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Abstract

Consistent with the theory that human capit@nagemeninfluences organizational
performance and risk, we find tha&mployee relations explain therosssectional
variation in credit risk We construct an aggregateasure for the quality @mployee
relations !"#$%& '(& )*$& +,-./#& $(0"0$.$()& ,(& $.12'3.$()& 1-"4),4$#& "(%& 1'2,4,$#5& '
document that firms with stronger employee relations enjoy a statistically anc
economically lower cost of debt financing, higher crediings, and lower firaspecific

risk. These findings are robust to the inclusion of a comprehensive set of cantidls

alternative explanations.
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1. Introduction

In this studywe investigatdhow bond investors are affected by an importgaoup of
nonfinancial stakeholdsof the firm- its employeesWe analyze whether the management of
human capital affdas +,-.#/&4'#)&'+&%$!)&+,("(4,(0&"(%&4-$%,)&-"),(0#6

Studying this association is relevant because the transition to a global and-service
driven business environment has triggered a significant change in the nature of the modern
firm, from the rigid and aetintensive traditional corporation tohe more flexible
organizational forms that rely heavily on employes=e(e.g., Zingales, 2000Human capital
nowadays constitutes a key competitive asset that has substantial influence on organizational
performance. Accordingly, managers commit considerable resources to attract, develop, and
retain valuable human capital. Central to these managerial efforts is the cultivation of
employee relations, which are reflected in the employment policies and practicéarthat
establish. But despite the fact that a growing number of studies supports the theory that strong
employee relations are associated with greater productivity, higher profitability, firm value,
and superior shareholder retulesg., Huselid, 1999chniowski et al., 1997; Ichniowski and
Shaw, 1999; Edmans, 290 surprisingly little is known about how the management of
human capital affects bormdarketinvestors.

We argue that employee relations affect bondholders through their influence on firm
risk. Firms with sound and competitive employment practices can enhance their capacity to
generate higher and more stable cash flamsl at the same tim@reempt or mitigateéhe
harmful behavior of dissatisfied employees. In contrast, poor employee reladiorisnd
+,- #1&"44$H#&)' &*T7."(&4"1,)"'25&2%"%&)'&)*$&$8,)&'+&9"27"12$&$. 12 3BBHUBIfatDHS&
andreputation risks, and raise transaction costs. The costs associated with such employment
"#$%E&- #:#&-"(05&+-'.&7($81$4)$%& %-",(#&'(&"&+,hidt&AtE 10 a potentially permanent
impairment of its financial outloolAlthoughit is often implicitly assumed that firspecific
2HHIHE 4"(& D& %,9%5-#,+,$%& ";"35& <.")'& "(%& =$.2'("& >?@ @AB& #*;& )*") & ,(9%#)'-#/& 2,.,) %
ability to fully diversify bond portblios is likely to result in the pricing of firm specific risks
in expected corporate bond returns. Consequently, we expect that the quality of employee
relations is negativelselated to the credit risk and hence*®&+,-./#&4'#)&'+&%3$!) &+,("(4,(06

To test thishypothesized relatignve construct an aggregate measure for the quality of
"&+,-.[#8&3$.12'38$&-$2"),' (#5&;*,4*&;$&)$-.&FBloyee Relations Index (ERI). We baseER/
"(&"&;,%$&-"(0$&'+&1$-+"-."(4$&,(%,4") - #&+'-&"&+,-./#&$.12'3.$()&1'2 4, St {ee& that
are usedextensively by researcheradapractitioners in whicta higher ER/ score indicates

relatively stronger employee relationd/e assess the relevance of employee relations for
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bondholders by relatingR/ to the cost of debt and cred#tings, based on a sample of U.S.
corporate bond issues and issuer ratings.

Our analysis yields several key findings. First, we show that firms with strong
employee relations enjoy a lower cost of debt financing. The relation is both economically
and stastically significant: a ongoint increase inER/ is associated with an decrease in the
annualyield spread by 2 to 4 basis poin&econd we find that firms with strong employee
relations benefit from significantly higher bond ratings. We use a broangles of longterm
issuer ratings to validate these results, and continue to finde®¥as positively associated
with credit ratings.

We provide further insights into the risk implications of employee relations by using
alternative measures of risk. Taorroborate our theory that employee relations affect
bondholders through their influence on firm risk, we anatiieeassociation betweefR/ and
VP& +,-. [HE& 4" #*& +2",& 9'2"),2,)3& >,6$65& 9"-,")," (& ,(& =C<B5& #3#)$."),4& #)'4:& - #:& >,63$65& D+
beta), and idiogcratic (i.e., firmspecific) stock volatility. Our measure of employee
relations displays a negative and significant relation to idiosyncratic volatility. Since
researchers such as Dai et al. (2008) believditigation, reputation risks, and the asided
higher transaction costs positively affect figpecific stock volatility, the results reinforce the
view that these types of risk are reduced through strong employee relations.

We provideseveraladditional robustness tests. First, we sltloat tre effects of union
control on the cost of debt documented in Chen et al. (2008a) dsubstimehe relation
betweenER/ and credit riskNext, we show that our results are doiven bythe effects of
antitakeover provisions on the cost of dabfe contol for these effects using tli@mpers et
al. (2003) antitakeover index as a proxypecause earlier studies associate managerial
entrenchment with the cost of dgsee, e.g., Klock et al., 200&remers et al., 2007We
also address potential endogeneity biases by usingstage least squares regressitmas
allow employee relations to be endogenous.

Our stug provides new insights into the determinants of credit risk by reporting that
the quality of employee relations is associated whéhkey credit risk measuresn which
bond investors base their decisiolkst of the earlier research tha&xplainedyield spreads
and credit ratinggoncentrate®n the relevance of conventional financial health indicators,
which are largely based on accounting information (e.g., Fisher, 1959; Cohen, 1962;
Horrigan, 1966; Altman, 1968; West, 1970; Kaplan and Urwitz, 1978yiand Thompson,
1988; Ziebart and Reiter, 1992 owever,recent workdemonstrateghat information about

corporate governance structures, which can infludrotke managerial decision makirgnd



theinformation asymmetry between the firm and its invesisisnportant for the explanation

of the cost of debt and credit ratings (see, e.g., Bhojraj and gend003; Klock et al.,
2005;and Ashbaugttkaife et al., 2006). However, therecisnsiderablescope for research

that describes associations betweeedit risk, bond spreads(%& )*$& +,-./#& -$2")," (& ;,)*&
norfinancial stakeholders (Bradley et al., 30Chen et al., 20@8and 2008 We fill one of

those gaps by studying how credit risk is affected by the management of employees, who
have become a majt##$)&,(&)'%"3/#&'-0"(,G"), (#6&

A better understanding of corporate spreads not onlyshi&lgmprove the risk
management of defaultable securities and the liquidity of portfati@analso lead to more
accurate pricing and an increase in the efficyeaf corporate bond and derivative markets.
Understanding the price that debt holders charge to borrowers is particularly important
becauseén the United Stateslebt is the primary means of raising letegm capital Although
corporate bond issues in ®@mounted to about $651 billion while stock issues amounted to
merely $122 billon (Bhojraj and Sengupta, 2008)js gap has continuously increased over
recent years: in 2006 the value of new corporate bond issues rose to about $2.5%trtllion
accord(0& )'& )*$& H$%$-"2& =$#$-9$/#& ;$!#,)$5& ;;;6+$%$-"2-$HHOBOCOSE issues
experienced a comparative decrease to $119 billion. Thus, even small changes in cost of debt
financing caused by differences in the management of competitive human capithleedul
to notable shifts in capital allocation.

In this studywe also extend the findings sfudies on employee relations, which have
so far mainly focused on how employment practices influence productivity (e.g., Huselid,
1995; Ichniowski et al., 1997;chniowski and Shaw, 1999; Faleye and Trahan, 2006),
employee turnover (Huselid, 1995), accounting measures of performance (Huselid, 1995),
firm value (Huselid, 1995; Faleye and Trahan, 2006), and equity returns (Filbeck and Preece,
2003; Kempf and OsthofR007; Edmans, 2®). To the best of our knowledge, our study is
the first to provide a comprehensive assessment of the importance of employee relations for
bondholder wealth.

The paper is organized as follows. Section 2 describes how the quality of employ
relations can influence firm risk, and in turn has implications for bondholder wéalth.
Section 3we develop testable hypotheses for this relatibnsection 4we introduceour
sample and data sources, define varable measurements, and provikscriptive statistics.
Section 5 presents our empirical models, results, and robustness tests. Section 6 concludes our

study.



2. Theory and Prior Evidence

I*$-$& #& "& 0-';,(0& 4'(HP(HT#H& ))& +,-.& 9"27$& ."8,.,G")," (& %$1B(%#& (& ."("0$-#/&
relationship with mulple stakeholders, including customers, employees, suppliers,
regulators, and society at largeeé,e.g., Jensen and Meckling, 1976; Titman, 1984; Cornell
and Shapiro, 1987; Boatright, 2002mong these stakeholders, employees are particularly
importantbecause their human capital tEcome'&:$3&4'.19%),),98& "##$)&,(&)'%"3/#&#%-9,4$
oriented business (Cornell and Shapiro, 1987; Pfeffer, 1996; Zingales, 2000).depasl
(& )*$& #:,22#& "(%& 4'..,).5()& '+& )*$,-& $.12'3$$#& )'& .$$)& )*$& 02'"2& $4'(".3/#& §-';,(
demand for innovation, quality, speed, and adaptability. To utitheér employeesas a
competitive asset, managers increasingly need to rely on the quality of their employee
relations as an important determinant of the decisions that employees takespict to the
firm.

Researchers such as Leat (2001) and Gennard and Hayward (2005) chgfioygee
relations as those policies and practices that aim to gain the commitnstaff @hd workers
and to reconcile possible conflicts in the employment ietship in order to achieve
organizational goals and objectives. In modern firms, such practices take into account the
extent to which employees valbeth the monetaryand thenonmonetary benefits théteir
employer offers them Although conventional eamomic theory emphasizes the role of
monetary incentive systems, the usefulness of providing both types of benefits can be justified
by human relations theoriesefe,e.g., Maslow, 1943; Hertzberg, 1959; McGregor, 1960).
These theories suggest that in stegein which the ;'-:$-#/& basic physical needs are
relatively easily satisfied, employees assigtatieely more importance to namnetary
benefitsthatcannot be purchased outside the firm (Edmans, 2009). Recent studamigas
to argue that monetarincentive system can be both costly and ineffective when used in
isolation éee.e.g., Akerlof and Kranton, 2005; Gibbons, 1998; Prendergast, 1999). This view
HEV"HEN&'(&$9,%$(4$&)*)&. ($)"-3&!$($+,)#&"-$& "12$& )' & I4-";,%& T)K& ('(.'($)"-3&,(4%(), 9$#&
andthus lead to worse overall performaricehus firms now integrate more nemonetary
forms of compensation into their employment practices, such as employee involvement,
health and safety programs, fair treatment policies, and job satisfaction.

There are sveral reasons why employee relatishsuldmatter to bondholders. First,
employeescan affect firm-specific risks that bondholders are vulnerableVithenever tie

quality of employee relations induces employees to take actions that either decreag#&he fi

! For an outline of the studies thHavestigate)*$&J4-';%,(0&'7)K&$++$4)& +&.'($)"-3&, (4% (568Akerlof and
Kranton (2005).



ability to generate cash flows, or increase the volatility of these cash ftdwsms a source

of risk for bondholdersThis is generally the case if employment policies and practices do not
satisfy the expectations of employees, or if managenuwag gs far as to violate their claims
(e.g., discrimination, misinformation, wrongful discharge). The nved@tys through which
dissatisfied employees can respond to improper management practicedirareaocess to
their human capitato quit, and to tie legal actions against the firm.

E"-& $.12'3.$5()& 1-"4),4$#& #,0("2& "& ."("0$.8()/#& 2"4:& '+& 4'..).$0& )'& ,)H#&
employees and their claims, thereby negatively affgcthe willingness of employees to
make firmspecific investments in human capital or torpié access tat (see,e.g., Cornell
and Shapiro, 1984; Rajan and Zingales, 1998; Zingales, 2000). Turnley and Feldman (1999)
provide evidence that the violation of emplofeexpectations provokes a notable reduction
in boththeir commitmentandtheirloyalty to the firm, and encourages behasisuch asalf-
hearted effort, latenesapsenteeismand lessattention to service and product qualifyhe
costs associated with dissatisfied employeetude ".'(0& ')*$-#& -$%74), (#& ,(& )*$& +,-.1#&
productivity, the rate ofinnovation, operating quality, arttie ability to developpersonnel
who arecompetitive.

Turnley and Feldman (1999) also point out that employees who feel that their
expectations have beégnoredreport a significantly higher propensity to gtheir jobs. A
firm that dependsheavily on its peopleto obtain competitive advantages is especially
vulnerable to this decision, because employees who leave the firm canncausely a
competitive disadvantage, but also expropriate the firm fromigiméfisant investments that
the firm hadmade inits workers According to Zingales (2000), the easier access to financial
capital and growing number of independent suppliers have exacerbated the problem of human
capital mobility, by making it less firrapb4,+,4&"(%&)*7#&-$%74,(0&$.12'3$5#/& %$15(%$(4$& ' (&
one particular employer.

Second impropely managedemployee relationgan result in costly litigations that
create direct costs, such as damages and legal fees, and indirect costs, such as reputation loss
and higher transaction costbhe U.S. Congress and federal courésre passedumerous
laws that penalize exploitation and discrimination in labor markets. Employees have become
more aware of their legal claimand their ability to enforce claims of imgrer working
environments or infringement on labor rights (see, e.g., Miller anch K2003),particulaty
in firms with poor diversity managememwhich havebecomemore prone taliscrimination
charges and claims for indemnity. Table 1 summarizesDepamentof Justice Statistics,

which show that employmeiélated complaints have accounted for aboo 50 all civil



rights complaints that were filed in U.S. District Courttween1990 and 20067 Also, the
Equal Employment Opportunity Commission (EEO®@)ich monitors and enforces claims
on discrimination, unlawful retaliation, and harassment, documents a notable increase in

employmentrelated damages during this period.

*** Insert Tablel about here (¥pes of Civil Rights Complainfs ***

Evenif the direct costs of employment litigatiomy notin themselvebethe primary
cause for corporate bankruptcy, such legal actions can trigger substantial reputational risks
and increases in transaction co$tsth of which-" #3$&)*$&+,-./#&1-'1"1,2,)3& "e&it. Both
Karpoff and Lott (1999andBradford (2005) report that the total costs incurred by corporate
defendants often significantly exceed the benefits awarded to the plaintiffs. By studying the
associated drops in share prices séhauthors arguehfat the indirect costs that corporate
defendantsncur in discrimination lawsuitsan to a large extent be attributed to reputation
loss. Moreover, Engelmann and Cornell (1988) argue that thisbeasfit difference is
partially explained by the higheramsaction costs that the firmcursin establishing explicit
and implicit contracts with stakeholders (see also Dai et al., 2008). Employee reda@ons
often based on informal agreements, and the value of these agreements depends on
[("0$.$8()/#& -$17)") ion for fulfilling its implicit contracts (Cornell and Shapiro, 1987,
Zingales, 2000). When a firm engages in questionable practices that are likely tothielate
implicit claims of employeesor if the firm even becomes a defendant in a related lawsuit,
thenemployees will assign less value to existing and future implicit contracts. Instead, they
will insist that their agreements be secured in the form of explicit contweish will come
at a higher cost to the firnBondholders can expecoth the reptation risks and the higher
)-"(#'4), (&4 #)H&)*)&"- #P&+-'.&1"-&$.12'3.$() & 1-"4),4$#&"(%& 2,),0"),' (&) &%, #-71) & "& +,-.[#&
regular operations, diminish its financial outlook, and therefore add to its credit risk.

3. Hypothesis Development

The main theorynderlying our hypotheses is that the quality of employee relations
affects bondholders through its influence on fspecific risksWe expecto find that sound
employment practices and policies enhance the level and stability of expected cash tlows, an

alsomitigate the risks associated with the harmful behavior of dissatisfied employees.

2 ywww.ojp.usdoj.gov/bjs
3
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Although earlier studieoften implicitly assumethat bond investors, like equity
investors, can diversify their corporate portfolios against-8pecific losses, #wato and
Remolona (2003) show that the high negative skewness in bond returns makes efficient
diversification difficult. Bondholders hawelimited upside potential and considerably larger
downside potential fromrexposure tdirm-specific events, whicmeans that they must invest
in a very large number of different bonds to achieve full diversification. Since bond portfolios
of this magnitude are rarely observed, the expected return on corporate bonds is likely to
reflect firmspecific default risk. Consequtly, bondholders should be sensitive to the risk
& & $-1H#& 12,4, $#& " (Y0& 1-"4),4$HE& ."3& 1'#$& )'& ) *$& -$4'9$-3& '+& )*$,-& 2™ (& " (Y& ,()$-$#)5
particularly if these practices pertain to competitive assets.

We derive the followinghypotheses

H;: Firms with stronger employee relations have a lower cost of debt, ceteris paribus.

Ho: Firms with stronger relations have a higher credit rating, ceteris paribus.

4. Data

4.1. Bmployee Relations

We measurg*$&L7"2,)3& '+& "& +,-./#& $.12'3$$& -$2"),'(8G&lsa from Kinder,
Lydenberg and Domini Research & AnalytiisLD). KLD is an independent investment
-$HP"-4*& 1-'9,%%-&) )& #1$4,"2, GIH& (&) P& " ("23# #& '+ & +,- #/&$.12'3.$()& 1-"4),4$#5&4"..7(,) 3&
involvement, adherence to human rights standards, corporatengoger product quality, and
environmental performance. One of the benefits of using KLD is that it asnigdsonflicts
of interest by not consulting with the firms that it researches. It evaluates a largesaiiss
of firms by systematically collectd& ,(+'-."),' (& +-'.5& $6065& #7-9$3#& ".'(0& +,- . #/& ,(9$#)'-&
relations officers, government agenciasngovernmental organizatignsver 14,000 global
media publications, financial reports, regulatory filings (e.g;K$)) corporate websites,
external surveysand ratings, and academic studies. The resulting KIMATS database
contains performance information on aladard& Poor (S&P)500 constituents as of 1991,
the 1,000 largest publicly traded U.S. companies from 2001 to 2002, and the 3,000 largest
publicly traded U.S. companies thereafter.

To achieve a crossectional ranking of the quality of employee relations, we focus on

performance indicators of the two KLD dimensions that relate to the management of human



capital, Diversity Management and Employee Relations. These two indicators cover the
strengths and concerns that each firm in the database displays for the employment policies
and practices listed in Tabke

*** |nsert Table2 about here (The Employee Relations Index) ***

The indicators corrg®nd with monetary and nonmonetary employment practices and
policies that previous studies have identified as determinants of organizational performance
and firm value gee,e.g., Huselid, 1995; Ichnioswki et al., 1997; Ichniowski and Shaw, 1999;

Faleye ad Trahan, 2006), or that have been central to numerous legal complaints

www.eeoc.goy. KLD assigns a value of zero oneto each of thendicators.These values

denote theabsenceand presenceof a strength or concernrespectively The individual
indicators are summed to obtain the total number of strengths and the total number of
concerns.

To develop a measure for employee relations that integrates all strengths and concerns,
we follow previous studies that use KLD.i$ common practice to aggregate the individual
items by adding all strengths and subtracting all weaknesses in a given year; see, e.g., Graves
and Waddock (1994); Waddock and Graves (1997); Johnson and Greening (1999); Kane et al.
(2005); Fisman et al2006); Kempf and Osthoff (2007and Statman and Glushkov (2009)

The score that we obtain for each firm represents our meésuthe quality of employee
relations, themployee Relations Index ( ERI).

4.2 Credit Risk Measures

We collect yield spreads drbond ratinggrom the Mergent Fixed Income Securities
Database (FISD)FISD provides information on morian 140,000 publiclyffered U.S.
bonds that were issued between 1950 and 2006, including details on more than 550 bond
characteristics. To limit gnconfounding effects thanight result from bond issuspecific
characteristics, we restrict our analysis to unsecured samitseniorsubordinated corporate
debt. We also exclude bonds witloption components or other ratandard features (i,e.
callabke, puttable, convertible, exchangeable, preferred, perpetual-bas&ed, private
placements, part of unit deals, sinking fund provisions). After matching our credit risk
measures with th&R/ and control variablegur samplecomprise,265 bonds issuaeby 568
firms during the 1992006 period. FISD reports market quoted yield spreads for 2,141 of

these bond issues, and compiles bond ratings for each bond in the sample.
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The first %$1$(%$()& 9"-,"12$& #8& )*$& +,-./[#& 4'#H) & '+8& %$!) &.Jufda(@thich we
defineas the market quoted yield spread of a new debt iseage(g., Bhojraj and Sengupta,
?@@AB6& 1*$& 3,$2%8& #1-$"%& SL7"2#& )*$& %, ++$-$(4$& 1$);$P(& "& !'(%& H#H#TSIHE& '++3$-,(0¢
maturity and the yield to maturity of its corresponding treasury benchmhégtefore the
spreadreflects the premium that the market requires for assuming the risk that a borrowing
firm will not be able to honor its debt obligations. Sitice distribution of the corporate yield
spreads exhibits positive skewness, we study @preads after lognormal transformation.

Our second dependent variable is thend specific credit rating Bond Rating. We
takean equallyweightedaverage oSME&"(%&F"%3/#&-"),(0#&)'&4'(#)-Gd) bond ratings
variable. If only a single bond ratingon either rating agency is available, then this rating
receives the full weight.For a bond rating to be included @ur sample we requirethat the
I'(%& H#HTSIHE '++3-,(0& %") P& "(%& ,)#& -"),(0& %")$& "-$& )& .'#)& N W& Y&SHde"1e-)6&
multiple rating cassificationdnto numerical valueby usinga severpoint scale that ranges
from CCC-D (lowest ratings) to AAA (highest ratingjollowing AshbaughkSkaife et al.
(2006).In Table 4 Panel Apresents a detailed overview of the rating schedule that wie use

recode the credit ratings.

*** |nsert Table3 about hereRating Schempe ***

As a third dependent variable we ube S&P longterm issuer ratingsssuer Rating,
which we collect from Compustat. The data cover 1,070 firms over the same sarnuae per
and comprise 5,568 issuer ratings that convertinto a numerical ranking according to the
conversion scheme used for the bond ratings.

4.3. Control Variables

Our investigation includes two comprehensive sets of control variables that account
for therole of bond issuer specific and bond issue specific characteristics asertesal
determinants of credit risk (see, e.g., AshbaS8ghife et al., 2006; Bradley et al., 2007;
Bhojraj and Sengupta, 2003; Cremers et al., 2007). Table 4 gives thdevdaéhitions and
their predicted relation with the dependent variables.
The first set of controls comprises characteristics that are specific tmtitessuer
which we obtain fromCompustat.Leverage #&)*$& +,-.[#& +,("(4,"2& 2$9$-"035& % $+,($%& "#& )*$&

ratio of its total liabilities to total assetSizemeasures firm size, and is defined as the natural

* Results of regrét, (#&)*")&"-$&!"#$%& ' (&#$1"-")$& OME& -& F"%3/#& "), (0#& "-$&#,.,2"-&)'& ) * #$&-$1'-)$%& , (&)*,#&
study and are available on request.



logarithm of its total asset&gpital Intensityis the ratio of fixed assets to total assétterest
Covergge is the interest coverage ratio, defined aggerating income before depreciation
divided by interest expens®OA is the accounting return on assets, defined as the ratio of
income before extraordinary items to total assetssis a dummy variable that equalseif
"&+,-.[#&($)&,(4".$&!$+'-$&$8Prdinary items is negative in the current and prior fiscal year.
Financial and Utility are dummy variables that equadeif a firm operates in the financial or
utility sector. We control for firms operating in these regulated industries because they have
traditionally experienced less default risk than firms operating in nonregulated industries.

The second set of controls comprises characteristics that are specific to the bond issue.
The data are compiled by Mergent FISD and accompany the sampled hersd IS#/ is a
I'(%/#&),.$-10-.")7-,)3&#)")$%& (& 3$"-#5& "(%& #& 1'#,),9$23& "##'4,")$%& ;,)*& "& %o$!) & ## T /#& -
Issue Sizeis the size of a bond issue, defined as the natural logarithm of its initiadiyedff
par value. The relatiohetween the debt amouissued and credit risk is ambiguous. Larger
debt issues are generally associated with higher liquidity, and therefore with a lower yield
spreadHowever,alarge debt issue also implies a higher probability of default for the issuer
and a higher expectethsolute loss for the bondholdeSubordinateis a dummy variable that
equalsoneif the bond issue is denoted sersubordinatedSpeculativeis a dummy variable
that is equal t@neif the bond issue ibelow investmengradeaccording to S&PEBB") or
M"%3/#& >P™ABA downgrading to speculative grade is generally accompanied by a
considerable increase in the cost of debt financing, resulting from the lower credit status and
-$%74%%&2,L.7,%,)3&'+&)*$&+,- . [#8&%P!) &HPAT-,), $#6

We also account for two variad that have been linked to the dependent variables.
Unionis our proxy for the ability of unions to influence corporate decision the interest of
employeesUnions play a central role in voicing employee interests and in the formulation of
employment ontracts. They have been shown to influence firm performance, firm value (see,
e.g., Ruback and Zimmerman, 1984; Bronars and Deere, 1991; Faleye et al., 2006), and the
cost of capital (Chen et al. 2008a, 2008 obtaininformationon union controfrom the
Union Membership and Coverage Database (Hirsch andPiason, 2003)which definesit
as)*$& 1$-4$()"0$& '+& ;'-:$-#& (& "&+,- [H&AS(HTH& (Yo TH#)-3& 42"t +,4"),' (& >DOQDBR ,(%7#)-35
are covered by unions in their collective bargainsee(e.g., Connolf et al., 1986; Bronars
and Deere, 1991)Hirsch and Macpherson (2003) compileetdata from the Current
Population Survey (CPS), which is conducted by the U.S. Census Bureau and the U.S. Bureau

of Labor StatisticsMatching Union with our samples reducdke bond issue data tq793

® Se¢www.unionstats.cofffor aconversiorof the CIC codes into SIC or NAICS codes.
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yield spreadsand 1,895 bond ratingsVe note that we exclude 61 firms for which we can
make no clear allocation to a census industry classification, for example, because of
diversified operations across industry segments.

Gindex, is the governance index of atakeover provisions introduced by Gompers,
Ishii, and Metrick (2003)andserves as our proxXpr the rights that shareholders hold within
the corporate governance structure of a firm. Tmxex ranges frononeto 24, whereone
denotes the strongest shareholder rigfRscent governancetudies (e.g., Bhojraj and
Sengupta2003; Ashbaugitkaife et al., 2006ocumentthat crosssectional variation in
+,-.#/&credit risk is partially explained by their corporate governarsteucture.Takeover
defenses and their impact on the agency cost of debt have received considerable attention in
studies such as those Kiock et al.(2005; Cremers et al2007); Chava et al(2008). Taken
as a wholethesestudies suggest that credi&diavor protection from market control because
such protection limits the risk of costly takeovers or corporate restructuBiecause
information on theGindex is only available for 1995, 1998, 2000, 2002, 2004, and 2006
including this controlreduces tb sample to respectively,790 yield spreads823 bond
ratings and 2,421 issuer ratingd/e note that we take a conservative approach and do not fill

the missing years by interpolating information on @Giedex.

4.4. Summary Statistics

Table5 provides smmary statistics on the regression varialthet are used in our
analysis of credit riskFor ease of interpretatiomje reportthe variablesSpread, Size and
Issue Sizein real values instead of their logarithn® control for outliers we winsorizdla
continuous variables at thiest and 99 percentile.

*** |nsert Table5 about here (Summary Stats) ***

The employeeelations index has a median scoreong and a sample variation that ranges

from -4 toeight Figure 1 illustrates tha&R/ is evenly distributed.
*** Insert Figure labout hereERI Distributior) ***
Statistics on the bond issue characteristics confirm that our tests are based on an

economically meaningful and representative samfhe. medianSpread is 120 basis points,

andthe mean i449 basis pointsSpread exhibits considerable variati, with a sample range
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of 9.42%and standard deviation of 104 basis poifitse medianBond Rating equalsBBB”,
which corresponds witthe reported median issue yield spread amedian mgurity of ten
years.The mediarbondissuesize equals$300 million Of the 2,265 bond issuesnly 2% are
denoted seniesubordinated debtand 13% fall into the speculative grade category. The
spread and rating statistics are consistent with the obmerihat most issues in the sample
are senior and investment grade issues.

The mediansize of the debt issuing firm is around $13 billidout there is large

variation in issue size.

*** Insert Table6 about here (Correlations Matrix) ***

Table 6 repats )*$& 9"-,"12$#pairwise Pearson produstoment correlations (lower left of
matrix) and Spearman raftkder correlations (upper right of matrix)/e include he rank

order correlations for the interpation of the ordinal variablesBond Rating, ER/, and the
Gindex. An inspection of the correlations indicates that multicollinearity is not a real concern,
which is confirmed by additional (unreporteeiriance inflation factorsMIF) tests which
showthat the VIFs are all well below the usual criticalueaof four. A VIF of four implies

that the standard error of the corresponding regression coefficient is doubled due to
multicollinearity.

Thesestandardcorrelations provideour first indication that the quality of employee
relations isnegativelyrelatal to credit risk, before controlling for the effects of any other
variables.ER/ is negatively correlated witlspread >R$).22) and positively correlated with
Bond Rating >RS@6AARB6&firms with better employee relations tendbe largerin size
>RS@PAP(U'3&"&*,0*$-& 1-'+,)"1,2,) 3& >RS EBRL B $-$#)& 4'9$-"0$& >RS@6VWB6&H7-)*$-."-$5&
the correlation betweetR/ "(%& 7(,'(& 4'()-'2& ,#& ($0"),9$&-BRS), suggesting that the
influence of unions on corporate strategy is negatively associatedwitth investments in

employee relations
5. Empirical Analysis
5.1. Employee Relations and the Cost of Debt

In our first testswe regress)*$& +,-. /#& 4 #)&'+& %$)& (& '7-& .$"#7-$&'+& )*$&L7"2,)3& '+&
employee relations and control variables. The general model faroteof debttakesthe

form:
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Spread= f( ERI, Issuer Characterstics 1ssueCharactersticy (2)

where Spread #& )*$& (")7-"2& 2'0"-,)*.& '+& )*$& I'(%& #H#HTS/#& 3,$2%& #IERI%5& " (%0&
%$()PH&)* P& +,-.[#&S$.12'3$D&-$2"), (#& , (Pasb@B &har acteristics and Issue Characteristics
refer to the respeie sets of control variables.

We run pooled OLSestswith fixed time effects to estimate model (1), and test the
significance of its coefficients using standard errors that are robust to heteroskedasticity and
conservatively clustered at the firm levéllot clustering the standard errors leads to
exaggerated-statistics, because of thgersistent natur@f several independent variables
(Petersen, 2008).

*** |nsert Table7 about here (Yield Spreads) ***

Table7 reports the multivariate regressiasults for the cost of debt. Our confidence
(&)*$&.'%P2/#&+,)& #E&-$,(+'-453%&!3&)*B& "YU 7#)$%E&=X#5&;*,4*&"-$&@6Y?&)'&@6YY6&I*$&4
the control variables are in general statistically significant under all model specifications, and
carry signs thtaare consistent with previousgtudies The only exceptions are the variables
Financial and Uftility, whose coefficients do not show their predicted signs, but are
neverthelessot statistically significant.

The results consistently suppoour hypothesisthat firms with better employee
relations enjoy a lower cost of debt. Table7, after controlling for the effects of issuer and
issue specific determinants of corporate bond spreeelsind that ar general model (1a)
reports a negative and statistigalignificant loading onER/. Furthermore, this effect is
independent from any unicgffect documented in prior studies (Chen et al., 2008a). Model
(1b) showsthat the ER/ coefficient continues to be negative and statistically significant in the
presence fothe Union control variable. Sincean extension of the modalsing the Gindex
substantiallyreduces the number of observations, weestmate model (1b) using the
reduced sample in (1c), before augmenting this model witiGthgexin (1d). The purposefo
this reestimation is to ensure that the factor loadings reported in model (1d) are not driven by
sample bias. A comparison of models (1c) and (1d) confirms that firms witbnger
employee relations enjoy a lower spread, independent of the corporateatce index.

To assess the economic significance of employee relations, we estimate how much a

firm would enjoy a decrease in the cost of debt resulting from a unit increds®.iimhe

® We note that regressions based on a sample that excludes bond issues from financial firms and utilities does not
affect the conclusions of this study. These results are available from the authors on request.
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estimateddecrease irthe yield spread associated with a guant increase inER/ is in the
order of two to four basis points, depending on the estimated modlbé regression
coefficients for ER/ range betweenr0.0165 and-0.0322. SinceSpread is in logform, the
coefficientstranslate into a 1.68.22% change in theost of debt per unit change in the
employee relations index. Based on a med§anead of 120 basis points, thisffect is
equivalent to an expected decrease of 1.98 to 3.86 basis points, per incle&taNie note
that we use rounding to arrive at ourdi results.

Given that the median bondsue size is $300 million, theffect of the decrease
translatesnto a $0,000$120,000decrease ithe annual interest expense per point increase
in the employee relations indeks the sample range fagR/ is 13(i.e., from-4 to eighi), the
estimated maximum impact @&~/ on the cost of debt ranges betwedi5P basis points
($780,000-$1,5M®,000), or about 2-42% of the $36 million annualmedian interest expense

that is payable in excess of the Treasury bendknade.

5.2. Employee Relations and Credit Ratings

5.2.1. Bond Ratings

To show the bondholderisk implications of employee relationsye conduct
"00%,),'("2& )$H)H& (& )*$&2,(:&!F);$5(& )*$&L7"2,)3& +& +,- #/& $.12'3$$& -$2")," (#& " (% & )*$,-& ' (%
ratings.The gemral model for bond ratings takes the form:

Bond Rating= f( ERI, Issuer Charactertics 1ssueCharactersticy (2)

where Bond Rating is the credit rating assigned to a specific bond issue of adimoh,
the ER/ and control variables are almost exactly as defined in model (1). The only difference
vis-"-vis the yield spread regression is that we excludeSreeu/ative variable,because its
information content is inherent in thBond Rating variable Due to theordinal in natureof
credit ratings we perform ordered probit regressions witkar fixed effectsto obtain
coefficient estimates and correspondingtatistics. The significance of the coefficients is

again based on heteroskedasticity robust standard errors that are clustered at the firm level.
*** Insert Table8 about here (Bond Ratisy ***
The results in Tabl88 show thatmost coefficients on the control variables are

statistically significant and have signs consistent \piibr studies Although the coefficient

on 77M is positive and statistically significant, and therefore moline with the predicted
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sign, this empirical result is not unique to this study (see Bhojraj and Sengupta, 2003). Most
importantly, and in line with our second hypothesa| models in Table8 consistently
produce positive and statistically significazdefficients on theER/ variable. Thisfinding
implies that the better the quality of employee relations, the greater the likelihood of a higher
bond rating and a lower bond risk.

To derive an economiaterpretation of ordered probit regression coeffitsém Table
9 we calculae the marginal effects. The marginal effects predict how a change irERie
translates into the probability of observing a particular bond rating category, while holding the

other explanatory variables fixed at their means

*** Insert Tabled about here (Marginal Effects) ***

The marginal effects analysis shows that an increase iBRheeduces the probability
of being rated BBB or lower, and increases the probability of being rated A or higla&. If
increases by one pdjrwe expecthe probabilities of receiving a BBB, BB, or B to decrease
by 2.96%, 1.38%, and 0.1% respectively. By contrast, the probabilities of obtaining an A and

AA bond rating are expected to increase by 3.69% and 0.73% respectively.

5.2.2. Issuer Ratings
To reinforce our evidence on tlwennectionbetween employee relations aackdit
risk, we augment our bond ratingsalysesith testsin which we usex more comprehensive

sample of longerm issuer ratings. The general modeltfe issuer ratingskes thdorm:
Issuer Rating= f( ERI, Issuer Characterstics) 3),

Since ssuer ratingpertain tothe general creditworthiness afated entityrather than
a particular bond issud&jodel (3) includeonly the firm specific characteristics of the bond
issuer as control veables. We again perform ordered probit regressions yetir fixed

effectsto estimate théssuer Rating model.
*** |nsert Table D about here (Issuer Ratings) ***
Table D shows that the coefficients of the control varialbeeainmostly statistally

significant and have the expected signs. Again, all models consistently produce positive and

statistically significant loadings on thg~/ variable, which provides additional support for the
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idea that stronger employee relations are associated igftaritredit ratings and lower credit
risk.
Table 11reports he corresponding marginal effects analysikichis consistent with

the results reported in the preceding bond ratings analysis.

*** |Insert Table 1l about hereNlarginal Effecty ***

5.3. Additional Tests

5.3.1. Endogeneity

We perform a robustness test that manages possible endogeneity bias in our research
design.We investigate the association between the yield spread/holy usinga two-stage
least squares approach, which allowsdhmloyee relations index to be endogenous.

One of the main problems of the approach concerns the identification of appropriate
instrumental variables that are uncorrelated with the errors of the strugieicalspread
equation and partially correlatedttvithe endogenous independent varialie define he
J(#)-7.$08& ;$& T#PE "#& )*$& +,-.[#H& (7.1$-& '+& $.12'3$SH& "%UT#)$%& +'-& )*$& ,(%7#)-3& "9$-"C
number of employeedVe base ouchoice of instrumental variable on the logic that firms
should become more inclingd properly manage employee relations as they become more
dependent on human resourc@&y using industryadjusted values, we control for the
possibility thatthe number of employeés a firm is affectedby industrywide employment
conditions(e.g., rateof unemployment)

The (unreported) firsstage regression confirms that the number of employees is
relevant for the determination of employee relations. Taldlecdrroborates our earlier
findings of a negative relation betweé&#/ and the yield spread. €megative loading on the
instrumentalized employee relations inde®R/*, remainseconomically andstatistically

significant.
*** |Insert Table 2 about here (IV Twebtage Regression) ***
5.3.2. Industry effects
Here,we account for possible indugtdifferences that may be driving our outcomes

for the employee relations index, and extend our models withdigite SIC industry

dummies.(We note that thénclusion of the industry dummies requires the removal of the
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Financial and Utility dummies to aid multicollinearity problem$.Table B shows the

regression results for the most comprehenSpread, Bond Rating, and/ssuer Rating model.

*** Insert Table B about here (Industry Effects) ***

The control variables are generally significant arary their expected signs.
Furthermore, the coefficients duhonbecome statistically significanthe lbading onUnion
in the Spread regression confirsthe negative relatiothat Chen et al. (2008a) report. A
somewhat surprising result is the negatre&ation between theUnion variable and credit
ratings One explanation for this conflicting finding is that strong union control can convey a
mixed signal to the marketaleyeet al.(2006)documenthatlaborcontrolis associated with
a reduction in*$&+,-./#operating riskas measuredy thestandard deviationf ROA, and
lower R&D spending This relation ,#& 4'(#,#)$()&;,)*& D*$(& $)& "@&8b) view that risk
averse employees influence management decisions to reduce corporate risk taking, and in
do,(0& #'& 2';$-& )*$& +,-./#& %$+"72) By Hcb6&trast,Faleye et aldemonstratehat labor
controlled firms deviate more from value maximization, invest less intlmg assets, grow
more slowly, and exhibit lower labor and total factor productivity tbarother firms.The
latterfindings predict an impaired financial outlook ftre laborcontrolled firm andthereby
imply a lower credit standingThus the signal that strong union control conveys may be
ambiguous.

Most importantly, therelation between ER/ and both Sporead and Bond Rating
continue to be significant after including industry dummy variallegs resultindicatesthat
VP& "#HA,"), (&19);$B(&)*$&L7"2,)3& +& +,-./#& $.12'3$$& -$2"),' (#& "(%0& )*$,-& 4-$%,) & - #:& #& ()
driven by industry differences.lthough theER/ coefficient maintains its positive sign in the

Issuer Rating regression, it is not statistically significant.

5.3.3 ERI Composition.

Although 07-& .$"#7-$& +'-& )*$& L7"2,)3& '+& $.12'3$$& -$2")," (#& 4'. 1- #SH& Z[\I#& $(),-$&
spectrum okemploymentrelated performancedicators two of the indicators listed in Table
3 deservdurtherattention.

First, KLD definesthe J](,'(&=$2"), (#K&,(%,4")-#&"#& 1-'8, $#&+"-&)*$&0$($-"2&L7"2,)3&
+&"&+,-. [H&T(,'(&-$2"), (#5& "€¥aBuates these indicatamscording)'&)*$& +,-./[#&* #)'-3& '+&

treating unions fairly. Although these indicat@s not necessarilprovide any clues about
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the influence that unions exerci€$-&"&+,-./#&'1$-"),'(# we cannot rule out the possibility
that the quality of union relations ¢srrelatedwith the Union control variable.

Second KLD does not detailthe performance criteridhat it usesto evaluatethe
indicators in the Other category (e.g.,Other Diversity Management Strengths). These
indicators are broadly described as capturingpoymentrelated strengths and concerns
other than those that KLD explicitly lists its respective dimensionandwe cannotlearly
identify what information thegomprise

N$&)"'4:2$&)*$&".1,07,)3&#7--"7(%,(0&)*$&J](,'(&=%2"), (#K&" (% &IC)*$-K&,¥hby") -
excluding these categories from the employee relations index and repaatitegts. The
(unreported) results for thewodified ER/ are statistically and economically similar to our
main results. Therefore we conclude that our main findings are misiven by these omitted

indicators.

5.3.4. Corporate Governance Structure.

The coefficients on theGindex control variable are statisticallyjonsignificant
throughout our analysis. Bebchek al. (2009 argue that only a subset of the governance
provisions covered by th&indexare relevant proxies for the takeover defenses of a firm, and
instead suggest the use of a refiredrenchment index. We repeat our analysis using this
alternative governance measure, and find that the coefficients on the emianhchdex
remain statisticallyorsignificant.

One possibleexplanationfor the norsignificance of thegyovernancaneasuress that
ER/ is correlated withthe entrenchment measureBagano and Volpin (2005) argue that if
management has high private betseind a small equity stakénenmanagers and workers
are natural allies against takeover threats. Managers can entrench themselves by paying higher
wages and issuing lortgrm labor contracts, thereby turning workers into effective barriers
against hoske takeovers as they try protect these benditenqvistet al. (2009) provide
empiricalevidence that entrenched managexg their workers higher wages

To testwhether ER/ captures part of an entrenchment effeat, repeat our analysis
and include th@governance variabldgst, before adding théeR/ in a subsequent stage. The
(unreported) results confirm thaeither Gindex nor the entrenchment indeare significant
determinants of credit riskefore and after the addition of ti#&?. One explanationfor the

insignificance of the governance measures is provided by Qui and Yu (2008), who report that

" All test results for the modified employesdations index are available from the authors on request.
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the market for corporate control has virtually no effect on investmente drads, which
compriseabout 87%of our sample.

Finally, we relax our assumptision the clustering of the coefficient standard errors,
and instead cluster them byeedigit SIC codes and CIC industry cod®ge find that doing
soboosts the statistical significance of the obseredmtionbetweenER/ and our measures of

creditrisk.

5.3.5. Employee Relations, Cash Flow Risk, and Equity Risk

The credit risk analyses are consistent with the ideastihangenployee relations
reduce employmerrelated risksand ,.1-'9%& )*$& +,-./#& +,("(4,"2& *$"2)Given that
litigation, reputation and other human capital risks are mainly figpecific in nature, we
expect thatER/ is alsonegatively associatedith other measures of firm risk. To investigate
) H& 1'##,1,2,)35& ;$& $#),.") P& -$0-$##, (& .'%S2#& '+& ) *Rash . v volatilityas well as
alternative stoclbasedvolatility measures (i.etotal equity volatility, systematic riskand
idiosyncratic volatility.

We collect data for 976 firms over the 198606 period using CRSP and Compu&tat.
As ourproxy for cash flowvolatility, we use tfi&#)"(%"-%& %%$9,"), (& '+&)*$& +,-./#&-$)7-(&'(&
assets!(roq) Over the previous 15 quarterly observations. Althotighvolatility of ROA is
commonly used in empiricatudies the measurement of ROA is vulnerable to estimation
errors caused by smail'. 12$& ##7S#8>2",&+-$L7$(43&%")"B&" (%&#S(#,), 9S& )&t (IDS-#/
Therefore we extend the cash flowolatility analysisby usingtests on the association
betweenER/ and risk measures thate base(&)*$& +,-./#&#)'4:&-$)7-(¥6& estimateese
marketbased measures with higHeequency dataso they arearguably more reliable than
accountingbased measure$Ve define otal equityvolatility (! =) as the annual standard
deviation of daily stock return$Ve define gstematic risk'(y«7) as the beta coefficient from
O*'-1$/#&>VNYTB&D"1,)"2& <##$)& E-,4,((BAFPdP2and estimate itising monthly stock
returns over the previous five yeaWe ddine idiosyncratic volatility { ;) as the standard
deviation of residuals frorthe CAPM regressioand use it to measufem-specific equity
risk.

Our choice of control variables for the supplementary risk analysis is based on
previous empirical studig®.g.,Cheung and Ng, 1992; Bushee and Noe, 2000; Ashbaugh et
al., 2000; Gaspar and Massa, 2006; Kose et al.,)2008 define he variablesUnion, Size,

and Leverage identically to those of the preceding analysBs(/#& _ is the natural

8 Data on our measure of cash flow risk are only available for 942 of the sampled firms.
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logarithm of t$& +,-./#& ."-:$)& 9"27$& '+& "##$)#& >%")"VWV %")"?ab%")"VINKESE) "'V @
divided by total assets (data®Ye defineProfit as operating income (dataldyided by total
assets; and defindota/l payout as dividends (datal9+data2l+datal?7) plus repurchases
(daallb) divided by total asset®/e measure/nvest by the natural logarithm of capital
expenditure (datal28) divided by net property, plant, and equipment (d&af@pess
Concentrationis the natural logarithm & Herfindahl Index measuring the concetitra of a
+,-./#& #"2%#8atal2) across its business segment#H/ is the natural logarithm of the
Herfindahtc,-#4*."(& Q(%$8& '+& #"2%#& 4'(45()-")," (& ,(& )*$& +,-./#&GHSKIC industry.
Sales Betais theslope from the timeeries regression of annualaciges in log industry net
sales (using quarterly threkgit SIC code level data) on log GDP growth over the same
period. Nasdaq is a dummy variable that equals one if the firm trades asdbig and zero
otherwise.Sales Growthis the annual change in thatural logarithm of sale®roductivityis
defined as the ratio of sales over total assets.

To estimate theassociationbetween the quality of employee relations and the risk
measures, we run pooled Ot&3tswith year and industry fixed effects.

*** | nsert Table 4 about here (Risk Analysis) ***

Table ¥ shows that the coefficients for the control variables are generally significant
andthat theycarry their expected signs across all models. Moreover, the factor loadings on
the Union control varialle are negative and significant in the cash flow risk and idiosyncratic
risk regressions, which is consistent with earlier predictions by Chen et al. (2008Bxleye
et al. (2006)

The effect of ER/ on cash flowvolatility is negativeas expectedyut rot statistically
significant. When we consider markedised risk measures, we find that #& coefficient
primarily relates to idiosyncratic equity risk. The corresponding negative coefficient implies
that stronger employee relations reduce the uncéeyrtalout expected cash flows, which is
"HHA,")$%E& ;,)*& " "& +,-.[#& %, #3(4-"),4& - #:&>d-,(12") & " (%&],)."(5& VNNWB6 & "$& () $& ) *") & ;*$(&
standard errors are clustered at the SIC or CIC industry level (not reported here), we obtain a
significantly negative coeffient on ER/ in both the cash flow risk and idiosyncratic risk
regression. TheelationbetweenER/ and, respectively, total equity risk as well as systematic
risk remains statistically insignificant.

Theseresults are consistent with our conjecture trsitonger employee relations

reducefirm specific risks. Finding that ER/ relates negatively to firmpecific equity risk is
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consistent with the view that better employee relations mitigate litigation and reputational
risks, among other, because these tygessk are known to affect idiosyncratic volatilitin

turn, idiosyncratic volatility has been associated positively with the yield spread on corporate
I'(%#& 13& D".11$22& "(%& I":#2%$-& >?@@AB6& P7,2%,(0& '(& F$-)'(/#& >VNeTB& !'(%& 1-,4
framework, the authord'(+,-.&)*")&*,0*$-&$L7,)3&9'2"),2,)3&,(4-$"#P#H&)*$&+,-.[#&2,:$2,*" % & '+&
reaching the boundary condition for default, and that informed investors in turn require a
higher yield spread (see also, Jones et al., 1984). Campbell and Ta@6&yalso pointout

that this condition holds if default risk is idiosyncratic, and that the effect of volatility on bond
spreads alters the expected payoffs on corporate debt, even if it does not influence the

expected return or risk premium on debt.

6. Conclusion

This study provides comprehensive evidence thahan capital management affeats
+,-.[#&credit risk. We develop a measure for the quality of employee relafions large
crosssection of U.S. firmsand find that firms with stronger employee relations lealever
cost of debt financing, higher credit ratings, and lower-Bpacific risk. These findings are
robust to a host of control variables and alternative model specificaomsesults support
the theory thatadequate management efmployeerelatiors improves )*$& +,-./#& 4-$%,)&
standing by reducingarious firmspecific risks that affect the level and stability of expected
cash flows, and which cannot easilydeersifiedawayby bondholders

The resultsof this studyhave important practical implitans. Information about
+,-#1& $.12'3$$& -$2"),'(#& #& ()& $"#,23& )", ($%& ;,)t@h&ulting external research
providers,who are costly. Their ability to provide information about employee relations that
explains variation in credit risk makes a case rigthinking current corporate disclosure
practices and accounting conventions, which pay limited attention to stakeholder relations.
Given the major role of debt as a source of capital for businesses, we conclude that firms
benefit fromdoing abetterjob o disclosing their employment practices to bondholdgrge

doing sohelps toattract capital at more favorable rates.
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Tables and Figures

Tablel
Types of civil rights complaints (involving privatesuits) filed in U.S. district courts, 1990-2006%

Year Total Employment \Voting Housing Welfare Other’®
1990 18,914 8,272 140 367 135 10,000
1991 19,892 8,370 247 452 130 10,693
1992 24,233 10,771 494 527 125 12,316
1993 27,655 12,962 213 590 114 13,776
1994 32,622 15,965 224 730 122 15,581
1995 36,600 19,059 208 735 116 16,482
1996 42,007 23,152 229 932 83 17,611
1997 43,278 23,796 141 854 91 18,396
1998 42,354 23,735 108 838 66 17,510
1999 41,304 22,490 102 1,136 63 17,513
2000 40,908 21,032 167 1,284 80 18,345
2001 37,878 19,371 173 1,151 53 17,130
2002 37,391 19,225 209 1,231 61 16,665
2003 37,602 18,768 139 1,261 63 17,371
2004 37,374 18,040 152 1,169 54 17,959
2005 33,390 15,344 143 821 48 17,034
2006 30,405 13,042 122 593 49 16,599

a. Excludes prisoner petitions from 192000.
168&01$4,+,48)31$#&'+&4,9,28- 0 H&A HIHE;,)*,(&)*$&I)*$-K&4")$0'-3&4" () &!$&Y%0, )
Sources: For 1990-2000, U.S. Department of Justice, Office of Justice Programs, Civil Justice
Data Brief (July 2002). For 2001-2006, Annual Report of the Director. Washington, D.C.:
Administrative Office of the U.S. Courts (table C-2).

-27 -



Table2
The Employee Relations Index (ERI)

This table lists the employment related performance italisahatwe useto construct our measure of
"&+,-.[#& $.12'38$& -$2"),'(#& L7"2\)B6&ollect hformation on these qualitative indicators from the
Employee Reations and Diversity %, $(#,' (#& '+& Z[V#& OI<IO& %")"1"#$6& E"($2& <& 2 #)#H& )*$&
performancestrength imlicators for both dimensiond$anel B reports their performance concern
indicators. If a firm displays a spective strength or concern, KLD assigns a value legtagro or

one to the corresponding indicator, whe@$-'& %$()$#& J('& 4'(4%$-(k#)-$(0)*K& "(&Ynotes a
J4'(4%-(k#)-$(0)*K6& 1*$& $.12'3$5& -$2"),'(#& ,(YdHRE equals the difference between the total
number of strengths and the total number of concerns.

Source{ww.Kid con]

Panel A: Performance Strength Indicators

CEO The company's chief executive officer is a woman or a men
of a minority group.

Promotion The company has made notable progress in the promotion
women and minorities, particularly to line positions with prof
andloss esponsibilities in the corporation.

Board of Directors Women, minorities, and/or the disabled hold four seats or rr
(with no double counting) on the board of directors, orthire
or more of the board seats if the board numbers less than 1

Work/Life Benefits The company has outstanding employee benefits or other
programs addressing work/life concerns, e.g., childcare, eld
care, or flextime.

Women & Minority Contracting The company does at least 5% of its subcontracting, or
otherwise haa demonstrably strong record on purchasing ol
contracting, with women and/or minoritwwvned businesses.

Employment of Disabled The company has implemented innovative hiring programs;
other innovative human resource programs for the disabled
otherwse has a superior reputation as an employer of the
disabled.

Gay & Lesbian Policies The company has implemented notably progressive policies
towards its gay and lesbian employees. In particular, it prov
benefits to the domestic partners of its emgpks.

Other Diversity Management Strengths The company has made a notable commitment to diversity 1
is not covered by other KLD ratings.

Union Relations The company has taken exceptional steps to treat its unioni
workforce fairly.

Cash Profit Sharing The company has a cash prdfitaring program through which
it has recently made distributions to a majority of its workfor

Employee Involvement The company strongly encourages worker involvement and,
ownership through stock optioasailable to a majority of its
employees; gain sharing, stock ownership, sharing of financ
information, or participation in management decisioaking.

Retirement Benefits Strength The company has a notably strong retirement benefits progi
Health and Safety Strength The company has strong health and safety programs.

Other Strength The company has strong employee relations initiatives not
covered by other KLD ratings.
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Table 2 (continued)
The Employee Relations Index (ERI)

Panel B: Performance Concern Indicators

Diversity Management
Controversies

Non-Representation

Other Diversity Management
Concerns

Union Relations
Workforce Reductions

Retirement Benefits Concern

Health and Safety Concern

Other Employee Relations
Concerns

The company has either paid substantial fines or civil penalties as a result of
affirmative action controversies, or has otherwise been involved in major
controversies relatet affirmative action issues.

The company has no women on its board of directors or among its senior line
managers.

The company is involved in diversity controversies not covered by other KLD
ratings.

The company has a history of notably poor union relations.
The company has made significant reductions in its workforce in recent years.

The company has either a subsf@htiunderfunded defined benefit pension plan,
an inadequate retirement benefits program.

The company recently has either paid substantial fines or civil penalties for willl
violations of employee health and safety stadslzor has been otherwise involved
major health and safety controversies.

The company is involved in an employee relations controversy that is not cover
other KLD ratings.

Figurel

Distribution of the Employee Relations Index (ERI)

5 -4 3 2 -1

0 1 2 3 4 5 6 7 8 9

Employee Relations Index (ERI)
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Table3
Recoding Credit Rating Classifications

We standardizehe multiplebond and issuer rating classifications according toraétieg schedule
presented in Panel.ANe baseBond Ratings on equally;$,0*)$%& F"%3/#& "(¥Y&&P bond issue
ratings collected from Mergent FISEd¢lumrs 1-2), and/ssuer Ratings'(&OME/#&2'(@erm domestic

issuer ratingsas compiled by CompustaCplumn 3).Column 4 lists 1$& OME& " (%& F"%3/#&-"),(0#
which wecollapseinto seven categories rangifrgm one (lowest creditworthiness) teeven(highest
creditworthiness). This approach follows Ashbatfjkaife et al. (2006). Debtto which we assiga

rating categoryf one to thredi.e. below BBB) constitutes speculative grade dedotd that between

four and seven representyestment grade debt. Panel B presents summary statistics of the recoded
Bond Rating and /ssuer Rating distributions.

Panel A: Recoding Schedule for Rating Categories

Compustat Assigned
Moody's Rating ~ S&P Rating (data280) Rating Code  Rating Grade
Aaa AAA 2 7 Investment
Aal AA+ 4 6 Investment
Aa2 AA 5 6 Investment
Aa3 AA- 6 6 Investment
Al A+ 7 5 Investment
A2 A 8 5 Investment
A3 A- 9 5 Investment
Baal BBB+ 10 4 Investment
Baa2 BBB 11 4 Investment
Baa3 BBB- 12 4 Investment
B1 BB+ 13 3 Speculative
B2 BB 14 3 Speculative
B3 BB- 15 3 Speculative
B B+ 16 2 Speculative
B2 B 17 2 Speculative
B3 B- 18 2 Speculative
Caal CCC+ 19 1 Speculative
Caa2 CCcC 20 1 Speculative
Caa3 CCG 21 1 Speculative
Ca CcC 23 1 Speculative
C D, SD 27,29 1 Speculative
Panel B: Distributions of Bond and Issuer Ratings
Assigned Bond Rating Issuer Rating
Rating Category Freq. % Freq. %
7  (AAA) 32 1.41 42 0.75
6 (AA+to AA) 189 8.34 943 16.94
5 (A+toA) 826 36.47 1,495 26.85
4 (BBB+to BBB) 916 40.44 1,624 29.17
3 (BB+toBB) 229 10.11 1,223 21.96
2 (B+toB) 63 2.78 181 3.25
1 (CCC+toD) 10 0.44 60 1.08
Total 2265 100 5,568 100
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Table4
Variable Definitions

This tabledescribesthe test and control variables of the analysis. Column 1 reports the variable
categories, nanse and data sources. Column 2 lists their predictdation with the dependent
variables, the cost of debfdread) and credit ratings (Bond Ratindssuer Rating), respectively.
Column 3 provides variable definitions, and Column 4 denotes the dataiteatggories used within
each data source.

Zero.

Issue Specific Controls (Source: Mergent FISD)

Predicted Sign
Variables Spread/Ratings Definition Data Items
Employee Relations Index (Source: KLD Stats)
ERI -1+ Performance strength indicators Employee Relations,
performance concelindicators Diversity
Issuer Specific Controls (Source: Compustat North America)
Leverage +/- Total liabilities / total assets (datal81/data6)*100
Size -+ Natural logarithm of total assets. In(data6)
Capital Intensity -+ Gross property, plant & equipment / total assets (data7/data6)*100
Interest Coverage -+ Operating income before depreciation / interest  datal3/(datal5 or data339
expense
Return on Assets -+ Income before extraordinaitems / total assets (datal8/data6)*100
Loss +/- Equal to one if the net income before extraordin: datal8
items is negative in current and prior fiscal year,
otherwise zero.
Financial -1+ Equal to one if firm classifies as financial firm, onedigit SIC =6
otherwise zero.
Utility -1+ Equal to one if firm classifies as utility, otherwise two-digit SIC = 49

TT™ +/- Time-to-maturity, the time until expiration of the offering_date ; maturity
bond contract.

Issue Size ? Natural logarithm of the par value of debt origine offering_amt
issued.

Subordinated +/- Equal to one if bond issue classifies as senior security_level
subordinated, otherwise zero.

Speculative +/- Equal to one if firm has subordinated debt, Rating

otherwise zero.

Additional Controls (Source: RiskMetrics, Union Membership and Coverage Database)

Gindex -+ Measure of the number of governance provision Governance Index
that limit )*$&-,0%)#& +&)*$&+,- [HE&H*"-$*' 2%$-#¢
(Gompers, Ishiiand Metrick 2003).

Union -1+ Percentage of workers in a CIC industry, who ar %Cov

covered by unions in their collective bargaining.
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Table5
Summary Statistics ! Credit Risk Analysis

This table provides summary statistics of tegressionvariablesused in our yield spread and credit
rating analysedor the 19952006 period.We rote thatwe reportlog-transformed variables (i.e.,
Spread, Size Issue Size) in real values for ease of interpretatid#/ is the employee relations index.
Soread is the issue yield spread expressed in basis points, defined as the natural logarithm of the
%,++$-$(4$&!9); $B(&" (& #HTSIH&'++3-,(0&3,$2%&" (% &)*$&3,$2%& ' +EaptRYHCEUEBRNT Rating

is the issuespecific credit rating, defined as the averaeOME& "(%& F'%3/is&uedratings. We

define /ssuer Rating as the S&P longerm domestic issuer ratind.everage as the ratio of tdal
liabilities to total assetsSizeas the natural logarithm of total assef&pital Intensity asthe ratio of

fixed assets to total assesd /nterest Coverage as operating income before depreciation divided by
interest expenseROA is the ratio of income before extraordinary items t@lt@assetsLoss is a
dummy variable that equatme ,+&"& +,-./#& ($)&,(4'. $& 1$+'-$& $8)-"-%,("-3& ,)$.#& , #& ($0"),99& ,(& ) *$&
current and prior fiscal yeand zero otherwiseFinancial and Utility are dummy variables that equal
oneif a firm operates in theirfancial or utility sectqrrespectively and zero otherwiselTM is the
HHTS/HE&),. $&)'&.")7-,)3&H#)")$%& (& 2Bl Size is the size of a bond issue, defined as the natural
logarithm of its initially offered par valuesubordinateis a dummy variabl¢hat equals 1 if the bond
issue is denoted senisubordinatedSpecu/ativeis a dummy variable that is equaldpeif the issued

debt is of speculative gradmd zero otherwis&Ve define Union as the percentage of workers in the
+,-./[#&DQD&, (% 7#)-3&¥¥)covered by unions in their collective bargainiGgidex is a governance
indexthat measureshareholder rights/takeover defenses, which is available for the years 1995, 1998,
2000, 2002, 2004, and 2008/e winsorize B continuous variables at thé' And 99' percentile to
control for outliers.

Variable # Obs. Mean  Std. Dev. Median Min Max
Employee Relations Index
ERI 2,265 0.94 1.85 1 -4 8
Credit Risk Measures
Spread (in bp) 2,141 149.25 104.31 120 3 945
Bond Rating 2,265 4.40 0.96 4 1 7
Issuer Rating 5,568 3.69 1.17 4 1 7
ssuer Specific Controls
Leverageif %) 2,265 69.35 15.12 68.38 36.08 123.09
Size (inBM$) 2,265 39.09 9317 12.92 0.28 979.41
Capital Intensityif %) 2,265 57.83 40.21 54.20 0.06 174.85
Interest Coverage 2,265 9.16 8.94 6.44 -1.51 45.96
ROA (in %) 2,265 4.23 4.58 3.74 -21.73 15.76
Loss 2,265 0.03 0.18 0 0 1
Financial 2,265 0.14 0.35 0 0 1
Utility 2,265 0.08 0.28 0 0 1
[ssue Specific Controls
TTM (in years) 2,265 12.48 11.82 10 0.25 100
Issue Size (in MM$) 2,265 439.69 398.12 300 10 2,500
Subordinated 2,265 0.02 0.15 0 0 1
Speculative 2,265 0.13 0.34 0 0 1
Additional Controls
Union (n %) 1,895 15.98 1622 10.20 0 75.3
Gindex 823 9.92 243 10 3 17
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Table6
Correlations Matrix

This table provides the correlation statisti€B{or the model variables. The lower Kfand part of the matrix reports pairwise Pearson prauochent
correlations, while the upper righand part reports Spearman ramkler correlationgCoefficients at or below the 1%tgnificance level are prindein bold.

"#$ A B C D E F G H I J K L M N 0] P Q

(A) ERI -022 034 0.05 034 -007 018 012 -0.03 012 0.04 -0.02 023 0.00 -016 -0.15 0.03
(B) Spread -0.24 -063 021 -020 0.01 -051 -038 0.20 -0.08 014 0.08 0.05 0.08 047 -0.01 0.06
(O Bond Rating 0.35 -0.65 -011 026 -0.07 047 035 -017 018 -010 0.05 0.03 -0.06 -0.64 -0.16 -0.02
(D) Leverage 0.03 0.22 -0.15 023 -0.04 -041 -041 012 026 017 0.03 011 014 014 0.01 -0.04
(B Size 035 -022 032 024 -0.17 0.01 -018 -0.04 034 -0.01 0.05 058 0.04 -018 -0.10 -0.14
(F) Capital Intensity -0.11 0.02 -0.07 -0.02 -0.23 -010 011 0.02 -056 029 011 -015 -024 0.02 038 0.04
(G Interest Coverage 022 -041 040 -033 0.06 -0.17 066 -022 0.13 -030 0.05 -0.03 -0.21 -0.33 -0.16 -0.04
(H) ROA 011 -040 036 -035 -0.14 0.07 051 -0.26 -0.21 -0.24 0.07 -011 -0.14 -0.18 -0.05 -0.04
(N Loss 0.01 025 -021 012 -0.04 0.02 -013 -0.34 -0.04 -0.05 -0.06 0.03 0.04 0.23 -0.01 -0.07
J) Financial 009 -0.06 017 027 042 -054 012 -016 -0.04 -012 0.03 011 016 -014 -0.37 -0.01
(K) Utility 0.00 0.13 -0.06 0.14 -0.04 0.29 -0.20 -0.22 -0.05 -0.12 -0.09 0.01 -0.04 -0.05 -0.03 0.03
(L) TT™M 0.00 0.03 0.13 0.00 0.03 011 -0.01 0.07 -0.08 0.01 -0.04 -0.05 0.02 -0.04 011 0.05
(M) Issue Size 026 0.01 0.05 0.03 047 -013 013 -0.04 0.00 0.03 -0.01 -0.05 0.07 0.03 -0.16 -0.09
(N) Subordinate -0.02 010 -014 011 0.09 -013 -0.11 -0.09 0.03 0.13 -0.05 -0.04 0.06 0.13 -0.10 0.00
(O Speculative -0.16 048 -069 015 -018 0.04 -024 -019 022 -014 -0.06 -0.12 0.03 0.16 011 -0.12
P) Union -0.17 0.02 -0.14 0.05 -0.04 045 -024 -011 -0.03 -029 0.08 0.09 -0.11 -0.08 0.03 0.08
(Q Gindex -0.03 0.06 0.00 -0.05 -015 0.06 -010 -0.04 -0.06 -0.03 0.04 0.06 -0.08 -0.01 -0.12 0.06
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Table7
Employee Relations and Yield Spreads

This tablereports ormpooled OLStestsof the logtransformed yield spreadyfread) on the employee
relations index £R/), an array of issuer and issue specdfimtrol variables, angear effectsWe
extend bhe generalmodel to account for the level of union contrdior) and the governance
structure of the firm Gindex). To ensure that the reduction in sample saesed by the inclusion of
Gindexdoes not drive the resultse regressSoread onthe employee relati@anindex using the limited
sample(model (1c)) beforeincluding Gindexin model (1d).

Spread (1a) (1b) (10 (1d)
ERI -0.0165*** -0.0182** -0.0318*** -0.0322***
(-2.30) (-2.25) (-3.03) (-3.07)
Union 0.0001 -0.0014 -0.0014
(0.09) (-1.40) (-1.46)
Gindex 0.0075
(1.10)
Leverage 0.0020* 0.0022** 0.0011 0.0007
(1.91) (2.10) (1.00) (0.53)
Size -0.1321***  -0.1263*** -0.1311** -0.1151***
(-10.38) (-9.45) (-8.83) (-6.59)
Capital Intensity -0.0009***  -0.0009**  -0.0010** -0.0006
(-2.67) (-2.56) (-2.20) (-1.23)
Interest Coverage -0.0083***  -0.0075*** -0.0072*** -0.0086***
(-4.44) (-4.02) (-3.73) (-4.33)
ROA -0.0278***  -0.0274*** -0.0289*** -0.0265***
(-8.45) (-8.51) (-8.23) (-5.69)
Loss 0.1573** 0.1604** 0.1940**  0.2315**
(2.18) (2.17) (2.47) (2.13)
TTM 0.0100***  0.0100***  0.0112*** 0.0121***
(11.11) (11.02) (10.12) (7.71)
Issue size 0.0273 0.0306 0.0364 -0.0108
(1.18) (1.35) (1.42) (-0.27)
Subordinated 0.1721**  0.1789**  0.2260*** (0.2149***
(2.68) (2.82) (3.11) (3.29)
Speculative 0.6761**  0.6719** 0.6922*** 0.6162***
(20.31) (20.40) (19.12) (12.76)
Financial 0.0698 0.0618 0.0824 0.0588
(1.52) (1.33) (1.60) (1.05)
Utility 0.045L 0.0471 0.0559 0.0578
(1.16) (1.20) (1.35) (0.94)
Adjusted R! 0.66 0.65 0.62 0.62
Observations 2,141 1,793 790 790

*** p<0.01, ** p<0.05, * p<0.1
Robust t-statistics in parentheses
Standard errors are heteroskedasticity robust and clustered at the firm level
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Table8
Employee Relations and Bond Ratings

This table reporten ordered probit regressie of equally;$,0*)$%&OME&" (%&F"%3/#&-"), Bat&t
Rating) on the employee relations inde&R)/), an array of issuaand issue specific determinanésmd
year effectsWe extend lie general modelith union control Unior) and the governancedex
(Gindex). To ensure that the reduction in sample semgsed by the inclusion @indexdoes not drive
the resultswe regress Bond Rating on the employee relations index using the limited sarfiptedel
(2c)) before including theGindexin model (2d).

Bond Rating (2a) (2b) (20) (2d)
ERI 0.1160*** 0.1140** 0.1153*** 0.1144***
(3.85) (3.48) (2.78) (2.74)
Union -0.0084** -0.0062 -0.0063
(-2.41) (-1.36) (-1.39)
Gindex 0.0140
(0.49)
Leverage -0.0131*** -0.0117** -0.0098* -0.0096*
(-3.35) (-2.86) (-1.82) (-1.80)
Size 0.4584*** 0.4438*** 0.4841*** (0.4895***
(9.35) (7.98) (6.70) (6.84)
Capital Intensity 0.0012 0.0028 0.0012 0.0012
(0.81) (1.60) (0.52) (0.52)
Interest Coverage 0.0341*** 0.0302*** 0.0377*** 0.0380***
(4.20) (3.67) (3.52) (3.60)
ROA 0.0776*** 0.0766*** 0.0898*** (0.0902***
(5.66) (5.30) (3.78) (3.79)
Loss -0.8039*** -0.8403*** -0.1778 -0.1663
(-3.24) (-3.09) (-0.41) (-0.38)
TT™M 0.0048* 0.0066*** 0.0073* 0.0071*
(1.85) (2.15) (1.86) (1.79)
Issue size -0.0396 -0.0923 -0.1440*  -0.1460*
(-0.73) (-1.53) (-1.88) (-1.91)
Subordinated -1.2147** -1.2083*** -1.0613*** -1.0668***
(-5.37) (-4.76) (-2.77) (-2.79)
Financial 0.7419*** 0.6865*** 0.6179**  0.6047**
(3.75) (3.30) (2.05) (2.03)
Utility 0.1719 0.1318 0.4036* 0.4047*
(0.88) (0.67) (1.77) (1.78)
Pseudo R! 0.23 0.24 0.23 0.24
IX 436.21 416.27 352.04 200.77
Log-Likelihood -2,377.17 -2,341.97 -1,984.68 -844.91
Observations 2,265 2,265 1,895 823

*okk p<0_01l Fk p<0.05, * p<0.1
Robust zstatistics in parentheses

Standard errors are heteroskedasticity robust and clustered at the firm level
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Table9
Marginal Effects Analysis - Bond Ratings

This tables reports the marginal effects for the bond rating analysis (model 2d) presented in Table 9.
The marginal ffects are nonlinear functions of the parameter estimates and the lefveéhe
explanatory variables,e., theyestimate the probability of a firm being ranked in a particular bond
rating category (AAA, AA, AA, BBB, BB, B, or CCD) given a change in agxplanatory variable,

while holding the other variables fixed at the mean.

cccD B BB BBB A AA AAA
ERI -0.0000 -0.0009** -0.0138** -0.0296** 0.0369** 0.0073*  0.0001
(-083)  (-207)  (-2.71) (-2.47) (2.72) (212) (1.22)
Union 0.0000 0.0001 0.0008  0.0016  -0.0020  -0.0004  -0.0000
(068  (127)  (1.41) (1.34) (-1.38) (-1.32) (-0.96)
Gindex -0.0000 -0.0001 -0.0017  -0.0036  0.0045  0.0009  0.0000
(-043)  (-049)  (-048) (-0.49) (0.48) (0.49) (0.44)
Leverage 0.0000 0.0001 0.0012*  0.0025*  -0.0031* -0.0006* -0.0000
(081) (153  (1.66) (1.79) (-1.76) (-1.76) (-1.10)
Size -0.0001  -0.0039** -0.0591** -0.1267** 0.1580%** 0.0312** 0.0006
(-084)  (-249)  (-4.75) (-5.02) (6.09) (3.40) (1.32)
Capital Intensity -0.0000 -0.0000 -0.0001  -0.0003  0.0004  0.0001  0.0000
(-044)  (-050)  (-0.52) (-0.52) (0.52) (0.52) (0.50)
Interest Coverage  -0.0000  -0.0003** -0.0046* -0.0098** 0.0123** 0.0024**  0.0000
-080)  (-206)  (-2.99) (-3.38) (3.62) (2.45) (1.16)
ROA -0.0000  -0.0007** -0.0109** -0.0233** 0.0291** 0.0057** 0.0001
(-084)  (-215)  (-3.24) (-3.42) (3.56) (2.97) (1.37)
Loss 0.0000 0.0016 0.0224  0.0389  -0.0537  -0.0091  -0.0002
(028  (031)  (0.35 (0.43) (-0.39) (-0.44) (-0.45)
Time-to-maturity -0.0000 -0.0001 -0.0009* -0.0018* 0.0023*  0.0005*  0.0000
-0.75)  (-147)  (-1.66) (-1.78) (1.77) (1.66) (1.07)
Issue size 0.0000 0.0012 0.0176*  0.0378*  -0.0471* -0.0093* -0.0002
0.76) (155  (1.71) (1.94) (-1.89) (-1.79) (-1.02)
Subordinateti 0.0014 0.0361  0.2215* 0.0561  -0.2867** -0.0280** -0.0003
©0.77) (114  (2.04) (0.71) (-4.13) (-3.22) (-1.20)
Financiaf -0.0000 -0.0029* -0.0534** -0.1813* 0.1777* 0.0582  0.0017
(-080)  (-1.88)  (-2.43) (-1.92) (2.35) (1.45) (0.90)
Utility * -0.0000 -0.0021* -0.0382** -0.1196* 0.1237* 0.0354  0.0009
-0.77)  (-171)  (-2.02) (-1.66) (1.96) (1.27) (0.79)

#+% n<0.01, ** p<0.05, * p<0.1
* ay/ax is for discrete change of dummy variable from O to 1
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Table 10
Employee Relations and Issuer Ratings

This table reports results for the additional test ofabsociatiorbetweenthe quality of employee
relations anccredit ratings. We implement ordered probit regmss of S&P longterm domestic
issuer ratings /esuer Rating) on the employee relations indegRY), while controlling for a set of
issuer specific determinants and year effafs.extendlie general modetith union control Union)
and the governancdedex ( Gindex). Including the Gindex substantially reduces the sample, as it is
only available for a subset of the sample years. To ensure that the reduction in sanualessidey
the inclusion ofGindex does not driveur results we regress/ssuer Rating on the employee relations
index using the limited samplenodel (3c) before including theGindex in model @d). We mote that
Subordinated here denotesa dummy variable that equatme if a firm holds subordinated debt
(data80) in its capital structureygzerootherwise.

Issuer Rating (339 (3b) (30) (3d)
ERI 0.0574*** (0.0539**  0.0501** 0.0486**
(2.59) (2.43) (2.23) (2.16)
Union -0.0043 -0.0039 -0.0040
(-1.28) (-1.11) (-1.15)
Gindex 0.0232
(1.55)
Leverage -0.0100*** -0.0098*** -0.0121*** -0.0121***
(-4.86) (-4.75) (-5.14) (-5.15)
Size 0.4773***  0.4840*** 0.4921***  (0.4959***
(14.95) (15.01) (13.48) (13.58)
Capital Intensity 0.0006 0.0010 0.0005 0.0004
(0.57) (1.10) (0.47) (0.40)
Interest Coverage 0.0006 0.0005 -0.0004 -0.0003
(0.54) (0.47) (-0.37) (-0.27)
ROA 0.0615*** 0.0611*** 0.0690***  0.0693***
(11.88) (11.79) (10.48) (10.45)
Loss -0.3927*** -0.4001*** -0.3283*** -0.3111***
(-4.14) (-4.19) (-2.38) (-2.25)
Subordinated -0.3413** -0.3476*** -0.3719*** -0.3645***
(-4.81) (-4.85) (-4.62) (-4.45)
Financial 0.4901*** 0.4635*** 0.5136*** 0.5148***
(4.28) (3.89) (3.88) (3.84)
Utility 0.8460 0.8794 -0.3210 -0.3188
(0.72) (0.74) (-0.30) (-0.30)
Pseudo R! 0.19 0.19 0.18 0.18
IX 562.80 562.59 463.03 458.19
Log-Likelihood -6,936.68 -6,931.56 -3,029.81 -3,026.04
Observations 5,568 5,568 2,421 2,421

*** p<0.01, ** p<0.05, * p<0.1
Robust z-statistics in parentheses

Standard errors are heteroskedasticity robust and clustered at the firm level
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Table11
Marginal Effects Analysis - Issuer Ratings

This tablereports the marginal effects for the issuer rating analysis (model 3dhjgese Table 1.

The marginal effects are nonlinear functions of the parameter estimates and the levels of the
explanatory variables.e., theyestimate the probability of a firm being ranked in a particular bond
rating category (AAA, AA, AA, BBB, BB, Bpr CCGD) given a change in an explanatory variable,
while holding the other variables fixed at the mean.

ccc-D B BB BBB A AA AAA
ERI -0.0000 -0.0065* -0.0114* 0.0032  0.0132*  0.003*  0.0002
(1.17)  (-2.21) (-2.10) (1.91) (2.14) (1.97) (1.48)
Union 0.0000 0.0005  0.0009  -0.0003 -0.0011  -0.0001  -0.0000
(0.88)  (1.15) (1.14) (-1.12) (-1.14) (-1.11) (-0.95)
Gindex -0.0000 -0.0031  -0.0055 0.0015  0.0063  0.0006  0.0001
(-1.01)  (-1.52) (-1.54) (1.43) (1.54) (1.46) (1.22)
Leverage 0.0000  0.0016%* 0.0028** -0.0008** -0.0033** -0.0003** -0.0000
(1.25)  (4.55) (4.79) (-2.98) (-5.01) (-3.24) (-1.70)
Size -0.0005 -0.0663* -0.1165* 0.0330** 0.1350** 0.0135* 0.0017
(-1.26)  (-8.77) (-9.26) (3.80) (10.87)  (3.80) (1.73)
Capital Intensity ~ -0.0000  -0.0001  -0.0001  0.0000  0.0001  0.0000  0.0000
(-0.39)  (-0.40) (-0.40) (0.40) (0.40) (0.40) (0.41)
Interest Coverage 0.0000  0.0000  0.0001  -0.0000  -0.0001  -0.0000  -0.0000
(0.26)  (0.27) (0.27) (-0.27) (-0.27) (-0.27) (-0.27)
ROA -0.0001  -0.0093* -0.0163* 0.0046** 0.0189** 0.0019** 0.0002
(-1.24)  (-6.98) (-8.51) (3.72) (8.89) (3.61) (1.73)
Loss 0.0005 0.05035  0.0687*  -0.0356  -0.077F¥* -0.0063* -0.0007
(1.15)  (1.84) (2.46) (-1.57) (-2.52) (-2.41) (-1.46)
Subordinateti 0.0005  0.0582** 0.0809** -0.0398** -0.0912** -0.0077* -0.0009
(1.24)  (3.85) (4.34) (-3.09) (-4.68) (-3.09) (-1.61)
Financiaf -0.0003  -0.0509** -0.1196* -0.0056  0.1509* 0.0219*  0.0036
(-1.18)  (-4.39) (-3.94) (-0.42) (3.66) (2.39) (1.65)
Utility * 0.0005 0.0531  0.0696  -0.0385  -0.0778  -0.0062  -0.0007
(0.18)  (0.25) (0.33) (-0.21) (-0.34) (-0.44) (-0.51)

** p<0.01, ** p<0.05, * p<0.1
* ay/dx is for discrete change of dummy variable from 0 to 1
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Table 12
Controlling for Endogeneity: Two-Stage Instrumental Variable Tests (2™ Stage)

Reportedare thesecondstage results for thevo-stage least squar€2SLS) tests We implement
instrumental variable regressions the log-transformed yield spreadsfread) on the instrumented
employee relations indexER/"), while controlling for an array of issuer and issue specific
determinantsnd foryear effectsWe computehe instrumental variable #@ise ratio of the number of
employeesn the firm (data29)divided bythe average nui$-&'+&$.12'3$$#& ,(&)*$& +, thitBdigit
SIC industry.Consistent with our previous testge gradually extenthe general model to accouor f
the level of union controlWnion) and the governance structure of the fir@Girfdex).

Spread (1a") (1b%) (1ch) (1d%)
ERI' -0.1385*** -0.1817*** -0.2465*** -0.2339***
(-4.00) (-3.83) (-4.21) (-4.28)
Union -0.0021 -0.0046**  -0.0044**
(-1.47) (-2.16) (-2.22)
Gindex 0.0105
(1.01)
Leverage 0.0037***  0.0032* 0.0019 0.0018
(2.57) (1.93) (0.88) (0.91)
Size -0.0852*** -0.0728** -0.0098 -0.0116
(-3.40) (-2.48) (-0.19) (-0.24)
Capital Intensity -0.0005 -0.0006 -0.0008 -0.0008
(-1.16) (-0.94) (-0.95) (-0.98)
Interest Coverage -0.0014 -0.0010 -0.0018 -0.0020
(-0.49) (-0.33) (-0.38) (-0.44)
ROA -0.0256*** -0.0236*** -0.0181*** -0.0182***
(-6.54) (-4.73) (-2.73) (-2.87)
Loss 0.1781* 0.2185* 0.4338** 0.4316**
(1.86) (1.92) (2.23) (2.31)
TT™M 0.0106*** 0.0111*** 0.0125***  (0.0123***
(8.95) (7.75) (6.65) (6.73)
Issue Size 0.0577** 0.0685** 0.0557 0.0505
(2.26) (2.08) (1.17) (1.09)
Subordinate 0.2245**  0.2677** 0.2037* 0.1978*
(3.06) (2.79) (1.75) (1.75)
Speculative 0.6409***  0.6504*** (0.5692***  (.585]1***
(15.11) (12.07) (7.18) (7.61)
Financial 0.0026 0.0282 -0.0080 -0.0112
(0.04) (0.35) (-0.07) (-0.11)
Utility 0.0605 0.0862 0.1424 0.1405
(1.16) (1.40) (1.50) (1.53)
Pseudo R! 0.55 0.46 0.22 0.28
Wald X 2,38985 1,47590 585.91 654.25
Observations 2,106 1,758 767 767

*okk p<0_01l Fk p<0.05, * p<0.1
Robust z-statistics in parentheses

Standard errors are heteroskedasticity robust and clustered at the firm level
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Table 13
Employee Relations and Credit Risk ! Industry Fixed Effects

This table shows the regression results of the most comprehesgeae, Bond Rating, and /ssuer
Rating model (i.e., 1d, 2d, 3d), whiclve extendby using industry effects at the odagit SIC level.
We implement pooled OL&stsfor the Soread model and ordered probit regressions for both credit
rating categories, on the employee relations ind&®/)(and an array of issuer and issue specific
control variablesandfor year effects.

Spread Bond Ratings Issuer Ratings
ERI -0.0253**  0.1111*** 0.0253
(-2.54) (2.61) (1.06)
Union -0.0024**  -0.0086** -0.0076**
(-2.48) (-1.98) (-1.97)
Gindex 0.0094 0.0194 0.0187
(1.47) (0.66) (1.23)
Leverage 0.0016 -0.0061 -0.0122***
(1.33) (-1.30) (-5.17)
Size -0.1294***  (0.5348*** 0.5368***
(-7.30) (7.51) (14.02)
Capital Intensity -0.0014***  0.0003 0.0013
(-2.69) (0.13) (1.08)
Interest Coverage -0.0077***  0.0413*** 0.0000
(-3.98) (4.00) (0.00)
ROA -0.0213***  0.0748*** 0.0656***
(-5.00) (3.32) (9.90)
Loss 0.3096***  -0.3678 -0.3437**
(2.74) (-0.90) (-2.41)
Subordinated 0.2239***  -1.0169** -0.3274***
(3.40) (-2.56) (-4.12)
TT™ 0.0125***  (0.0078*
(8.26) (1.91)
Issue sie -0.0190 -0.2191***
(-0.49) (-2.97)
Speculative 0.5918***
(11.25)
Year Fixed Effects Yes Yes Yes
Industry Fixed Effects Yes Yes Yes
Adjusted R! / Pseudo R! 0.64 0.24 0.21
IX - 164.20 509.97
Log-Likelihood - -854.30 -2,917.06
Observations 790 823 2,421

*k n<0.01, ** p<0.05, * p<0.1

Robust t- or z-statistics in parentheses
Standard errors are heteroskedasticity robust and clustered at the firm level
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Table 14
Equity & Cash Flow Risk Analysis

This table reportpooled OLStestresults for theassociatiorbetween the employee relatiomdex
(ERB&"(%&. $"#7-$#H&+'-&)*$&+,- .[#&4" B8ty risk.We defineCash Flow Risk as the standard
deviation of ROA using the pndous 15 quarterly observationgotal Equity Risk is the annual
standard deviation of daily stock returi8ystenatic Risk is the factor loading derived from a time
#P- PH& -$O-$H," (& '+& )*$& +,- [#& #)'4:& -$) 7-(& (& )*$& -$) 7-(& '(& ) *B&uBDwOIGRIBd U.S. stock
portfolio, usingdaily returnsover the previous 60 month&fiosyncratic Riskis standard deviation of
residualdrom the regressionUnion asthe percentage of workers covered by uni¢&$*$&+,-.#€1C
industry, Leverage as theratio of total liabilities to total assetSjze as the natural logarithm of total
assets Profit as operating incomelivided by total assetsand Tota/ payout as dividends plus
repurchasedivided by total assetdnvestis the natural logarithm of capitexpenditure divided by net
property, plant, and equipmerBusiness Concentration is the natural logarithm of a Herfindahl Index
SHT-,(0& )*$& 4'(45()-"), (& '+& "& +,-./#& #"28¢&ss its business segment#H/ is the natural
logarithm of the HerfindahH,-#4*."(& Q(%$8& '+& #"2$#& 4'(45()-")," (& ,(& )*$& +,-./#&iYit$S$IC
industry. Sales Beta #8&)*$&4342,4"2,)3&'+&-$9$(7$#&, (&) *$&+AigFCSHdustry, using quarterly
data as slope from the ftdhmple timeseries regression of changes in log stdynet sales over the
oneyear period on log GDP growth over the same peérdagis a dummy variable that equals one
if the firm trades on Nasdaq, and zero otherwi#es Growth is the annual change in the natural
logarithm of salesProductivityis defined as theatio of sales over total assets.

Cash Flow Total Idiosyncratic Systematic
Risk Risk Risk Risk
ERI -0.0006 0.0001 -0.1001* 0.0133
(-1.50) (0.48) (-1.73) (1.43)
Union -0.0001* 0.0000 -0.0269***  0.0007
(-1.85) (-0.93) (-3.76) (0.49)
Size -0.0020*** -0.0011**+*  -0.6560***  -0.0017
(-4.63) (-6.86) (-7.77) (-0.12)
'L (I#&_ 0.0071*** 0.0009 0.3592 0.2077***
(4.07) (1.35) (1.13) (3.72)
Leverage 0.0152*** 0.0059***  3.7964*** 0.1320
(3.07) (4.50) (5.33) (1.06)
Profit -0.0286** -0.0186***  -5.2648** -1.6786***
(-2.05) (-3.72) (-2.46) (-4.36)
Total Payout 0.0039 -0.0119***  -6.2566***  -0.6241**
(0.54) (-3.52) (-3.95) (-2.30)
Invest 0.0016* 0.0009***  0.2120 0.0815***
(1.91) (2.62) (1.07) (2.66)
Bus. Concentration -0.0004 0.0007***  0.3964*** 0.0037
(-0.63) (2.64) (2.91) (0.17)
HHI -0.0013** -0.0001 -0.0712 0.0070
(-2.02) (-0.44) (-0.48) (0.29)
Sales Beta 0.0000 0.0000 0.0103 0.0092***
(0.04) (0.10) (0.51) (2.66)
Nasdaq 0.0068*** 0.0057**  2.8698*** 0.3236***
(3.68) (8.28) (7.98) (5.20)
Sales Growth 0.0003 0.0002 0.2444 0.0147
(0.36) (0.73) (1.90) (0.72)
Productivity 0.0010 0.0008** 0.3942* -0.0080
(1.07) (2.04) (1.91) (-0.25)
Year Fixed Effects Yes Yes Yes Yes
Industry Fixed Effects Yes Yes Yes Yes
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Adjusted R! 0.10 0.41 0.40 0.22
Observations 4 536 4,705 4,705 4,705

#+% n<0.01, ** p<0.05, * p<0.1
Robust t-statistics in parentheses
Standard errors are heteroskedasticity robust and clustered at the firm level
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