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Abstract 

Consistent with the theory that human capital management influences organizational 

performance and risk, we find that employee relations explain the cross-sectional 

variation in credit risk. We construct an aggregate measure for the quality of employee 

relations !"#$%& '(& )*$& +,-./#& $(0"0$.$()& ,(& $.12'3.$()& 1-"4),4$#& "(%& 1'2,4,$#5& "(%&

document that firms with stronger employee relations enjoy a statistically and 

economically lower cost of debt financing, higher credit ratings, and lower firm-specific 

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

alternative explanations. 
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1. Introduction 

In this study we investigate how bond investors are affected by an important group of 

nonfinancial stakeholders of the firm - its employees. We analyze whether the management of 

human capital affects +,-.#/&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 asset-intensive traditional corporation to the more flexible 

organizational forms that rely heavily on employees (see, e.g., Zingales, 2000). Human 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 practices that firms 

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 returns (e.g., Huselid, 1995; Ichniowski et al., 1997; Ichniowski and 

Shaw, 1999; Edmans, 2009), surprisingly little is known about how the management of 

human capital affects bond-market investors. 

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 flows, and at the same time preempt or mitigate the 

harmful behavior of dissatisfied employees. In contrast, poor employee relations can limit 

+,-.#/&"44$##&)'&*7."(&4"1,)"25&2$"%&)'&)*$&$8,)&'+&9"27"!2$&$.12'3$$#5&,(4-$"#$&both litigation 

and reputation risks, and raise transaction costs. The costs associated with such employment-

!"#$%&-,#:#&-"(0$&+-'.&7($81$4)$%&%-",(#&'(&"&+,-./#&4"#* balance to a potentially permanent 

impairment of its financial outlook. Although it is often implicitly assumed that firm-specific 

2'##$#& 4"(& !$& %,9$-#,+,$%& ";"35& <.")'& "(%& =$.'2'("& >?@@AB& #*';& )*")& ,(9$#)'-#/& 2,.,)$%&

ability to fully diversify bond portfolios 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 negatively related to the credit risk and hence to )*$&+,-./#&4'#)&'+&%$!)&+,("(4,(06 

To test this hypothesized relation, we construct an aggregate measure for the quality of 

"&+,-./#&$.12'3$$&-$2"),'(#5&;*,4*&;$&)$-.&)*$&Employee Relations Index (ERI). We base ERI 

'(&"&;,%$&-"(0$&'+&1$-+'-."(4$&,(%,4")'-#&+'-&"&+,-./#&$.12'3.$()&1'2,4,$#&"(%&1ractices that 

are used extensively by researchers and practitioners in which a higher ERI score indicates 

relatively stronger employee relations. We assess the relevance of employee relations for 
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bondholders by relating ERI to the cost of debt and credit ratings, 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 statistically significant: a one-point increase in ERI is associated with an decrease in the 

annual yield spread by 2 to 4 basis points. Second, we find that firms with strong employee 

relations benefit from significantly higher bond ratings. We use a broader sample of long-term 

issuer ratings to validate these results, and continue to find that ERI is positively associated 

with credit ratings.  

We provide further insights into the risk implications of employee relations by using 

alternative measures of risk. To corroborate our theory that employee relations affect 

bondholders through their influence on firm risk, we analyze the association between ERI and 

)*$& +,-./#& 4"#*& +2';& 9'2"),2,)3& >,6$65& 9"-,"),'(& ,(& =C<B5& #3#)$."),4& #)'4:& -,#:& >,6$65& D<EF&

beta), and idiosyncratic (i.e., firm-specific) stock volatility. Our measure of employee 

relations displays a negative and significant relation to idiosyncratic volatility. Since 

researchers such as Dai et al. (2008) believe that litigation, reputation risks, and the associated 

higher transaction costs positively affect firm-specific stock volatility, the results reinforce the 

view that these types of risk are reduced through strong employee relations.  

We provide several additional robustness tests. First, we show that the effects of union 

control on the cost of debt documented in Chen et al. (2008a) do not subsume the relation 

between ERI and credit risk. Next, we show that our results are not driven by the effects of 

anti-takeover provisions on the cost of debt. We control for these effects using the Gompers et 

al. (2003) anti-takeover index as a proxy, because earlier studies associate managerial 

entrenchment with the cost of debt (see, e.g., Klock et al., 2005; Cremers et al., 2007). We 

also address potential endogeneity biases by using two-stage least squares regressions that 

allow employee relations to be endogenous.  

Our study provides new insights into the determinants of credit risk by reporting that 

the quality of employee relations is associated with the key credit risk measures on which 

bond investors base their decisions. Most of the earlier research that explained yield spreads 

and credit ratings concentrates on 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, 1979; Lamy and Thompson, 

1988; Ziebart and Reiter, 1992). However, recent work demonstrates that information about 

corporate governance structures, which can influence both managerial decision making and 
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the information asymmetry between the firm and its investors, is important for the explanation 

of the cost of debt and credit ratings (see, e.g., Bhojraj and Sengupta, 2003; Klock et al., 

2005; and Ashbaugh-Skaife et al., 2006). However, there is considerable scope for research 

that describes associations between credit risk, bond spreads, a(%& )*$& +,-./#& -$2"),'(& ;,)*&

nonfinancial stakeholders (Bradley et al., 2008; Chen et al., 2008a and 2008b). We fill  one of 

those gaps by studying how credit risk is affected by the management of employees, who 

have become a major "##$)&,(&)'%"3/#&'-0"(,G"),'(#6& 

A better understanding of corporate spreads not only helps to improve the risk 

management of defaultable securities and the liquidity of portfolios, it can also lead to more 

accurate pricing and an increase in the efficiency of corporate bond and derivative markets. 

Understanding the price that debt holders charge to borrowers is particularly important 

because in the United States, debt is the primary means of raising long-term capital. Although 

corporate bond issues in 1996 amounted to about $651 billion while stock issues amounted to 

merely $122 billion (Bhojraj and Sengupta, 2003), this gap has continuously increased over 

recent years: in 2006 the value of new corporate bond issues rose to about $2.59 trillion, but 

accord,(0& )'& )*$& H$%$-"2& =$#$-9$/#& ;$!#,)$5& ;;;6+$%$-"2-$#$-9$60'95&new stock 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 capital, could lead 

to notable shifts in capital allocation. 

In this study we also extend the findings of studies on employee relations, which have 

so far mainly focused on how employment practices influence productivity (e.g., Huselid, 

1995; Ichniowski et al., 1997; Ichniowski 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 Osthoff, 2007; Edmans, 2009). 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 employee 

relations can influence firm risk, and in turn has implications for bondholder wealth. In 

Section 3 we develop testable hypotheses for this relation. In section 4 we introduce our 

sample and data sources, define the variable measurements, and provide descriptive statistics. 

Section 5 presents our empirical models, results, and robustness tests. Section 6 concludes our 

study. 
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2. Theory and Prior Evidence 

I*$-$& ,#& "& 0-';,(0& 4'(#$(#7#& )*")& +,-.& 9"27$& ."8,.,G"),'(& %$1$(%#& '(& ."("0$-#/&

relationship with multiple stakeholders, including customers, employees, suppliers, 

regulators, and society at large (see, e.g., Jensen and Meckling, 1976; Titman, 1984; Cornell 

and Shapiro, 1987; Boatright, 2002). Among these stakeholders, employees are particularly 

important because their human capital has become "&:$3&4'.1$),),9$&"##$)&,(&)'%"3/#&#$-9,4$-

oriented business (Cornell and Shapiro, 1987; Pfeffer, 1996; Zingales, 2000). Firms depend 

'(& )*$& #:,22#& "(%& 4'..,).$()& '+& )*$,-& $.12'3$$#& )'& .$$)& )*$& 02'!"2& $4'('.3/#& 0-';,(g 

demand for innovation, quality, speed, and adaptability. To utilize their employees as a 

competitive asset, managers increasingly need to rely on the quality of their employee 

relations as an important determinant of the decisions that employees take with respect to the 

firm. 

Researchers such as Leat (2001) and Gennard and Hayward (2005) define employee 

relations as those policies and practices that aim to gain the commitment of staff and workers 

and to reconcile possible conflicts in the employment relationship in order to achieve 

organizational goals and objectives. In modern firms, such practices take into account the 

extent to which employees value both the monetary and the nonmonetary benefits that their 

employer offers them. Although conventional economic theory emphasizes the role of 

monetary incentive systems, the usefulness of providing both types of benefits can be justified 

by human relations theories (see, e.g., Maslow, 1943; Hertzberg, 1959; McGregor, 1960). 

These theories suggest that in societies in which the ;'-:$-#/& basic physical needs are 

relatively easily satisfied, employees assign relatively more importance to nonmonetary 

benefits that cannot be purchased outside the firm (Edmans, 2009). Recent studies go so far as 

to argue that monetary incentive system can be both costly and ineffective when used in 

isolation (see, e.g., Akerlof and Kranton, 2005; Gibbons, 1998; Prendergast, 1999). This view 

,#&!"#$%&'(&$9,%$(4$&)*")&.'($)"-3&!$($+,)#&"-$&"!2$&)'&J4-';%&'7)K&('(.'($)"-3&,(4$(),9$#&

and thus lead to worse overall performance.1 Thus, firms now integrate more nonmonetary 

forms of compensation into their employment practices, such as employee involvement, 

health and safety programs, fair treatment policies, and job satisfaction. 

 There are several reasons why employee relations should matter to bondholders. First, 

employees can affect firm-specific risks that bondholders are vulnerable to. Whenever the 

quality of employee relations induces employees to take actions that either decrease the fi-./#&

                                                 
1 For an outline of the studies that investigate )*$&J4-';%,(0&'7)K&$++$4)&'+&.'($)"-3&,(4$(),9$#&see Akerlof and 
Kranton (2005). 
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ability to generate cash flows, or increase the volatility of these cash flows, it forms a source 

of risk for bondholders. This is generally the case if employment policies and practices do not 

satisfy the expectations of employees, or if management goes as far as to violate their claims 

(e.g., discrimination, misinformation, wrongful discharge). The main ways through which 

dissatisfied employees can respond to improper management practices are to limit access to 

their human capital, to quit, and to take legal actions against the firm.  

 E''-& $.12'3.$()& 1-"4),4$#& #,0("2& "& ."("0$.$()/#& 2"4:& '+& 4'..,).$()& )'& ,)#&

employees and their claims, thereby negatively affecting the willingness of employees to 

make firm-specific investments in human capital or to permit access to it (see, e.g., Cornell 

and Shapiro, 1984; Rajan and Zingales, 1998; Zingales, 2000). Turnley and Feldman (1999) 

provide evidence that the violation of employee#/ expectations provokes a notable reduction 

in both their commitment and their loyalty to the firm, and encourages behaviors such as half-

hearted effort, lateness, absenteeism, and less attention to service and product quality. The 

costs associated with dissatisfied employees include ".'(0& ')*$-#& -$%74),'(#& ,(& )*$& +,-./#&

productivity, the rate of innovation, operating quality, and the ability to develop personnel 

who are competitive. 

Turnley and Feldman (1999) also point out that employees who feel that their 

expectations have been ignored report a significantly higher propensity to quit their jobs. A 

firm that depends heavily on its people to obtain competitive advantages is especially 

vulnerable to this decision, because employees who leave the firm can cause not only a 

competitive disadvantage, but also expropriate the firm from the significant investments that 

the firm had made in its 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 firm-sp$4,+,4&"(%&)*7#&-$%74,(0&$.12'3$$#/&%$1$(%$(4$&'(&

one particular employer. 

Second, improperly managed employee relations can result in costly litigations that 

create direct costs, such as damages and legal fees, and indirect costs, such as reputation loss 

and higher transaction costs. The U.S. Congress and federal courts have passed numerous 

laws that penalize exploitation and discrimination in labor markets. Employees have become 

more aware of their legal claims and their ability to enforce claims of improper working 

environments or infringement on labor rights (see, e.g., Miller and Kahn, 2003), particularly 

in firms with poor diversity management, which have become more prone to discrimination 

charges and claims for indemnity. Table 1 summarizes the Department of Justice Statistics, 

which show that employment-related complaints have accounted for about 50% of all civil 
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rights complaints that were filed in U.S. District Courts between 1990 and 2006.2 Also, the 

Equal Employment Opportunity Commission (EEOC), which monitors and enforces claims 

on discrimination, unlawful retaliation, and harassment, documents a notable increase in 

employment-related damages during this period.3 

 

***   Insert Table 1 about here (Types of Civil Rights Complaints)   ***  

 

Even if  the direct costs of employment litigation may not in themselves be the primary 

cause for corporate bankruptcy, such legal actions can trigger substantial reputational risks 

and increases in transaction costs, both of which -",#$&)*$&+,-./#&1-'!"!,2,)3&'+&%efault. Both 

Karpoff and Lott (1999) and Bradford (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, these authors argue that the indirect costs that corporate 

defendants incur in discrimination lawsuits can to a large extent be attributed to reputation 

loss. Moreover, Engelmann and Cornell (1988) argue that this cost-benefit difference is 

partially explained by the higher transaction costs that the firm incurs in establishing explicit 

and implicit contracts with stakeholders (see also Dai et al., 2008). Employee relations are 

often based on informal agreements, and the value of these agreements depends on 

."("0$.$()/#& -$17)") ion for fulfilling its implicit contracts (Cornell and Shapiro, 1987; 

Zingales, 2000). When a firm engages in questionable practices that are likely to violate the 

implicit claims of employees, or if the firm even becomes a defendant in a related lawsuit, 

then employees will assign less value to existing and future implicit contracts. Instead, they 

will insist that their agreements be secured in the form of explicit contracts, which will come 

at a higher cost to the firm. Bondholders can expect both the reputation risks and the higher 

)-"(#"4),'(&4'#)#&)*")&"-,#$&+-'.&1''-&$.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 theory underlying our hypotheses is that the quality of employee relations 

affects bondholders through its influence on firm-specific risks. We expect to find that sound 

employment practices and policies enhance the level and stability of expected cash flows, and 

also mitigate the risks associated with the harmful behavior of dissatisfied employees.  

                                                 
2  www.ojp.usdoj.gov/bjs 
3  www.eeoc.gov 
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Although earlier studies often implicitly assume that bond investors, like equity 

investors, can diversify their corporate portfolios against firm-specific losses, Amato and 

Remolona (2003) show that the high negative skewness in bond returns makes efficient 

diversification difficult. Bondholders have a limited upside potential and considerably larger 

downside potential from exposure to firm-specific events, which means 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 firm-specific default risk. Consequently, bondholders should be sensitive to the risk 

)*")&"&!'--';$-/#&1'2,4,$#&"(%&1-"4),4$#&."3&1'#$&)'&)*$&-$4'9$-3&'+&)*$,-&2'"(&"(%&,()$-$#)5&

particularly if these practices pertain to competitive assets. 

We derive the following hypotheses:  

 

H1: Firms with stronger employee relations have a lower cost of debt, ceteris paribus. 

 

H2: Firms with stronger relations have a higher credit rating, ceteris paribus. 

 

4. Data 

4.1. Employee Relations 

We measure )*$& L7"2,)3& '+& "& +,-./#& $.12'3$$& -$2"),'(#& !3&using data from Kinder, 

Lydenberg and Domini Research & Analytics (KLD). KLD is an independent investment 

-$#$"-4*&1-'9,%$-&)*")&#1$4,"2,G$#&,(&)*$&"("23#,#&'+&+,-.#/&$.12'3.$()&1-"4),4$#5&4'..7(,)3&

involvement, adherence to human rights standards, corporate governance, product quality, and 

environmental performance. One of the benefits of using KLD is that it avoids any conflicts 

of interest by not consulting with the firms that it researches. It evaluates a large cross-section 

of firms by systematically collectin0& ,(+'-."),'(&+-'.5&$6065&#7-9$3#&".'(0&+,-.#/& ,(9$#)'-&

relations officers, government agencies, nongovernmental organizations, over 14,000 global 

media publications, financial reports, regulatory filings (e.g, 10-Ks), corporate websites, 

external surveys and ratings, and academic studies. The resulting KLD STATS database 

contains performance information on all Standard & 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 cross-sectional ranking of the quality of employee relations, we focus on 

performance indicators of the two KLD dimensions that relate to the management of human 
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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 Table 2. 

 

***   Insert Table 2 about here (The Employee Relations Index)   *** 

 

The indicators correspond with monetary and nonmonetary employment practices and 

policies that previous studies have identified as determinants of organizational performance 

and firm value (see, e.g., Huselid, 1995; Ichnioswki et al., 1997; Ichniowski and Shaw, 1999; 

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

(www.eeoc.gov). KLD assigns a value of zero or one to each of the indicators. These values 

denote the absence and presence of a strength or concern, respectively. 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. It is 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 al. (2006); Kempf and Osthoff (2007); and Statman and Glushkov (2009). 

The score that we obtain for each firm represents our measure for the quality of employee 

relations, the Employee Relations Index (ERI). 

4.2. Credit Risk Measures 

We collect yield spreads and bond ratings from the Mergent Fixed Income Securities 

Database (FISD). FISD provides information on more than 140,000 publicly offered U.S. 

bonds that were issued between 1950 and 2006, including details on more than 550 bond 

characteristics. To limit any confounding effects that might result from bond issue-specific 

characteristics, we restrict our analysis to unsecured senior and senior-subordinated corporate 

debt. We also exclude bonds with option components or other nonstandard features (i.e., 

callable, puttable, convertible, exchangeable, preferred, perpetual, asset-backed, private 

placements, part of unit deals, sinking fund provisions). After matching our credit risk 

measures with the ERI and control variables, our sample comprises 2,265 bonds issued by 568 

firms during the 1995-2006 period. FISD reports market quoted yield spreads for 2,141 of 

these bond issues, and compiles bond ratings for each bond in the sample. 

http://www.eeoc.gov/
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The first %$1$(%$()& 9"-,"!2$& ,#& )*$&+,-./#&4'#)& '+&%$!)& +,("(4,(05 Spread, which we 

define as the market quoted yield spread of a new debt issue (see, e.g., Bhojraj and Sengupta, 

?@@AB6& I*$& 3,$2%& #1-$"%& $L7"2#& )*$& %,++$-$(4$& !$);$$(& "& !'(%& ,##7$/#& '++$-,(0& 3,$2%& )'&

maturity and the yield to maturity of its corresponding treasury benchmark. Therefore, the 

spread reflects the premium that the market requires for assuming the risk that a borrowing 

firm will not be able to honor its debt obligations. Since the distribution of the corporate yield 

spreads exhibits positive skewness, we study yield spreads after lognormal transformation. 

Our second dependent variable is the bond specific credit rating, Bond Rating. We 

take an equally weighted average of SME&"(%&F''%3/#&-"),(0#&)'&4'(#)-74) our bond ratings 

variable. If only a single bond rating from either rating agency is available, then this rating 

receives the full weight.4 For a bond rating to be included in our sample, we require that the 

!'(%& ,##7$/#& '++$-,(0& %")$& "(%& ,)#& -"),(0& %")$& "-$& ")& .'#)& N@& %"3#& "1"-)6&We recode the 

multiple rating classifications into numerical values by using a seven-point scale that ranges 

from CCC+-D (lowest ratings) to AAA (highest rating), following Ashbaugh-Skaife et al. 

(2006). In Table 4, Panel A presents a detailed overview of the rating schedule that we use to 

recode the credit ratings. 

 

***   Insert Table 3 about here (Rating Scheme)   ***  

 

As a third dependent variable we use the S&P long-term issuer ratings, Issuer Rating, 

which we collect from Compustat. The data cover 1,070 firms over the same sample period, 

and comprise 5,568 issuer ratings that we convert into 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 the role of bond issuer specific and bond issue specific characteristics as cross-sectional 

determinants of credit risk (see, e.g., Ashbaugh-Skaife et al., 2006; Bradley et al., 2007; 

Bhojraj and Sengupta, 2003; Cremers et al., 2007). Table 4 gives the variable definitions and 

their predicted relation with the dependent variables. 

The first set of controls comprises characteristics that are specific to the bond issuer 

which we obtain from Compustat. Leverage ,#&)*$&+,-./#&+,("(4,"2&2$9$-"0$5&%$+,($%&"#&)*$&

ratio of its total liabilities to total assets. Size measures firm size, and is defined as the natural 
                                                 
4 Results of regre##,'(#&)*")&"-$&!"#$%&'(&#$1"-")$&OME&'-&F''%3/#&-"),(0#&"-$&#,.,2"-&)'&)*'#$&-$1'-)$%&,(&)*,#&
study and are available on request. 
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logarithm of its total assets. Capital Intensity is the ratio of fixed assets to total assets. Interest 

Coverage is the interest coverage ratio, defined as operating income before depreciation 

divided by interest expense. ROA is the accounting return on assets, defined as the ratio of 

income before extraordinary items to total assets. Loss is a dummy variable that equals one if 

"&+,-./#&($)&,(4'.$&!$+'-$&$8)-aordinary items is negative in the current and prior fiscal year. 

Financial and Utility are dummy variables that equal one if 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 bond issues. TTM is a 

!'(%/#&),.$-to-.")7-,)3&#)")$%&,(&3$"-#5&"(%&,#&1'#,),9$23&"##'4,")$%&;,)*&"&%$!)&,##7$/#&-,#:6&

Issue Size is the size of a bond issue, defined as the natural logarithm of its initially offered 

par value. The relation between the debt amount issued and credit risk is ambiguous. Larger 

debt issues are generally associated with higher liquidity, and therefore with a lower yield 

spread. However, a large debt issue also implies a higher probability of default for the issuer 

and a higher expected absolute loss for the bondholder. Subordinate is a dummy variable that 

equals one if the bond issue is denoted senior-subordinated. Speculative is a dummy variable 

that is equal to one if the bond issue is below investment grade according to S&P (BBB-) or 

M''%3/#& >P""AB. A 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,L7,%,)3&'+&)*$&+,-./#&%$!)&#$47-,),$#6 

We also account for two variables that have been linked to the dependent variables. 

Union is our proxy for the ability of unions to influence corporate decisions in the interest of 

employees. Unions play a central role in voicing employee interests and in the formulation of 

employment contracts. 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, 2008b). We obtain information on union control from the 

Union Membership and Coverage Database (Hirsch and MacPherson, 2003), which defines it 

as )*$&1$-4$()"0$&'+&;'-:$-#&,(&"&+,-./#&4$(#7#&,(%7#)-3&42"##,+,4"),'(&>DQDB&,(%7#)-355 who 

are covered by unions in their collective bargaining (see, e.g., Connolly et al., 1986; Bronars 

and Deere, 1991). Hirsch and Macpherson (2003) compile the data from the Current 

Population Survey (CPS), which is conducted by the U.S. Census Bureau and the U.S. Bureau 

of Labor Statistics. Matching Union with our samples reduces the bond issue data to 1,793 

                                                 
5 See www.unionstats.com for a conversion of the CIC codes into SIC or NAICS codes. 

http://www.unionstats.com/
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yield spreads and 1,895 bond ratings. We 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 anti-takeover provisions introduced by Gompers, 

Ishii, and Metrick (2003), and serves as our proxy for the rights that shareholders hold within 

the corporate governance structure of a firm. The Gindex ranges from one to 24, where one 

denotes the strongest shareholder rights. Recent governance studies (e.g., Bhojraj and 

Sengupta 2003; Ashbaugh-Skaife et al., 2006) document that cross-sectional variation in 

+,-.#/&credit risk is partially explained by their corporate governance structure. Takeover 

defenses and their impact on the agency cost of debt have received considerable attention in 

studies such as those by Klock et al. (2005); Cremers et al. (2007); Chava et al. (2008). Taken 

as a whole, these studies suggest that creditors favor protection from market control because 

such protection limits the risk of costly takeovers or corporate restructuring. Because 

information on the Gindex is only available for 1995, 1998, 2000, 2002, 2004, and 2006, 

including this control reduces the samples to respectively, 790 yield spreads, 823 bond 

ratings, and 2,421 issuer ratings. We note that we take a conservative approach and do not fill 

the missing years by interpolating information on the Gindex. 

4.4. Summary Statistics 

Table 5 provides summary statistics on the regression variables that are used in our 

analysis of credit risk. For ease of interpretation, we report the variables Spread, Size, and 

Issue Size in real values instead of their logarithms. To control for outliers we winsorize all  

continuous variables at the first and 99th percentile. 

 

***   Insert Table 5 about here (Summary Stats)   *** 

 

The employee relations index has a median score of one, and a sample variation that ranges 

from -4 to eight. Figure 1 illustrates that ERI is evenly distributed. 

 

***   Insert Figure 1 about here (ERI Distribution)   ***  

 

Statistics on the bond issue characteristics confirm that our tests are based on an 

economically meaningful and representative sample. The median Spread is 120 basis points, 

and the mean is 149 basis points. Spread exhibits considerable variation, with a sample range 
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of 9.42% and standard deviation of 104 basis points. The median Bond Rating equals BBB+, 

which corresponds with the reported median issue yield spread and a median maturity of ten 

years. The median bond issue size equals $300 million. Of the 2,265 bond issues, only 2% are 

denoted senior-subordinated debt, and 13% fall into the speculative grade category. The 

spread and rating statistics are consistent with the observation that most issues in the sample 

are senior and investment grade issues. 

The median size of the debt issuing firm is around $13 billion but there is large 

variation in issue size. 

 

***   Insert Table 6 about here (Correlations Matrix)   *** 

 

Table 6 reports )*$& 9"-,"!2$#/ pairwise Pearson product-moment correlations (lower left of 

matrix) and Spearman rank-order correlations (upper right of matrix). We include the rank-

order correlations for the interpretation of the ordinal variables, Bond Rating, ERI, and the 

Gindex. An inspection of the correlations indicates that multicollinearity is not a real concern, 

which is confirmed by additional (unreported) variance inflation factors (VIF) tests, which 

show that the VIFs are all well below the usual critical value of four. A VIF of four implies 

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

multicollinearity. 

These standard correlations provide our first indication that the quality of employee 

relations is negatively related to credit risk, before controlling for the effects of any other 

variables. ERI is negatively correlated with Spread >RS-0.22) and positively correlated with 

Bond Rating >RS@6ATB6&Also, firms with better employee relations tend to be larger in size 

>RS@6A4), $(U'3&"&*,0*$-&1-'+,)"!,2,)3&>RS@6V?B, "(%&,()$-$#)&4'9$-"0$&>RS@6VWB6&H7-)*$-.'-$5&

the correlation between ERI "(%& 7(,'(& 4'()-'2& ,#& ($0"),9$& >RS-0.15), suggesting that the 

influence of unions on corporate strategy is negatively associated with +,-.#/  investments in 

employee relations. 

5. Empirical Analysis 

5.1. Employee Relations and the Cost of Debt 

In our first tests we regress )*$&+,-./#&4'#)& '+&%$!)& '(& '7-&.$"#7-$&'+&)*$&L7"2,)3&'+&

employee relations and control variables. The general model for the cost of debt takes the 

form: 
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),,( sticsCharacteriIssuesticsCharacteriIssuerERIfSpread    (1) 

 

where Spread ,#& )*$& (")7-"2& 2'0"-,)*.& '+& )*$& !'(%& ,##7$/#& 3,$2%& #1-$"%5& "(%&ERI 

%$(')$#&)*$&+,-./#&$.12'3$$&-$2"),'(#&,(%$86&Issuer Characteristics and Issue Characteristics 

refer to the respective sets of control variables.  

We run pooled OLS tests with 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 level. Not clustering the standard errors leads to 

exaggerated t-statistics, because of the persistent nature of several independent variables 

(Petersen, 2008). 

 

***   Insert Table 7 about here (Yield Spreads)   *** 

 

Table 7 reports the multivariate regression results for the cost of debt. Our confidence 

,(&)*$&.'%$2/#&+,)&,#&-$,(+'-4$%&!3&)*$&"%U7#)$%&=X#5&;*,4*&"-$&@6Y?&)'&@6YY6&I*$&4'$++,4,$()#&'+&

the control variables are in general statistically significant under all model specifications, and 

carry signs that are consistent with previous studies. The only exceptions are the variables 

Financial and Utility, whose coefficients do not show their predicted signs, but are 

nevertheless not statistically significant.6 

The results consistently support our hypothesis that firms with better employee 

relations enjoy a lower cost of debt. In Table 7, after controlling for the effects of issuer and 

issue specific determinants of corporate bond spreads, we find that our general model (1a) 

reports a negative and statistically significant loading on ERI. Furthermore, this effect is 

independent from any union effect documented in prior studies (Chen et al., 2008a). Model 

(1b) shows that the ERI coefficient continues to be negative and statistically significant in the 

presence of the Union control variable. Since an extension of the model using the Gindex 

substantially reduces the number of observations, we re-estimate model (1b) using the 

reduced sample in (1c), before augmenting this model with the Gindex in (1d). The purpose of 

this re-estimation 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 with stronger 

employee relations enjoy a lower spread, independent of the corporate governance 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 increase in ERI. The 

                                                 
6 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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estimated decrease in the yield spread associated with a one-point increase in ERI is in the 

order of two to four basis points, depending on the estimated model. The regression 

coefficients for ERI range between -0.0165 and -0.0322. Since Spread is in log-form, the 

coefficients translate into a 1.65-3.22% change in the cost of debt per unit change in the 

employee relations index. Based on a median Spread of 120 basis points, this effect is 

equivalent to an expected decrease of 1.98 to 3.86 basis points, per increase in ERI. We note 

that we use rounding to arrive at our final results.  

Given that the median bond issue size is $300 million, the effect of the decrease 

translates into a $60,000-$120,000 decrease in the annual interest expense per point increase 

in the employee relations index. As the sample range for ERI is 13 (i.e., from -4 to eight), the 

estimated maximum impact of ERI on the cost of debt ranges between 26-50 basis points 

($780,000-$1,500,000), or about 22-42% of the $3.6 million annual median interest expense 

that is payable in excess of the Treasury benchmark rate. 

5.2. Employee Relations and Credit Ratings 

5.2.1. Bond Ratings 

To show the bondholder-risk implications of employee relations, we conduct 

"%%,),'("2&)$#)#&'(&)*$&2,(:&!$);$$(&)*$&L7"2,)3& '+&+,-.#/&$.12'3$$&-$2"),'(#&"(%&)*$,-&!'(%&

ratings. The general model for bond ratings takes the form: 
 

),,( sticsCharacteriIssuesticsCharacteriIssuerERIfRatingBond   (2) 
 

where Bond Rating is the credit rating assigned to a specific bond issue of a firm, and 

the ERI and control variables are almost exactly as defined in model (1). The only difference 

vis-ˆ -vis the yield spread regression is that we exclude the Speculative variable, because its 

information content is inherent in the Bond Rating variable. Due to the ordinal in nature of 

credit ratings, we perform ordered probit regressions with year fixed effects to obtain 

coefficient estimates and corresponding z-statistics. The significance of the coefficients is 

again based on heteroskedasticity robust standard errors that are clustered at the firm level.  

 

***   Insert Table 8 about here (Bond Ratings)   ***  

 

The results in Table 8 show that most coefficients on the control variables are 

statistically significant and have signs consistent with prior studies. Although the coefficient 

on TTM is positive and statistically significant, and therefore not in line 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 hypothesis, all models in Table 8 consistently 

produce positive and statistically significant coefficients on the ERI variable. This finding 

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 economic interpretation of ordered probit regression coefficients in Table 

9 we calculate the marginal effects. The marginal effects predict how a change in the ERI 

translates into the probability of observing a particular bond rating category, while holding the 

other explanatory variables fixed at their means. 

 

***   Insert Table 9 about here (Marginal Effects)   *** 

 

The marginal effects analysis shows that an increase in the ERI reduces the probability 

of being rated BBB or lower, and increases the probability of being rated A or higher: If ERI 

increases by one point, we expect the 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 the connection between employee relations and credit 

risk, we augment our bond ratings analyses with tests in which we use a more comprehensive 

sample of long-term issuer ratings. The general model for the issuer ratings takes the form: 
 

),( sticsCharacteriIssuerERIfRatingIssuer      (3), 

 

Since issuer ratings pertain to the general creditworthiness of a rated entity rather than 

a particular bond issue, Model (3) includes only the firm specific characteristics of the bond 

issuer as control variables. We again perform ordered probit regressions with year fixed 

effects to estimate the Issuer Rating model. 

 

***   Insert Table 10 about here (Issuer Ratings)   *** 

 

Table 10 shows that the coefficients of the control variables remain mostly statistically 

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

statistically significant loadings on the ERI variable, which provides additional support for the 
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idea that stronger employee relations are associated with higher credit ratings and lower credit 

risk.  

Table 11 reports the corresponding marginal effects analysis, which is consistent with 

the results reported in the preceding bond ratings analysis. 

 

***   Insert Table 11 about here (Marginal Effects)   ***  

 

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 and ERI by using a two-stage 

least squares approach, which allows the employee 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 structural yield spread 

equation and partially correlated with the endogenous independent variable. We define the 

,(#)-7.$()& ;$& 7#$& "#& )*$& +,-./#& (7.!$-& '+& $.12'3$$#& "%U7#)$%& +'-& )*$& ,(%7#)-3& "9$-"0$&

number of employees. We base our choice of instrumental variable on the logic that firms 

should become more inclined to properly manage employee relations as they become more 

dependent on human resources. By using industry-adjusted values, we control for the 

possibility that the number of employees in a firm is affected by industry-wide employment 

conditions (e.g., rate of unemployment). 

The (unreported) first-stage regression confirms that the number of employees is 

relevant for the determination of employee relations. Table 12 corroborates our earlier 

findings of a negative relation between ERI and the yield spread. The negative loading on the 

instrumentalized employee relations index, ERI+, remains economically and statistically 

significant.  

 

***   Insert Table 12 about here (IV Two-Stage Regression)   *** 

 

5.3.2. Industry effects 

 Here, we account for possible industry differences that may be driving our outcomes 

for the employee relations index, and extend our models with one-digit SIC industry 

dummies. (We note that the inclusion of the industry dummies requires the removal of the 
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Financial and Utility dummies to avoid multicollinearity problems.) Table 13 shows the 

regression results for the most comprehensive Spread, Bond Rating, and Issuer Rating model.  

 

***   Insert Table 13 about here (Industry Effects)   *** 

 

The control variables are generally significant and carry their expected signs. 

Furthermore, the coefficients on Union become statistically significant. The loading on Union 

in the Spread regression confirms the negative relation that Chen et al. (2008a) report. A 

somewhat surprising result is the negative relation between the Union variable and credit 

ratings. One explanation for this conflicting finding is that strong union control can convey a 

mixed signal to the market: Faleye et al. (2006) document that labor control is associated with 

a reduction in t*$&+,-./# operating risk, as measured by the standard deviation of ROA, and 

lower R&D spending. This relation ,#&4'(#,#)$()& ;,)*&D*$(&$)&"26/# (2008b) view that risk-

averse employees influence management decisions to reduce corporate risk taking, and in 

do,(0& #'& 2';$-& )*$& +,-./#& %$+"72)& -,#:6&By contrast, Faleye et al. demonstrate that labor-

controlled firms deviate more from value maximization, invest less in long-term assets, grow 

more slowly, and exhibit lower labor and total factor productivity than do other firms. The 

latter findings predict an impaired financial outlook for the labor-controlled firm, and thereby 

imply a lower credit standing. Thus, the signal that strong union control conveys may be 

ambiguous. 

Most importantly, the relation between ERI and both Spread and Bond Rating 

continue to be significant after including industry dummy variables. This result indicates that 

)*$&"##'4,"),'(& !$);$$(&)*$&L7"2,)3& '+&+,-./#&$.12'3$$&-$2"),'(#&"(%&)*$,-&4-$%,)&-,#:&,#&(')&

driven by industry differences. Although the ERI coefficient maintains its positive sign in the 

Issuer Rating regression, it is not statistically significant. 

  

5.3.3 ERI Composition. 

Although o7-&.$"#7-$&+'-&)*$&L7"2,)3&'+&$.12'3$$&-$2"),'(#&4'.1-,#$#&Z[\/#&$(),-$&

spectrum of employment-related performance indicators, two of the indicators listed in Table 

3 deserve further attention.  

First, KLD defines the J](,'(&=$2"),'(#K&,(%,4")'-#&"#&1-'8,$#&+'-&)*$&0$($-"2&L7"2,)3&

'+&"&+,-./#&7(,'(&-$2"),'(#5&"(%&evaluates these indicators according )'&)*$&+,-./#&*,#)'-3&'+&

treating unions fairly. Although these indicators do not necessarily provide any clues about 
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the influence that unions exercise '9$-&"&+,-./#&'1$-"),'(#, we cannot rule out the possibility 

that the quality of union relations is correlated with the Union control variable. 

Second, KLD does not detail the performance criteria that it uses to evaluate the 

indicators in the Other category (e.g., Other Diversity Management Strengths). These 

indicators are broadly described as capturing employment-related strengths and concerns 

other than those that KLD explicitly lists in its respective dimensions, and we cannot clearly 

identify what information they comprise. 

^$&)"4:2$&)*$&".!,07,)3&#7--'7(%,(0&)*$&J](,'(&=$2"),'(#K&"(%&JC)*$-K&,(%,4")'-s by 

excluding these categories from the employee relations index and repeating our tests. The 

(unreported) results for the modified ERI are statistically and economically similar to our 

main results.7 Therefore, we conclude that our main findings are not driven by these omitted 

indicators. 

 

5.3.4. Corporate Governance Structure.  

The coefficients on the Gindex control variable are statistically nonsignificant 

throughout our analysis. Bebchuk et al. (2009) argue that only a subset of the governance 

provisions covered by the Gindex are relevant proxies for the takeover defenses of a firm, and 

instead suggest the use of a refined entrenchment index. We repeat our analysis using this 

alternative governance measure, and find that the coefficients on the entrenchment index 

remain statistically nonsignificant.  

One possible explanation for the nonsignificance of the governance measures is that 

ERI is correlated with the entrenchment measures. Pagano and Volpin (2005) argue that if 

management has high private benefits and a small equity stake, then managers and workers 

are natural allies against takeover threats. Managers can entrench themselves by paying higher 

wages and issuing long-term labor contracts, thereby turning workers into effective barriers 

against hostile takeovers as they try protect these benefits. Cronqvist et al. (2009) provide 

empirical evidence that entrenched managers pay their workers higher wages. 

To test whether ERI captures part of an entrenchment effect, we repeat our analysis 

and include the governance variables first, before adding the ERI in a subsequent stage. The 

(unreported) results confirm that neither Gindex nor the entrenchment index are significant 

determinants of credit risk before and after the addition of the ERI. One explanation for the 

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

                                                 
7 All test results for the modified employee relations index are available from the authors on request. 
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the market for corporate control has virtually no effect on investment grade firms, which 

comprise about 87% of our sample. 

Finally, we relax our assumptions on the clustering of the coefficient standard errors, 

and instead cluster them by three-digit SIC codes and CIC industry codes. We find that doing 

so boosts the statistical significance of the observed relation between ERI and our measures of 

credit risk. 

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

The credit risk analyses are consistent with the idea that strong employee relations 

reduce employment-related risks and ,.1-'9$& )*$& +,-./#& +,("(4,"2& *$"2)*. Given that 

litigation, reputation, and other human capital risks are mainly firm-specific in nature, we 

expect that ERI is also negatively associated with other measures of firm risk. To investigate 

)*,#&1'##,!,2,)35& ;$&$#),.")$&-$0-$##,'(& .'%$2#& '+&)*$&+,-./#&cash flow volatility as well as 

alternative stock-based volatility measures (i.e., total equity volatility, systematic risk, and 

idiosyncratic volatility). 

We collect data for 976 firms over the 1995-2006 period using CRSP and Compustat.8 

As our proxy for cash flow volatility, we use th$&#)"(%"-%&%$9,"),'(& '+&)*$&+,-./#&-$)7-(&'(&

assets (! ROA) over the previous 15 quarterly observations. Although the volatility of ROA is 

commonly used in empirical studies, the measurement of ROA is vulnerable to estimation 

errors caused by small-#".12$&,##7$#&>2';&+-$L7$(43&%")"B&"(%&#$(#,),9$&)'&."("0$-#/ latitude. 

Therefore, we extend the cash flow volatility analysis by using tests on the association 

between ERI and risk measures that we base '(&)*$&+,-./#&#)'4:&-$)7-(#6&We estimate these 

market-based measures with higher-frequency data, so they are arguably more reliable than 

accounting-based measures. We define total equity volatility (! RET) as the annual standard 

deviation of daily stock returns. We define systematic risk (" MKT) as the beta coefficient from 

O*"-1$/#&>VNYTB&D"1,)"2&<##$)&E-,4,(0&F'%$2 (CAPM), and estimate it using monthly stock 

returns over the previous five years. We define idiosyncratic volatility (! res) as the standard 

deviation of residuals from the CAPM regression and use it to measure firm-specific equity 

risk. 

Our choice of control variables for the supplementary risk analysis is based on 

previous empirical studies (e.g., Cheung and Ng, 1992; Bushee and Noe, 2000; Ashbaugh et 

al., 2000; Gaspar and Massa, 2006; Kose et al., 2008). We define the variables Union, Size, 

and Leverage identically to those of the preceding analyses. I'!,(/#& _  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 th$& +,-./#& ."-:$)& 9"27$& '+& "##$)#& >%")"VWV`%")"?ab%")"VNN`%")"V@-data35) 

divided by total assets (data6). We define Profit as operating income (data13) divided by total 

assets; and define Total payout as dividends (data19+data21+data127) plus repurchases 

(data115) divided by total assets. We measure Invest by the natural logarithm of capital 

expenditure (data128) divided by net property, plant, and equipment (data8). Business 

Concentration is the natural logarithm of a Herfindahl Index measuring the concentration of a 

+,-./#& #"2$#&(data12) across its business segments. HHI is the natural logarithm of the 

Herfindahl-c,-#4*."(& Q(%$8& '+& #"2$#& 4'(4$()-"),'(& ,(& )*$& +,-./#& )*-$$-digit SIC industry. 

Sales Beta is the slope from the time-series regression of annual changes in log industry net 

sales (using quarterly three-digit SIC code level data) on log GDP growth over the same 

period. Nasdaq is a dummy variable that equals one if the firm trades on Nasdaq, and zero 

otherwise. Sales Growth is the annual change in the natural logarithm of sales. Productivity is 

defined as the ratio of sales over total assets. 

To estimate the association between the quality of employee relations and the risk 

measures, we run pooled OLS tests with year and industry fixed effects. 

 

***   I nsert Table 14 about here (Risk Analysis)   *** 

 

 Table 14 shows that the coefficients for the control variables are generally significant 

and that they carry their expected signs across all models. Moreover, the factor loadings on 

the Union control variable are negative and significant in the cash flow risk and idiosyncratic 

risk regressions, which is consistent with earlier predictions by Chen et al. (2008a) and Faleye 

et al. (2006). 

The effect of ERI on cash flow volatility is negative as expected, but not statistically 

significant. When we consider market-based risk measures, we find that the ERI coefficient 

primarily relates to idiosyncratic equity risk. The corresponding negative coefficient implies 

that stronger employee relations reduce the uncertainty about expected cash flows, which is 

"##'4,")$%&;,)*&"&+,-./#&,%,'#3(4-"),4&-,#:&>d-,(!2"))&"(%&I,)."(5&VNNWB6&^$&(')$&)*")&;*$(&

standard errors are clustered at the SIC or CIC industry level (not reported here), we obtain a 

significantly negative coefficient on ERI in both the cash flow risk and idiosyncratic risk 

regression. The relation between ERI and, respectively, total equity risk as well as systematic 

risk remains statistically insignificant.  

These results are consistent with our conjecture that stronger employee relations 

reduce firm specific risks. Finding that ERI relates negatively to firm-specific equity risk is 



 - 21 - 

consistent with the view that better employee relations mitigate litigation and reputational 

risks, among other, because these types of risk are known to affect idiosyncratic volatility. In 

turn, idiosyncratic volatility has been associated positively with the yield spread on corporate 

!'(%#& !3& D".1!$22& "(%& I":#2$-& >?@@AB6& P7,2%,(0& '(& F$-)'(/#& >VNeTB& !'(%& 1-,4,(0&

framework, the authors 4'(+,-.&)*")&*,0*$-&$L7,)3&9'2"),2,)3&,(4-$"#$#&)*$&+,-./#&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 Taksler (2003) also point out 

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 that human capital management affects a 

+,-./#&credit risk. We develop a measure for the quality of employee relations for a large 

cross-section of U.S. firms, and find that firms with stronger employee relations have a lower 

cost of debt financing, higher credit ratings, and lower firm-specific risk. These findings are 

robust to a host of control variables and alternative model specifications. Our results support 

the theory that adequate management of employee relations improves )*$& +,-./#& 4-$%,)&

standing by reducing various firm-specific risks that affect the level and stability of expected 

cash flows, and which cannot easily be diversified away by bondholders. 

The results of this study have important practical implications. Information about 

+,-.#/& $.12'3$$& -$2"),'(#& ,#& (')& $"#,23& '!)",($%& ;,)*'7)&consulting external research 

providers, who are costly. Their ability to provide information about employee relations that 

explains variation in credit risk makes a case for rethinking 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 from doing a better job of disclosing their employment practices to bondholders, since 

doing so helps to attract capital at more favorable rates. 
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Tables and Figures 

Table 1 

Types of civil r ights complaints (involving private suits) filed in U.S. district courts, 1990-2006a 
 

              

              

Year Total Employment Voting Housing Welfare Otherb 
             

              

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 1990-2000. 
 

!6&O1$4,+,4&)31$#&'+&4,9,2&-,0*)#&4"#$#&;,)*,(&)*$&J')*$-K&4")$0'-3&4"((')&!$&%,#),(07,#*$%6 
 

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). 
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Table 2 

The Employee Relations Index (ERI) 

This table lists the employment related performance indicators that we use to construct our measure of 
"&+,-./#&$.12'3$$&-$2"),'(#&L7"2,)36&We collect information on these qualitative indicators from the 
Employee Relations and Diversity %,.$(#,'(#& '+& Z[\/#& OI<IO& %")"!"#$6& E"($2& <& 2,#)#& )*$&
performance strength indicators for both dimensions. Panel B reports their performance concern 
indicators. If a firm displays a respective strength or concern, KLD assigns a value between zero or 
one to the corresponding indicator, where G$-'& %$(')$#& J('& 4'(4$-(k#)-$(0)*K& "(%& '(e denotes a 
J4'(4$-(k#)-$(0)*K6& I*$& $.12'3$$& -$2"),'(#& ,(%$8& >ERI) equals the difference between the total 
number of strengths and the total number of concerns.  
Source: www.kld.com.  
 

    

  

Panel A: Performance Strength Indicators 
    

  

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

  

Promotion The company has made notable progress in the promotion of 
women and minorities, particularly to line positions with profit-
and-loss responsibilities in the corporation. 

  

Board of Directors Women, minorities, and/or the disabled hold four seats or more 
(with no double counting) on the board of directors, or one third 
or more of the board seats if the board numbers less than 12. 

  

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

  

Women & Minority Contracting The company does at least 5% of its subcontracting, or 
otherwise has a demonstrably strong record on purchasing or 
contracting, with women and/or minority-owned businesses. 

  

Employment of Disabled The company has implemented innovative hiring programs; 
other innovative human resource programs for the disabled, or 
otherwise 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 provides 
benefits to the domestic partners of its employees. 

  

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

  

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

  

Cash Profit Sharing The company has a cash profit-sharing program through which 
it has recently made distributions to a majority of its workforce. 

  

Employee Involvement The company strongly encourages worker involvement and/or 
ownership through stock options available to a majority of its 
employees; gain sharing, stock ownership, sharing of financial 
information, or participation in management decision-making. 

  

Retirement Benefits Strength The company has a notably strong retirement benefits program. 
  

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. 

  

http://www.kld.com/
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Table 2 (continued) 

The Employee Relations Index (ERI) 
 

    

  

Panel B: Performance Concern Indicators 
    

  

Diversity Management 
Controversies 

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 related to affirmative action issues. 

  

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

  

Other Diversity Management 
Concerns 

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

  

Union Relations The company has a history of notably poor union relations. 
  

Workforce Reductions The company has made significant reductions in its workforce in recent years. 
  

Retirement Benefits Concern The company has either a substantially underfunded defined benefit pension plan, or 
an inadequate retirement benefits program. 

  

Health and Safety Concern The company recently has either paid substantial fines or civil penalties for willful 
violations of employee health and safety standards, or has been otherwise involved in 
major health and safety controversies. 

  

Other Employee Relations 
Concerns 

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

  

 

 

 

Figure 1 

Distribution of the Employee Relations Index (ERI) 
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Table 3 

Recoding Credit Rating Classifications 

We standardize the multiple bond and issuer rating classifications according to the rating schedule 
presented in Panel A. We base Bond Ratings on equally ;$,0*)$%& F''%3/#& "(%&S&P bond issue 
ratings collected from Mergent FISD (Columns 1-2), and Issuer Ratings '(&OME/#&2'(0-term domestic 
issuer ratings as compiled by Compustat (Column 3). Column 4 lists t*$&OME&"(%&F''%3/#&-"),(0#, 
which we collapse into seven categories ranging from one (lowest creditworthiness) to seven (highest 
credit-worthiness). This approach follows Ashbaugh-Skaife et al. (2006). Debt to which we assign a 
rating category of one to three (i.e. below BBB-) constitutes speculative grade debt, and that between 
four and seven represents investment grade debt. Panel B presents summary statistics of the recoded 
Bond Rating and Issuer Rating distributions. 
 

          

          

Panel A: Recoding Schedule for Rating Categories 
          

          

Moody's Rating S&P Rating 
Compustat 
(data280) 

Assigned 
Rating Code Rating Grade 

          

     

Aaa AAA  2 7 Investment 
Aa1 AA+ 4 6 Investment 
Aa2 AA 5 6 Investment 
Aa3 AA- 6 6 Investment 
A1 A+ 7 5 Investment 
A2 A 8 5 Investment 
A3 A- 9 5 Investment 

Baa1 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 

Caa1 CCC+ 19 1 Speculative 
Caa2 CCC 20 1 Speculative 
Caa3 CCC- 21 1 Speculative 
Ca CC 23 1 Speculative 
C D, SD 27, 29 1 Speculative 

          
          

Panel B: Distr ibutions of Bond and Issuer Ratings 
          

          

Assigned  
Rating Category 

Bond Rating Issuer Rating 
Freq. % Freq. % 

     

     

     7    (AAA) 32 1.41 42 0.75 
     6    (AA+ to AA-) 189 8.34 943 16.94 
     5    (A+ to A-) 826 36.47 1,495 26.85 
     4    (BBB+ to BBB-) 916 40.44 1,624 29.17 
     3    (BB+ to BB-) 229 10.11 1,223 21.96 
     2    (B+ to B-) 63 2.78 181 3.25 
     1    (CCC+ to D) 10 0.44 60 1.08 
          

Total 2,265 100 5,568 100 
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Table 4 

Variable Definitions 

This table describes the test and control variables of the analysis. Column 1 reports the variable 
categories, names, and data sources. Column 2 lists their predicted relation with the dependent 
variables, the cost of debt (Spread) and credit ratings (Bond Rating, Issuer Rating), respectively. 
Column 3 provides variable definitions, and Column 4 denotes the data items or categories used within 
each data source.  
 

       

       

Variables 
Predicted Sign 
Spread/Ratings Definition Data Items 

       

       

Employee Relations Index (Source: KLD Stats) 
     ERI - / + Performance strength indicators - 

performance concern indicators 
Employee Relations, 

Diversity 
       

Issuer Specific Controls (Source: Compustat North America) 
     Leverage + / - Total liabilities / total assets (data181/data6)*100 

     Size - / + Natural logarithm of total assets. ln(data6) 

     Capital Intensity - / + Gross property, plant & equipment / total assets (data7/data6)*100 

     Interest Coverage - / + Operating income before depreciation / interest 
expense 

data13/(data15 or data339) 

     Return on Assets - / + Income before extraordinary items / total assets (data18/data6)*100 

     Loss + / - Equal to one if the net income before extraordinary 
items is negative in current and prior fiscal year, 
otherwise zero. 

data18 

     Financial - / + Equal to one if firm classifies as financial firm, 
otherwise zero. 

one-digit SIC = 6 

     Utility  - / + Equal to one if firm classifies as utility, otherwise 
zero. 

two-digit SIC = 49 

       

Issue Specific Controls (Source: Mergent FISD) 
     TTM + / - Time-to-maturity, the time until expiration of the 

bond contract. 
offering_date ; maturity 

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

offering_amt 

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

security_level 

     Speculative + / - Equal to one if firm has subordinated debt, 
otherwise zero. 

Rating 

       

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

- / + Measure of the number of governance provisions 
that limit )*$&-,0*)#&'+&)*$&+,-./#&#*"-$*'2%$-#&
(Gompers, Ishii, and Metrick, 2003). 

Governance Index 

     Union 
 

- / + Percentage of workers in a CIC industry, who are 
covered by unions in their collective bargaining. 

%Cov 
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Table 5 

Summary Statistics !  Credit Risk Analysis 

This table provides summary statistics of the regression variables used in our yield spread and credit 
rating analyses for the 1995-2006 period. We note that we report log-transformed variables (i.e., 
Spread, Size, Issue Size) in real values for ease of interpretation. ERI is the employee relations index. 
Spread is the issue yield spread expressed in basis points, defined as the natural logarithm of the 
%,++$-$(4$&!$);$$(&"(&,##7$/#&'++$-,(0&3,$2%&"(%&)*$&3,$2%&'+&,)#&!$(4*."-:&)reasury issue. Bond Rating 
is the issue-specific credit rating, defined as the average of OME& "(%& F''%3/#&issued ratings. We 
define Issuer Rating as the S&P long-term domestic issuer rating, Leverage as the ratio of total 
liabilities to total assets, Size as the natural logarithm of total assets, Capital Intensity as the ratio of 
fixed assets to total assets, and Interest Coverage as operating income before depreciation divided by 
interest expense. ROA is the ratio of income before extraordinary items to total assets. Loss is a 
dummy variable that equals one ,+&"&+,-./#&($)&,(4'.$&!$+'-$&$8)-"'-%,("-3&,)$.#&,#&($0"),9$&,(&)*$&
current and prior fiscal year and zero otherwise. Financial and Utility are dummy variables that equal 
one if a firm operates in the financial or utility sector, respectively, and zero otherwise. TTM is the 
,##7$/#&),.$&)'&.")7-,)3&#)")$%&,(&3$"-#. Issue Size is the size of a bond issue, defined as the natural 
logarithm of its initially offered par value. Subordinate is a dummy variable that equals 1 if the bond 
issue is denoted senior-subordinated. Speculative is a dummy variable that is equal to one if the issued 
debt is of speculative grade and zero otherwise. We define Union as the percentage of workers in the 
+,-./#&DQD&,(%7#)-3&)*") are covered by unions in their collective bargaining. Gindex is a governance 
index that measures shareholder rights/takeover defenses, which is available for the years 1995, 1998, 
2000, 2002, 2004, and 2006. We winsorize all continuous variables at the 1st and 99th 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 

             

Issuer Specific Controls            
Leverage (in %) 2,265 69.35 15.12 68.38 36.08 123.09 
Size (in BM$) 2,265 39.09 93.17 12.92 0.28 979.41 
Capital Intensity (in %) 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 

             

Issue 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  (in %) 1,895 15.98 16.22 10.20 0 75.3 
Gindex 823 9.92 2.43 10 3 17 
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Table 6 

Correlations Matrix 

This table provides the correlation statistics (RB for the model variables. The lower left-hand part of the matrix reports pairwise Pearson product-moment 
correlations, while the upper right-hand part reports Spearman rank-order correlations. Coefficients at or below the 1% significance level are printed in bold. 

 
                     

                                      

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

                                      

(A) ERI     -0.22 0.34 0.05 0.34 -0.07 0.18 0.12 -0.03 0.12 0.04 -0.02 0.23 0.00 -0.16 -0.15 0.03 
(B) Spread   -0.24   -0.63 0.21 -0.20 0.01 -0.51 -0.38 0.20 -0.08 0.14 0.08 0.05 0.08 0.47 -0.01 0.06 
(C) Bond Rating   0.35 -0.65   -0.11 0.26 -0.07 0.47 0.35 -0.17 0.18 -0.10 0.05 0.03 -0.06 -0.64 -0.16 -0.02 
( (D) Leverage   0.03 0.22 -0.15   0.23 -0.04 -0.41 -0.41 0.12 0.26 0.17 0.03 0.11 0.14 0.14 0.01 -0.04 
(E) Size   0.35 -0.22 0.32 0.24   -0.17 0.01 -0.18 -0.04 0.34 -0.01 0.05 0.58 0.04 -0.18 -0.10 -0.14 
(F) Capital Intensity   -0.11 0.02 -0.07 -0.02 -0.23   -0.10 0.11 0.02 -0.56 0.29 0.11 -0.15 -0.14 0.02 0.38 0.04 
(G) Interest Coverage   0.22 -0.41 0.40 -0.33 0.06 -0.17   0.66 -0.22 0.13 -0.30 0.05 -0.03 -0.21 -0.33 -0.16 -0.04 
(H) ROA   0.11 -0.40 0.36 -0.35 -0.14 0.07 0.51   -0.26 -0.21 -0.24 0.07 -0.11 -0.14 -0.18 -0.05 -0.04 
(I) Loss   0.01 0.25 -0.21 0.12 -0.04 0.02 -0.13 -0.34   -0.04 -0.05 -0.06 0.03 0.04 0.23 -0.01 -0.07 
(J) Financial   0.09 -0.06 0.17 0.27 0.42 -0.54 0.12 -0.16 -0.04   -0.12 0.03 0.11 0.16 -0.14 -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) TTM   0.00 0.03 0.13 0.00 0.03 0.11 -0.01 0.07 -0.08 0.01 -0.04   -0.05 0.02 -0.04 0.11 0.05 
(M) Issue Size   0.26 0.01 0.05 0.03 0.47 -0.13 0.13 -0.04 0.00 0.03 -0.01 -0.05   0.07 0.03 -0.16 -0.09 
(N) Subordinate   -0.02 0.10 -0.14 0.11 0.09 -0.13 -0.11 -0.09 0.03 0.13 -0.05 -0.04 0.06   0.13 -0.10 0.00 
(O) Speculative   -0.16 0.48 -0.69 0.15 -0.18 0.04 -0.24 -0.19 0.22 -0.14 -0.06 -0.12 0.03 0.16   0.11 -0.12 
(P) Union   -0.17 0.02 -0.14 0.05 -0.04 0.45 -0.24 -0.11 -0.03 -0.29 0.08 0.09 -0.11 -0.08 0.03   0.08 
(Q) Gindex   -0.03 0.06 0.00 -0.05 -0.15 0.06 -0.10 -0.04 -0.06 -0.03 0.04 0.06 -0.08 -0.01 -0.12 0.06   
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Table 7 

Employee Relations and Yield Spreads 

This table reports on pooled OLS tests of the log-transformed yield spread (Spread) on the employee 
relations index (ERI), an array of issuer and issue specific control variables, and year effects. We 
extend the general model to account for the level of union control (Union) and the governance 
structure of the firm (Gindex). To ensure that the reduction in sample size caused by the inclusion of 
Gindex does not drive the results, we regress Spread on the employee relations index using the limited 
sample (model (1c)), before including Gindex in model (1d). 
 

          

         

Spread (1a) (1b) (1c) (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  0.0451 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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 Table 8 

Employee Relations and Bond Ratings 

This table reports on ordered probit regressions of equally ;$,0*)$%&OME&"(%&F''%3/#&-"),(0#&>Bond 
Rating) on the employee relations index (ERI), an array of issuer and issue specific determinants, and 
year effects. We extend the general model with union control (Union) and the governance index 
(Gindex). To ensure that the reduction in sample size caused by the inclusion of Gindex does not drive 
the results, we regress Bond Rating on the employee relations index using the limited sample (model 
(2c)) before including the Gindex in model (2d). 
 

          

          

Bond Rating (2a) (2b) (2c) (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) 
TTM 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 
lX 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 
          

          

*** 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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Table 9 

Marginal Effects Analysis - Bond Ratings 

This tables reports the marginal effects for the bond rating analysis (model 2d) presented in Table 9. 
The marginal effects are nonlinear functions of the parameter estimates and the levels of the 
explanatory variables, i.e., they estimate the probability of a firm being ranked in a particular bond 
rating category (AAA, AA, AA, BBB, BB, B, or CCC-D) 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 -0.0009** -0.0138*** -0.0296** 0.0369*** 0.0073** 0.0001 

  (-0.83) (-2.07) (-2.71) (-2.47) (2.72) (2.12) (1.22) 

Union 0.0000 0.0001 0.0008 0.0016 -0.0020 -0.0004 -0.0000 

  (0.68) (1.27) (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 

  (-0.43) (-0.49) (-0.48) (-0.49) (0.48) (0.49) (0.44) 
Leverage 0.0000 0.0001 0.0012* 0.0025* -0.0031* -0.0006* -0.0000 

  (0.81) (1.53) (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 

  (-0.84) (-2.49) (-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 

  (-0.44) (-0.50) (-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 

  (-0.80) (-2.06) (-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 

  (-0.84) (-2.15) (-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 

  (0.28) (0.31) (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) (-1.47) (-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) (1.55) (1.71) (1.94) (-1.89) (-1.79) (-1.02) 
Subordinated+ 0.0014 0.0361 0.2215** 0.0561 -0.2867*** -0.0280*** -0.0003 

  (0.77) (1.14) (2.04) (0.71) (-4.13) (-3.22) (-1.20) 

Financial+ -0.0000 -0.0029* -0.0534** -0.1813* 0.1777** 0.0582 0.0017 

  (-0.80) (-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) (-1.71) (-2.02) (-1.66) (1.96) (1.27) (0.79) 
                

                

*** p<0.01, ** p<0.05, * p<0.1             
+ dy/dx is for discrete change of dummy variable from 0 to 1         
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Table 10 

Employee Relations and Issuer Ratings 

This table reports results for the additional test of the association between the quality of employee 
relations and credit ratings. We implement ordered probit regressions of S&P long-term domestic 
issuer ratings (Issuer Rating) on the employee relations index (ERI), while controlling for a set of 
issuer specific determinants and year effects. We extend the general model with union control (Union) 
and the governance index (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 sample size caused by 
the inclusion of Gindex does not drive our results, we regress Issuer Rating on the employee relations 
index using the limited sample, model (3c), before including the Gindex in model (3d). We note that 
Subordinated here denotes a dummy variable that equals one if a firm holds subordinated debt 
(data80) in its capital structure, and zero otherwise. 
 

          

          

Issuer Rating (3a) (3b) (3c) (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 
lX 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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Table 11 

Marginal Effects Analysis - Issuer Ratings 

This table reports the marginal effects for the issuer rating analysis (model 3d) presented in Table 11. 
The marginal effects are nonlinear functions of the parameter estimates and the levels of the 
explanatory variables, i.e., they estimate the probability of a firm being ranked in a particular bond 
rating category (AAA, AA, AA, BBB, BB, B, or CCC-D) 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**  0.0013**  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 0.0505* 0.0687**  -0.0356 -0.0771**  -0.0063**  -0.0007 

  (1.15) (1.84) (2.46) (-1.57) (-2.52) (-2.41) (-1.46) 

Subordinated+ 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) 

Financial+ -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             
+ dy/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 (2nd Stage) 

Reported are the second-stage results for the two-stage least squares (2SLS) tests. We implement 
instrumental variable regressions of the log-transformed yield spread (Spread) on the instrumented 
employee relations index (ERI+), while controlling for an array of issuer and issue specific 
determinants and for year effects. We compute the instrumental variable as the ratio of the number of 
employees in the firm (data29) divided by the average num!$-&'+&$.12'3$$#&,(&)*$&+,-./#&three-digit 
SIC industry. Consistent with our previous tests, we gradually extend the general model to account for 
the level of union control (Union) and the governance structure of the firm (Gindex). 
 

          

          

Spread (1a+) (1b+) (1c+) (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) 
TTM 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*** 0.5851*** 
  (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 lX 2,389.85 1,475.90 585.91 654.25 
Observations 2,106 1,758 767 767 
          

          

*** 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 

 



 

 - 42 - 

Table 13 

Employee Relations and Credit Risk !  Industry Fixed Effects 

This table shows the regression results of the most comprehensive Spread, Bond Rating, and Issuer 
Rating model (i.e., 1d, 2d, 3d), which we extend by using industry effects at the one-digit SIC level. 
We implement pooled OLS tests for the Spread model and ordered probit regressions for both credit 
rating categories, on the employee relations index (ERI) and an array of issuer and issue specific 
control variables, and for 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) 
TTM 0.0125*** 0.0078*  
  (8.26) (1.91)  
Issue size -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 
lX - 164.20 509.97 
Log-Likelihood - -854.30 -2,917.06 
Observations 790 823 2,421 
    

    

*** p<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 reports pooled OLS test results for the association between the employee relation index 
(ERIB&"(%&.$"#7-$#&+'-&)*$&+,-./#&4"#*&+2';&and equity risk. We define Cash Flow Risk as the standard 
deviation of ROA using the previous 15 quarterly observations. Total Equity Risk is the annual 
standard deviation of daily stock returns. Systematic Risk is the factor loading derived from a time-
#$-,$#& -$0-$##,'(& '+& )*$& +,-./#& #)'4:& -$)7-(& '(& )*$& -$)7-(& '(& )*$& D=OE& 9alue-weighted U.S. stock 
portfolio, using daily returns over the previous 60 months. Idiosyncratic Risk is standard deviation of 
residuals from the regression. Union as the percentage of workers covered by unions ,(&)*$&+,-./# CIC 
industry, Leverage as the ratio of total liabilities to total assets, Size as the natural logarithm of total 
assets, Profit as operating income divided by total assets, and Total payout as dividends plus 
repurchases divided by total assets. Invest is the natural logarithm of capital expenditure divided by net 
property, plant, and equipment. Business Concentration is the natural logarithm of a Herfindahl Index 
.$"#7-,(0& )*$& 4'(4$()-"),'(& '+& "& +,-./#& #"2$#&across its business segments. HHI is the natural 
logarithm of the Herfindahl-H,-#4*."(& Q(%$8& '+& #"2$#& 4'(4$()-"),'(& ,(& )*$& +,-./#& )*-$$-digit SIC 
industry. Sales Beta ,#&)*$&4342,4"2,)3&'+&-$9$(7$#&,(&)*$&+,-./#&)*-$$-digit SIC industry, using quarterly 
data as slope from the full-sample time-series regression of changes in log industry net sales over the 
one-year period on log GDP growth over the same period. Nasdaq is a dummy variable that equals one 
if the firm trades on Nasdaq, and zero otherwise. Sales Growth is the annual change in the natural 
logarithm of sales. Productivity is defined as the ratio of sales over total assets.  
 

          

          

 
Cash Flow 
Risk 

Total 
Risk 

Idiosyncratic 
Risk 

Systematic 
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) 
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 
          

          

*** 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  

 
 


