results
are even more pronounced for firms with high bid-ask
spread of traded bonds and high agency costs.

The demonstrated effect of CSR in reducing information
asymmetries in bond contracts suggests an incentive for
firms to adjust their levels of CSR investment in order to
benefit from this effect when they look for debt financing.
There may be some offsetting costs preventing firms from
adjusting the CSR investment, and these costs must be
compared with the costs of firm—bondholder conflict and be
considered in a firm’s decision-making. There is also the
possibility that other channels play a similar role to CSR in
mitigating the firm—bondholder conflict. Therefore, it is
worth exploring the tradeoffs between different types of
costs and investigating substitute or complementary rela-
tions among different channels, keeping in mind the
important implications for practitioners and policy makers.
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See Table 8.
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Table 8 Variables definitions

Variable

Descriptions

Sum of all covenants

Investment covenants

Dividend covenants

Subsequent financing
covenants

Event covenants

Total number of
indicators

Indirect Investment
covenants

Debt priority covenants

CSR

Bond yield spread

Pvt placement
Log (maturity)
Log (offering amount)

Credit rating

Callable

Putable

High agency cost
Size

ROA

Log (Mtb)
Tangible ratio
Lev

Institutional ownership

Blockholders

Sum of all covenants equals the total number of investment covenants (including merger covenants), dividend
covenants, subsequent financing covenants, and event covenants a bond has

Investment covenants include restrictions on consolidation or mergers, indirect investment, securing the bond, stock
sales, and direct investment. Indirect investment restriction category includes restrictions on transactions with
affiliates, fixed charge coverage, maintenance of minimum net worth, restrictions on redesignating subsidiaries,
subsidiary fixed charge coverage ratio, and after acquired property clause (that mandates that the property acquired
after the current debt issue is sold would be included in the current issuers mortgage)

Dividend covenants restrict dividends and other payments

Subsequent financing covenants include debt priority restrictions, stock issuance restrictions, subordinate debt
restrictions, and restrictions on sale and lease obligations. The debt priority restriction category includes
restrictions on funded debt, indebtedness, liens, and senior debt issuance of parent and subsidiary firms. The stock
issuance restriction category includes restrictions on issuance of stock and preference stock of parent and
subsidiary firms. The subordinate debt restriction category includes subordinate debt issuance, net earnings test,
leverage test, subsidiary borrowings, subsidiary guarantees, subsidiary leverage test, and the negative pledge
covenant (i.e., the issuer cannot issue secured debt unless it secures the current issue on a pari passu basis)

Event covenants include restrictions falling under default-related event and restriction on the change in control
poison put. The default-related event restriction category includes cross default, cross acceleration, rating decline
trigger put, and declining net worth covenant

Total number of indicators is equal to the number of covenant categories in a bond. It takes value of 0, 1, 2, 3, or 4

The indirect investment covenants category includes restrictions on transactions with affiliates, fixed charge
coverage, maintenance of minimum net worth, restrictions on redesignating subsidiaries, subsidiary fixed charge
coverage ratio, and after acquired property clause (that mandates that the property acquired after the current debt
issue is sold would be included in the current issuers mortgage)

Debt priority covenants include restrictions on funded debt, indebtedness, liens, and senior debt issuance of parent
and subsidiary firms

The CSR score is formed by subtracting each firm’s concern score from its strength score. The strength score is the
points a firm receives on the community, corporate governance, diversity, employee relations, human rights,
environment, and product strength measures in the KLD database, while the concern score is the points on the
community, corporate governance, diversity, employee relations, human rights, environment, and product concern
measures

The difference between the issue’s offering yield to maturity and the yield on U.S. Treasury bond of comparable
maturity on the issuance date (in basis points)

Dummy when the issue is privately placed (rule 144A) debt
Log of maturity (year) of debt
Log of issue offering amount of debt

Credit rating is the average credit rating of the bond provided by three rating agencies in FISD database: S&P,
Moody’s, and Fitch. If the rating of issue is missing, it is replaced by the average credit rating of the issuer or is
replaced by S&P long-term issuer rating from Compustat. We use the residual of bond rating on CSR variables in
regression. We convert the credit rating into a numerical scale as follows: 21-AAA, 20-AA+, 19-AA, 18-AA—,
17-A+, 16-A, 15-A—, 14-BBB+, 13-BBB, 12-BBB—, 11-BB+, 10-BB, 9-BB—, 8-B+, 7-B, 6-B—, 5-CCC+,
4-CCC, 3-CC, 2-C, and 1-D&SD

Dummy variable equals one if the bond is callable, and zero otherwise

Dummy variable equals one if the bond is putable, and zero otherwise

Dummy variable equals one when a firm has high free cash flow and low Tobin’s Q in the industry

Log of total assets.

Net income before extraordinary items (Compustat #18) divided by total assets

log(Compustat #199*Compustat #25/data60). Missing market-to-book values are replaced with the sample average

Gross PPE (Compustat #7) divided by total assets

Total debt (Compustat #9 + Compustat #34) divided by total assets (Compustat #6)

Institutional holdings equal to the number of shares held by institutions divided by shares outstanding in the quarter
prior to the bond issuance

One if there is at least one financial institution that holds over 5 % of a firm’s outstanding shares as of the quarter
prior to the bond issuance, and zero else

@ Springer
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Table 8 continued

Variable Descriptions

GIM index GIM-index equals to the sum of 24 anti-takeover provisions from the IRRC database and is available for the years
1990, 1993, 1995, 1998, 2000, 2002, 2004, and 2006. For intermediate years, we use the GIM-index from the most
recent year

KZ score Following Baker et al. (2003) and Hong et al. (2012), the KZ score is constructed for each firm-year as linear
combinations using five variables (cash flow, cash dividend, cash balances, book leverage and Tobin’s Q)
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