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Research Overview 

•  Context 

–  Non‐financial stakeholders 
–  Human capital, employee relaGons 
–  Bondholder wealth 

•  Objec+ve 

  “Does the firm‘s employee rela:ons relate to bondholder risk?“ 

•  Results 

–  Bondholder risk negaGvely associated with employee relaGons 

–  Employee relaGons is negaGvely related to yield spreads and credit raGngs 

–  NegaGve relaGon with non‐systemaGc stock risk; negaGve but non‐significant 
relaGon with systemaGc risk and cash flow risk 
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Role of Employee RelaGons: MoGvaGon 

•  Rise of human capital in today‘s business environment 
–  Changing nature of the firm 

–  (e.g., Zingales, 2000) 

•  Literature has reached no consensus about relevance of employment issues to 
financial stakeholders 

•  Employee relaGons:  “firm’s policies and prac:ces aimed at resolving the conflicts 
inherent in the employment rela:onship and gaining the commitment of 
employees, in order to achieve organiza:onal goals and objec:ves” 

•  Related point: growing awareness for CSR, which typically includes employment 
issues 

•  Why debt? 
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MoGvaGon 

•  Debt is primary means of corporate financing 
–  New corporate securiGes issued 2001‐2006 (in MM$)  

•  Anecdotal evidence suggests employee relaGons a]racts a]enGon from creditors 

–  Basel II (OperaGonal Risk: V. A. 644; Annex 9) 
  “Informa:on on employment prac:ces & policies maHer to creditors” 

•  Chen et al. (2008), Employees’ and bondholders’ interests may be parGcularly aligned 
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Theory: Labor as Source of FricGons 
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• SGcky wages 
• Costly layoffs 
• Costly restructuring 

• OperaGng leverage 
• OperaGng inflexibility 

• Costly adjusGng capital 
(physical &labor) 

Costly capital adjustment & 
reduced flexibility increase risk 

Theory: Labor as Source of FricGons 
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“External” “Internal”: employee relations 

• SGcky wages 
• Costly layoffs 
• Costly restructuring 

•  Long‐term pay contracts 
• “Excess” pay  by CEO 
• (Longterm employment) 

•  Training / developing  
•  Work environment 
•  Diversity 

• OperaGng leverage 
• OperaGng inflexibility 

• Costly adjusGng capital 
(physical &labor) 

• Manager’s non‐pecuniary benefits: loyalty 
• Costly to renege employment/wage contracts 

• Manager‐worker anG‐takeover alliance  

Costly capital adjustment & 
reduced flexibility increase risk 

Theory: Labor as Source of FricGons 

Monetary Non-pecuniary 



8 

PAGANO & Volpin (Journal of Finance, 2005) 

“… even when…long-term labor contract an ineffective takeover 
deterrent…management can count on employees to act in their 
defense against raiders.”… 

” workers can take industrial or political action to oppose 
takeovers. Employees’ lobbying against a change in control is 
complementary to long-term contracts as a takeover deterrent.” 



Related studies 

–  Costly capital changes and layoffs, sGcky wages, reduced operaGng flexiblity. 
Has been tested with unions (Chen et al., 2008) 

–  Manager‐employee relaGon => implicit takeover defense (Pagano & Volpin, 
JF2005). Theory by study on employee stock opGon plans (Rauh, 2006) 

–  Managers have incenGve to provide excess pay to workers to extract non‐
pecuniary benefits (Cronqvist et al., 2009), such as loyalty towards manager. 

–  Costly capital change and operaGng inflexbility have been linked to risk borne 
by investors (e.g., Rubinstein, 1973; Booth, 1991; Cooper et al., 2006) 

–  Bondholder risk? 
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Employee Relations for Work Motivation and Risk Reduction 

•  Money useful to saGsfy  physical 
need (food, shelter, etc) 
•  Therefore, useful to limited extent 

•  Employees value recogniGon, 
atmosphere, self‐esteem, safety, rights 
•  Can’t be bought externally with cash 

•  Increased working effort, higher producGvity 
•  Loyalty reduces risk due to mobility of human capital 
•  Avoids costly liGgaGon and reputaGon damage 
•  Avoid cash drain, even beginning of financial distress 

Higher expected future cash flow 
Lower risk (e.g. distress) 

Theory: Advantage Through People 

Monetary : extrinsic motivator Non-pecuniary: intrinsic motivator 



Theory: Be]er Performance, Lower Risk 

•  Human capital evolved into a key compe++ve asset in business (Pfeffer, 1996) 

–  Proper management of employees is in interest of financial stakeholders. 

–  Strong employee relaGons: beyond tradiGonal output‐based incenGve systems. 
Achieving more working effort and loyalty from employees through intrinsic 
moGvators, such as job saGsfacGon (e.g., Akerlof, 1982). 

–  Prevents possible costly liGgaGons that create direct costs such as damages 
and legal fees, and indirect costs such as reputaGon loss 

–  Risks are heightened mobility of employees; able to withdraw investment that 
the firm makes in human capital 

–  Prevent drains on cash balance that could even mark onset of financial distress 
(Kane et al., 2005). 
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OperaGonal Risk 

•  Basel CommiJee on Banking Supervision (2006) 

•  Employment PracGces and Workplace Safety (p.305): 

 "Losses arising from acts inconsistent with employment, health or safety laws 
or agreements, from payment of personal injury claims, or from diversity / 
discrimina:on events." 

‐  Employee RelaGons (e.g. compensaGon, benefit, terminaGon issues, organized labor
 acGviGes) 

‐  Safe Environment (e.g. general liability, employee health & safety rules events, workers
 compensaGon) 

‐  Diversity & DiscriminaGon (all discriminaGon types) 

  Employment‐related law suits consGtute more than 50% of civil rights complaints
 filed at U.S. District Courts 
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Employee LiGgaGon 

•  Employment related law suits consGtute more than 50% of total claims 
•  Not covered: court proceedings at state level, EEOC cases 
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Types of civil rights complaints (involving private suits) filed in U.S. district courts, 1990-2006a 



Employee LiGgaGon (2) 
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Plaintiff Winners and Awards in Civil Rights Complaints 
Terminated by Trial in U.S. District Courts, 1990-2000a 



Employee RelaGons, Empirical Evidence 

•  Work policies & pracGces  

–  Lower employee turnover 

–  Higher producGvity, profitability & firm value 
–  Higher short and long‐term accounGng performance 

‐  Huselid (1995), Ichnioski, Shaw & Prennushi (1997), Ichnioski & Shaw (1999),  
Faleye & Trahan (2006) 

•  Employee relaGons/saGsfacGon 

–  Stock return outperformance 
‐  Filbeck & Preece (2003), Faleye & Trahan (2006), Kempf & Osthoff (2007),  

Edmans (2009) 

•  Bondholder wealth 

–  Union control (Chen, Kacperczyk & OrGz‐Molina, 2007) 

–  Employee relaGons lowers probability of financial distress (Kane, Velury & Ruf, 
2005) 
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Essence of Tests So Far 

•  TesGng relaGon between employee relaGons index (ERI) derived from KLD and 

–   Yield Speads (at Bond Issue)  
–  Bond Issue RaGngs 
–  Issuer Long‐Term Credit RaGng 

–  Controlling for Union power (Chen, Kacperczyk & OrGz‐Molina, 2007) 

–  Controlling for anG‐takeover provisions  

•  TesGng relaGon ERI and various measures of risk 

–  Cash flow risk (St. Dev. of Retun on Assets – ROA) 
–  Total Stock Risk 
–  SystemaGc and Non‐SystemaGc Risk (CAPM) 
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Data & Methodology 

•  U.S. Firms (1995‐2006) 

•  Annual Employee RelaGons Index (ERI) 
–  Engagement in employment‐related policies & pracGces 

•  KLD STATS 

•  Credit Risk Proxies 
–  Yield Spreads, Bond RaGngs, Issuer RaGngs 

•  Mergent FISD, Compustat 

•  Control Variables 
–  Issue & Issuer characterisGcs 

–  Union control, Governance Index 
•  Compustat, UMCD, RiskMetrics 
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Employee RelaGons Index 

•  KLD STATS database 

–  Approx 500 public U.S. firms Gll 2001 
–  1000 U.S. firms between 2001 and 2003 
–  3000 U.S. firms aver 2003 

•  Annual employment‐related indicators from KLD dimensions 

–  “Employee RelaGons” 
–  “Diversity” Management 

•  Performance strength & concern indicators {0;2} 

–  0 = no strength/concern 
–  1 = strength/concern 
–  2 = significant strength/concern 

  Employee Rela0ons Index (ERI) = Strengths ‐ concerns 
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–    

  Stronger employee relaGons ‐ lower cost of debt financing 

  Annual 2‐4 basis points decrease per unit in ERI (max. 50 bp) 

Yield Spread Regressions 
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–    

  Stronger employee relaGons ‐ higher bond raGngs 

Bond RaGng Regressions 
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–    

  Stronger employee relaGons – higher long‐term issuer raGngs 

Issuer RaGng Regressions 
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–    

  Instrument:  #Employees Firm / Avg. #Employees Industry (3‐digit SIC Code) 

Controlling for Endogeneity (2SLS) 
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  Stronger employee relaGons, lower firm‐specific risk 

Cash Flow and Equity Risk 
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Conclusion 

•  Firm’s commitment to employee relaGons associated with lower bondholder risk 

–  Effect on cost of debt economically meaningful: 2‐4 basis points 

•  Stronger employee relaGons associated with lower firm‐specific risk 

•  Empirically, “fricGon” effect does not outweigh “risk‐reducGon” effect 

•  Future research for further idenGficaGon: 

–  AlternaGve measures of operaGng flexibility 

–  Explicit disGncGon between monetary and non‐monetary employment pracGces 

–  Studying takeover probability 
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Appendix 
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KLD Performance “Strength” Indicators 
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Union Relations The company has taken exceptional steps to treat its unionized workforce fairly. 

No-Layoff Policy The company has maintained a consistent no-layoff policy. KLD has not assigned 
strengths for this issue since 1994. 

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 decisionmaking. 

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 Employee Relations Strength The company has strong employee relations initiatives not covered by other KLD ratings. 



KLD Performance “Strength” Indicators (2) 
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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 toward 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. 



KLD Performance “Concern” Indicators 
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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 under funded 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 

Controversies 

Non-Representation 

Other Diversity Management Concerns 

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

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. 

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

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



Sample DistribuGon of the ERI 
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Yield Spread TransformaGon 
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•  Yield spread distribuGon illustrates a typical posiGve skewness, which moGvates us 
to use its natural logarithm throughout the analysis (see, e.g., Cantor & Packer 
1996) 



Credit RaGngs Schedule 
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Credit RaGngs DistribuGon 
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Bond ratings Issuer ratings 



Summary StaGsGcs 
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CorrelaGon StaGsGcs 

34 

•  Pearson product correlaGons (lower lev‐hand part) 
•  Spearman rank‐order correlaGons (upper right‐hand part) 



Control Variables – Yield Spreads 
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Control Variables – Bond RaGngs 
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Control Variables – Issuer RaGngs 
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Control Variables – Cash Flow & Equity Risk 
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Economic Significance 

•  A unit increase in ERI equals a 2‐4 basis points (bp) decrease in yield spread * 
–  $59,400 ‐ $115,920 of annual interest payable in excess of treasury rate** 

•  Best vs. worst performer: 26‐50 bp difference*** 
–  $772,200 – $1,506,960 of annual interest payable in excess of Treasury rate 

 * Transla:ng logarithmic yield spread: 
–  ERI Coefficient {‐0.0165 ; ‐0.0322} 
–  Equivalent to a 1.65% ‐ 3.22% change in yield spread 
–  Median yield spread 120 bp 

 ** Median bond issue size = $300 mio.; Median interest payable in excess of Treasury rate = $3.6 mio. 
–  Median :me‐to‐maturity = 10 years 

 *** ERI range {‐4 ; 8} 

39 



Bond RaGngs ‐ Marginal Effects 

40 


