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The Effect of Corporate Sustainability Performance on L everage Adjustments

Abstract

We examine the impact of corporate sustainabilgyfgpmance (CSP) on the speed at which
firms adjust their leverage ratios to the targeels for a large sample of 31 countries from 2002
to 2018. Using two proxies of CSP, we find thamir with superior CSP tend to adjust faster
toward their target leverage ratios. In exploring potential underlying economic mechanisms
through which CSP affects leverage adjustmentsfimee that better CSP helps firms to ease
information asymmetry, enhance stakeholder engagenpeish up stock prices in the stock
market, and improve competitive advantage in thedpct market. In the cross section, the
positive association between CSP and leveragetatgus speed is less pronounced in countries
with high-quality institutions. The results remainchanged in robustness tests. Overall, this
paper highlights the important role of CSP in shgptorporate capital structure dynamics and
suggests implications for corporate strategic plamron the privately optimal levels of CSP

activities.
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Institutional environments.
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1. Introduction

In recent decades, non-financial performance iregdnand corporate sustainability in particular, i
becoming increasingly crucial and attracting sulisth attention among companies and their
stakeholders. Corporate sustainability performainegzeafter, CSP) identifies the extent to which a
company simultaneously integrates economic groalrironmental protection, social efficiency, and
governance elements into its operations, and uigipathe influence these elements exert on thme fir
and society (Artiach, Lee, Nelson, & Walker, 201@Yior literature suggests that CSP has the
potential to create value for companies by increadinancial performance, that is lowering the
idiosyncratic financial constraints (Cheng, loann&Berafeim, 2014), reducing a firm’s risk (Sassen
Hinze, & Hardeck, 2016), and sinking the costsagital (Bae, El Ghoul, Guedhami, Kwok, & Zheng,
2019; El Ghoul, Guedhami, Kim, & Park, 2018; GosR&berts, 2011). In this paper, we provide
empirical evidence on a new mechanism through wikid&® leads to corporate value creation: it
increases the speed with which firms adjust thevetage toward the target capital structure and
predisposes them to operate at the optimal levigvefrage that balances the benefits against this co
of debt financing.

Capital structure literature documents that firmes\gery likely to consider target leverage ratidew
they issue new capital (Graham & Harvey, 2001).rEf@ugh the dynamic trade-off theory predicts
that firms have incentives to adjust to target tage by reducing any deviation from those targets
(Frank & Goyal, 2009), because of substantial foiag frictions, (i.e. issuance costs or intermeadrat
costs) firms may decide to deviate temporarily frthrair target levels. In other words, to the extent
that leverage rebalancing is costly, moving towheldtarget can be slow (Fischer, Heinkel, & Zechner
et al., 1989; Flannery & Rangan, 2006; Lemmon, Rsb& Zender, 2008).

A separate but growing body of literature has hgitied the important role of CSP in shaping
corporate information environments, equity valuaticcompetitive advantage, and stakeholder
engagement. Prior literature suggests that CSHhipaitg motivates a firm’s voluntary disclosure tha
enhances information transparency and reduces ngests (Dhaliwal, Heitzman, & Li, 2006). Also,
investors are more patiently to negative news ayat gtock performance and are less responsive to
mispricing signals of superior CSP firms (Cao, HtmZhan, & Zhang, 2020; Starks, Venkat, & Zhu,
2017). Such firms are therefore more likely to berwalued, which reduces the firm’s cost of equity
issuance. In addition to the information role obtsinability reporting, CSP has a non-negligible
influence on the product market. Flammer (20154580 and Cao, Liang, and Zhan (2019) suggest
that CSP enhances a firm’s position in the prodoatket as a competitive advantage that improves
the firm’s expected future cash flow realizatioesulting in a low marginal capital transaction cost
(Faulkender, Flannery, Hankins, & Smith, 2012)atidition, stakeholder theory documents that CSP
helps firms to build long-term relationships withppliers, customers, and creditors, which not only
helps firms to improve revenue and profit, but asables them to capitalise on their performance
advantage (Bae et al., 2019; Choi & Wang, 2009s L Bervaes, & Tamayo, 2017). Such firms are
awarded high ratings by credit rating agenciesigAtl Ghoul, Guedhami, & Suh, 2013; Stellner,
Klein, & Zwergel, 2015). To the extent that CSPeafs the information asymmetry, pushes up the

! A detailed discussion of the association betwegspricing and misvaluation can be found in secfidh
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stock prices, improves competitive advantage, artheces stakeholder engagement of firms, firms
with superior CSP have lower agency costs, traiwsaciosts (Cheng et al., 2014), costs of equity
capital (Breuer, Miiller, Rosenbach, & Salzmann,&@haliwal, Li, Tsang, & Yang, 2011; El Ghoul

et al., 2018; El Ghoul, Guedhami, Kwok, & Mishr@12), and to some extent, costs of bank loans
(Goss & Roberts, 2011). These reduced costs, m tould effectively lower the cost of leverage
adjustments. Therefore, we expect that the CSPIghofluence the speed at which firms adjust
toward their optimal leverage levels. In additiore expect that the positive impact of CSP on the
speed of leverage adjustment is mitigated in camiwith stronger institutional arrangements. We
argue that stronger institutional settings are relemechanisms to prevent agency conflicts (An, Li
& Yu, 2015; Colak, Gungoraydinoglu, & Oztekin, 20X8ztekin, 2015; Oztekin & Flannery, 2012).
Whilst they reduce information asymmetry and digreosts and enhance financial flexibility and the
accessibility to capital markets, institutional somments are not controlled by firms, and aress le
costly means for firms to manage asymmetric infdiomsand enhance stakeholder engagement. Thus,
strong institutional environments can substitueerttle of CSP in increasing the speed at whichdfirm
adjust to their target leverage, making the pasitmpacts of CSP on speed of leverage adjustment
less pronounced.

To examine our hypotheses, we employ a cross-copainel dataset from the Thomson Reuters and
Bloomberg databases for 2,869 publicly listed firffmesn 31 countries for the period between 2002
and 2018. Using cross-country data has two advastadrst, our sample comprises a broad sample of
CSP data. Second, international data allows usxamnme the impact of country-level institutional
settings on the association between CSP and tleel ideverage adjustment.

The results confirm that CSP is significantly amdipively associated with the speed with which 8rm
adjust leverage toward their targets. Since previdgerature suggests that CSP can lower firm fisks
reduce costs of capital, improve information tramspcy, enhance stakeholder engagement, and
generate competitive advantage (Breuer et al., ;2028 et al., 2019; Cho, Lee, & Pfeiffer Jr, 2013,
Choi & Wang, 2009; El Ghoul et al., 2018; El Ghetial., 2011; Goss & Roberts, 2011; Sassen et al.,
2016), firms with superior CSP have lower leveragiustment costs, and thus, faster adjustment
speeds. We confirm the robustness of the resultasinyg alternative control variables, alternative
econometric methods, substituting leverage andetaeyerage with alternative measures, and re-
estimating the baseline model with different sulgjsi@sy To mitigate potential endogeneity and
correlated omitted variables concerns, we usertsieument variable approach that employs the two-
stage feasible efficient generalized method of muieeestimation with validity-tested instruments.
Our results remain valid.

We further investigate four mechanisms through WHGSP positively affects the speed of leverage
adjustment and find that information asymmetry, igqumispricing, stakeholder engagement, and
competitive advantage are significantly associatéh this relationship in the predicted directidn.
addition, we find that strong institutional setsnmoderate the positive impact of CSP on leverage
adjustment speed. This result is consistent wighvibw that institutional settings are an extearad
less costly mechanism that firms could employ tduce asymmetric information and enhance
stakeholder engagement, thus, speeding up thetrdge adjustment (An et al., 2015; Colak et al.,
2018; Oztekin, 2015; Oztekin & Flannery, 2012).
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This paper makes further contribution to sevenarsts of literature. Firstly, this paper contritzute

the literature on the dynamic adjustment of camtaelcture. The earlier literature presumed that th
speed of leverage adjustment across firms was aon@tama & French, 2002; Flannery & Rangan,
2006; Leary & Roberts, 2005), but recent literatias provided evidence that adjustment speeds are
heterogeneous and determined by various factoeddition to the strand of research that emplogs th
dynamic partial adjustment models of capital stitestto identify the determinants of adjustment
speeds (An et al., 2015; Colak et al., 2018; Fendler et al., 2012; Oztekin & Flannery, 2012), we
introduce a new non-financial essential elementely, corporate sustainability performance, which
explains the cross-sectional variation of leveradgistment speeds. We further explore the potential
underlying economic channels and identify four natbms that explain the association between CSP
and leverage adjustment speeds.

Secondly, this paper highlights the impact of tasibnal settings on capital structure. For ins&nc
Fan, Titman, and Twite (2012) find that firms inuatries with poor institutions are potentially high
leveraged. Oztekin and Flannery (2012) suggestgbadl institutional settings could reduce financial
transaction costs, thus increasing leverage adaritspeeds. Oztekin (2015) also confirms that high-
quality institutions enhance the adjustment speetide stronger creditor protection and more
effective bankruptcy procedures lead to high legereatios. In this paper, we use a broad range of
institutional factors and find that strong institmal settings could be a less costly mechanism for
firms to reduce leverage adjustment costs when aomapto CSP. Strong institutional settings are a
substitute for CSP, which significantly mitigatée tpositive impact of CSP on the speed of leverage
adjustment.

Thirdly, this paper also contributes to the litaraton CSP. Prior studies (Cheng et al., 2014;HeluG

et al., 2018; El Ghoul et al., 2011; Lee & Faff02Q Sassen et al., 2016) focus on the impacts & CS
on financial performance, firm risks, costs of emé& financing, and financial constraints but nat o
the capital structure. We shed light on the sigaifice of the impact of CSP on the adjustment of
capital structure. Additionally, to the extent thagestments in CSP bring both benefits and casts t
corporations (Bae et al., 2019; Cheng et al., 2014, Meier, & Oberholzer-Gee, 2011), our findings
have important implications for corporate strategi@nning on the privately optimal levels of CSP
activities.

The remainder of this paper is organized as follof#sction 2 presents a literature review and
develops the hypotheses. Section 3 explains ouiriealpdesign. Section 4 describes the data, sample
selection and variable construction. Section 5 ntspthe empirical results, robustness checks and
further analyses before Section 6 offers a conatusi

2. Literaturereview and hypothesis development

This section summarizes the literature on CSP hadspeed of leverage adjustment. It discusses a
prediction on how CSP facilitates firm leverageustinents and outlines a discussion on the possible
channels of this relationship and the roles of ¢bantry’s institutional strength in reshaping the
leverage adjustment sensitivity to CSP.



2.1. Corporate sustainability performance

A large number of studies have investigated theactgpof CSP on firm financial performance. These
studies provide contradictory results that showitpes negative, U-shape, and even inverse U-shape
associations between CSP and corporate financitdrpegance (Margolis & Walsh, 2003; Salzmann,
2013; Ye & Zhang, 2011). Nonetheless, existing ragialysis shows unambiguous evidence that the
positive relation is more likely to occur (Ecclésannou, & Serafeim, 2014; Margolis, Elfenbein, &
Walsh, 2010; Margolis & Walsh, 2003; Orlitzky, Scin & Rynes, 2003; Van Beurden & Gossling,
2008). For example, in their review of 34 empirisaldies, Van Beurden and Gdssling (2008) show
that there is clear evidence for a positive linkween corporate social and financial performance.
They also suggest that the studies yielding contfemdings use out-dated material. Servaes and
Tamayo (2013) reveal that there is a positive i@iahip between corporate social responsibilityRES
and firm value when customers have high awareresroactivities. Similarly, Eccles et al. (2014)
indicate that firms with superior socially and eowimentally responsible practices, which are
regarded as highly sustainable, have better fiaamperformance compared to firms bereft of any
explicitly sustainable practices. Flammer (2015a&)neines shareholder proposals for CSR that pass or
fail by a small margin of votes and finds that agwed proposals lead to positive abnormal stock
returns. Deng, Kang, and Low (2013) find that ameysi with superior CSR have higher merger
announcement returns and better post-merger opgragrformance. Most recently, Albuquerque,
Koskinen, and Zhang (2019) find that CSR decreagstematic risk and increases firm value and that
these effects are stronger for firms with high pdifferentiation.

Empirical studies also investigate the importanteC8P in the product market and suggest that
investing in CSP activities can be used to difféeda product strategy (Bagnoli & Watts, 2003; ®ieg

& Vitaliano, 2007). Specifically, Lou and Bhattacia (2006, 2009) demonstrate that CSR increases
customer loyalty, resulting in more pricing power firms. There is also direct evidence of theigbil

of firms with CSR features to increase their sa@pacity or product price (Ailawadi, Neslin, Luan, &
Taylor, 2014; Auger, Burke, Devinney, & Louviered(B; De Pelsmacker, Driesen, & Rayp, 2005;
Elfenbein & McManus, 2010; Hilger, Hallstein, Stege & Villas-Boas, 2019). Flammer (2015b)
suggests an indirect link between CSR and the ptadifferentiation strategy by revealing that US
firms respond to tariff reductions that increasmpetition by investing more in their CSR activities

Recently, the literature on corporate sustaingtilés focused on how social responsibility imp#uots
cost of capital of firms. Bauer, Derwall, and H4B009) investigate credit risk and suggest thatdi
with better employee relations have higher creatings and lower costs of debt financing. Similarly
Attig et al. (2013) indicate that firms with sup®risocial performance tend to be awarded relatively
high credit ratings that lead to low financing sodtee and Faff (2009) find that sustainable firms
exhibit significantly lower idiosyncratic risk wheasis Goss and Roberts (2011) show that firms with
superior CSP enjoy between 7 and 18 basis-poirdsodint on bank debts compared to their
counterparts. In their examination of a Europeaasi#d, Stellner et al. (2015) also confirm thanér
with better environmental, social, and governanedggomance have lower credit risks. Cheng et al.
(2014) imply that firms with superior CSP are mbkely to have access to financial resources. In a
similar vein, El Ghoul et al. (2011) show that fgrman benefit from investments in CSR in terms of a
lower cost of equity. Dhaliwal et al. (2011) docurhthat firms with a high cost of equity are witlin
4



to invest more in CSR activities in the followingar in order to enjoy a subsequent reduction iim the
cost of equity. Breuer et al. (2018) find that wuntries with strong investor protection, the coist
equity falls when a firm invests in CSR. El Ghoula. (2018) conclude that the investment in
corporate environmental responsibility reducesfitme’s equity costs worldwide. Bae et al. (2019)
conclude that CSR can reduce the costs of highrdgeeby impacting firms’ interactions with
customers and competitors.

In this paper, we contribute to the extant literatily examining the correlation between CSP and the
speed of adjustment (SOA) of the targeted levetagel of firms. This study adds to the current
research on the impacts of corporate sustainatafityirm financial performance, risks, and costs of
capital, and provides further evidence on the &ffexd corporate sustainability on a firm’s capital
structure decisions. In a related work, Do, Huamgl Lo (2018) examine the impact of adopting CSR
on leverage SOA using the US data. Our study d@iffeates from theirs in two ways. The first is that
by establishing the relationship between CSP aedaverage SOA, we further identify four potential
underlying economic channels that link firms’ CSRdaSOA: asymmetric information, equity
mispricing, stakeholder engagement, and compet#dxantage. We also show that this association is
present only for over-levered firms, not for untlarered firms. The second is that, differently fram
single-country study, we include public firms fr@&t countries, so our sample has a larger and more
comprehensive coverage of data. By employing iatigonal data, we are able to address the impact of
country-level institutions on the association beaw€SP and the leverage SOA.

2.2. Speed of leverage adjustment

The study by Modigliani and Miller (1958) has geated a number of theories that emphasise the
importance of a firm’s decisions on capital strueflwdue to frictions and imperfections within capit
markets. The trade-off theory, which is regardedoas of the major theoretical perspectives,
emphasises two types of market friction: corpoiatmme taxes, and financial distress/bankruptcy
costs. The early static trade-off models claim firats have their own target capital structure that
balances the costs and benefits of debt (Bradmyelll & Kim, 1984; Brennan & Schwartz, 1978;
Kraus & Litzenberger, 1973). Such theoretical medek followed by recent empirical dynamic trade-
off models, and results suggest that there is anmezgersion of capital structure as firms try taale
such target levels to maximize the firm value (Hesay & Whited, 2005; Strebulaev, 2007; Titman &
Tsyplakov, 2007). Consequently, a new strand ofaesh has attempted to examine how quickly
firms adjust to their target leverage levels.

The speed that firms converge on their target Eyedepends on the cost of adjusting leverage. Such
adjustments commence only when the benefits ofsadent are sufficient to offset the costs of
moving back to the target (Fischer et al., 198%rke& Roberts, 2005). With zero adjustment costs,
trade-off theory suggests that no firms should bseoved with leverage deviation from the target
leverage level. At the other extreme, if adjustneodts are infinite, firms should never move baxk t
their targets. The current literature has provideicted evidence on the speed with which firms
converge toward their target leverage ratios. $jgatly, while Fama and French (2002) suggest a low
adjustment speed (about 7% to 18% per year), aiheties estimate faster firm target leverage
convergence ratios. For example, Lemmon et al.§R@6timate the SOA of 25% for book leverage;
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Flannery and Rangan (2006) show an even faster &C¥bout 35% per year; and Alti (2006) and
Leary and Roberts (2005) suggest that firms ne@doapnately two to four years to fill in the gap
between actual and target leverage ratios.

The existing literature provides differing eviderare the definition of adjustment costs that vany th
speed of leverage adjustment. Specifically, a langmber of studies consider transaction costses th
main part of leverage adjustment costs (Altinkglielansen, 2000; Fischer et al., 1989; Goldstein, Ju
& Leland, 2001; Strebulaev, 2007). For instancagl@tlaev (2007) provides the estimates of
underwriting and management costs whereas Altgamd Hansen (2000) define adjustment costs as
the security issuance costs. Faulkender et al.2[28l50 argue that sunk and incremental coststaffec
the adjustment rates of leverage ratios. Recenirmalpstudies focus on the opportunity costs that
vary the speed of leverage adjustment among fi@hang, Chou, and Huang (2014) show that strong
corporate governance enhances firm leverage adpmtsmElsas, Flannery, and Garfinkel (2014)
investigate firms’ financing of major investmenttiaities and argue that such firms adjust to their
target leverage by issuing more equity capital..Zi@an, Faff, and Zhu (2016) focus on the sensjtivi
of the cost of equity to the leverage deviation andgest that firms with high sensitivity adjusitéx

to their target leverage. Ho, Lu, and Bai (202@yfthat equity liquidity has a significantly poséi
impact on leverage adjustments. In addition, o#tadies consider the mispricing of equity as an
element of market timing that has significant intgagn leverage SOA. For example, Warr, Elliott,
Koéter-Kant, and Oztekin (2012) conclude that gquiispricing affects the speed at which firms
adjust their leverage ratio and this impact depesrdshe position of actual leverage relative to the
target level. Corporate decisions are also showmatee significant impacts on the costs of leverage
adjustments. Uysal (2011) suggests that firms nibeetarget leverage ratio further when they plan
and structure for acquisitions. Lockhart (2014 uagthat the demand for liquidity and access tditre
lines have significant impacts on adjustment costglitional on the deviation of actual leveragerfro
target levels. Dang, Dang, Moshirian, Nguyen, arthrig (2019) suggest the impact of media
coverage on leverage adjustment speed via two merchs: information dissemination, and
monitoring. Finally, the recent literature providesidence on the impacts of macroeconomic
characters and institutional environments on leyeradjustment costs. Specifically, Cook and Tang
(2010) indicate that firms that operate in goodnernic conditions will adjust faster than their
counterparts in poor economic conditions. ElsasFodysiak (2011) show that institutional settings
with high default risks and high expected bankmymtosts will enhance leverage SOA. Oztekin and
Flannery (2012) and Oztekin (2015) find that bettetitutional environments are related to a high
speed of leverage adjustments. Colak et al. (2@@mine the impact of a country’s political
uncertainty on the leverage adjustments. Most tgceraff, Huang, and Lu (2020) show that firms
located in countries with higher levels of socrakt have faster leverage SOA.

2.3. Corporate sustainability performance in deieimg speed of leverage adjustments

A growing literature suggests that CSP may affeetdost of adjusting leverage. This suggestion is
inspired by the positive role played by CSP in shguorporate behaviours. First, CSP potentially
drives firm transparency since it motivates voluntdisclosure. Previous literature illustrates that
firms with better environmental, social, and gowerce (ESG) performance are more likely to publish
their ESG reports with their sustainability stragsg(Dhaliwal et al., 2006). Such firms want tonsiy
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their high quality by highlighting their good pemfisance (Clarkson, Li, Richardson, & Vasvari, 2008).
ESG reports are also more likely to be assuredhiog parties (such as the auditing profession berot
assurance providers), thus enhancing the relalittheir reports (Simnett, Vanstraelen, & Chua,
2009). Prior studies also suggest that CSP canowepearnings quality. Kim, Park, and Wier (2012)
suggest that firms with high-quality CSP are leksly to be involved in accruals and real earnings
management, and more likely to have more managénsethical concerns. Therefore, such firms are
more likely to generate highly transparent andal#é financial reports. In general, firms with stpe
CSP have better information transparency or leksrnmation asymmetry between themselves and
their investors, which diminishes the likelihood afiency costs. In turn, this shrinks leverage
adjustment costs and increases the speed of levadjgstment to their target level (Colak et 012
Oztekin, 2015; Oztekin & Flannery, 2012).

Also, in the stock market, it is possible that G®RId push up a firm’s stock prices due to the ghow
of socially responsible investing. Recent studigggest that socially responsible institutions behav
more patiently to negative news and are less resgmiio mispricing signals toward the high CSP
firms in their portfolios when compared to theihet holdings (Cao et al., 2020; Starks et al., 2017
Starks et al. (2017) show that socially responsibdgitutional investors are long term oriented and
more patient with superior CSP firms. Such insting do not sell the stocks even after negativesnew
and poor stock performance. Cao et al. (2020) éurtlocument that socially responsible institutional
investors pay less attention and underreact toriaieg signals after adjusting for investment horiz
Specifically, such investors are less likely tol sleé stocks they hold when the quantitative signal
imply that they are overpriced, and are less likelyouy stocks when there are underpriced signals.
Hartzmark and Sussman (2019) also suggest thatainfiinds are more likely to allocate more
attention to identifying high ESG stocks and rdass to quantitative signals. Consequently, higk CS
firms are more likely to be overvalued. On the othend, the recent literature has shown that equity
mispricing has an impact on leverage SOA. Warrlef(2012) document that, firms that have a
leverage above the optimal level and should, tbeeefissue equity (or retire debt), adjust faster
toward their target when their shares are overdaldde speed is much slower when stocks are
undervalued. In sum, firms with high CSP levelst thie more likely to be overvalued in the stock
market have lower costs of leverage adjustments,thns faster leverage SOA toward their target
leverage.

Second, the literature shows that CSP has a signifirole in the product market relating to a fsm’
stakeholder engagement and competitive advantggesifically, better CSP performance represents
a high engagement of firms with their stakeholdiersugh mutual belief and cooperation. Jones (1995)
shows that firms which employ ethical contractingd which commit to their stakeholders through
mutual trust and cooperation will enjoy a competitadvantage over their counterparts that do not.
This competitive advantage will reduce agency aadsaction costs (such as costs of monitoring,
bonding, search, and warranty). Choi and Wang (P6808gest that by facilitating strong stakeholder
relationships, corporate sustainability not onlyphefirms to improve revenue and profit, but also
enables them to capitalise on their performancetdges. This, in turn, increases the likelihood of
long-term oriented behaviours (Bénabou & Tirolel@0Eccles et al., 2014). Additionally, as one of
the stakeholders of firms, credit rating agencsgltto award relatively high ratings to superiolPCS
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firms (Attig et al., 2013; Oikonomou, Brooks, & Rdw, 2014; Stellner et al., 2015). Such firms have
lower volatility in underlying asset values, whiamplies a lower default risk as well as lower
expected losses from default. Consequently, theses fare better placed to approach external
financial sources and to more quickly adjust tartteggets.

Flammer (2015b) and Cao et al. (2019) document@&R enhances a firm's position in the product
market as a competitive advantage, thus increasilgg growth and improving corporate performance.
Adopting CSP activities is also considered as ban@rm’s differentiation strategy, which is
particularly attractive for investors in the evalaa of uncertain investment opportunities (Smit &
Trigeorgis, 2006; Stoughton, Wong, & Yi, 2018). Bca and Rodrigues (2006) argue that engaging in
a CSR strategy is a form of investment, entailmgal costs for future financial benefits. Accandly,

one can expect stronger and more stable cash fiovhmher profitability for firms with higher CSP

in the future. Such potential changes in cash fleatures may provide a low marginal transaction cos
for leverage targeting (Faulkender et al., 2012hde accelerating the speed of leverage adjustofient
firms with high CSP.

To summarize, we argue that firms with better CSIP lvave lower costs of leverage adjustments
through four channels: lowering information asymmyietmaking equity over-valued; enhancing
stakeholder engagement; and increasing competitivantage.

Based on the discussion above, we propose thevialiphypotheses:

H1. Firms with better CSP adjust faster to the &rigverage ratios.

H2a. Information disclosure is the channel linki@§P and the speed of leverage adjustments
H2b. Equity mispricing is the channel linking CSRldhe speed of leverage adjustments

H2c. Stakeholder engagement is the channel linki8B and the speed of leverage adjustments
H2d. Competitive advantage is the channel linki®PG&nd the speed of leverage adjustments

Institutional settings are generally consideredbasg external mechanisms to mitigate agency
conflicts (An et al., 2015; Colak et al., 2018; €kih, 2015; Oztekin & Flannery, 2012). Supporting
this view, La Porta, Lopez-de-Silanes, Shleifed ®rshny (1998) find that financial markets are mor
effective and vigorous in countries with bettertilagions. In such countries, investor protectioml a
legal enforcement are strong and ensure that stbdeshrights are implemented in times of need.
Oztekin and Flannery (2012) show that strongeritirigins reduce information asymmetry and
distress costs, and enhance access to capital tmarke financial flexibility, making it easier férms

to issue either debt or equity that leads to higlignstment speeds. Oztekin (2015) also confirras th
high quality institutions form legal frameworks theacilitate more effective contracting, which
enables economic transactions. Colak et al. (26agyest that strong institutional settings redbee t
uncertainty of financial markets. Nonetheless,itasbnal settings are established beyond the obntr
of firms and represent a less costly means forsfitmreduce information asymmetry and enhance
stakeholder engagement. Taken together, stronguin®tal environments can substitute the role of
CSP in increasing the speed at which firms adusatget leverage, making the positive impacts of
CSP on leverage speed of adjustment attenuated.



The following hypothesis supports these arguments:

H3. A country’s institutional strength attenuatés positive impacts of CSP on the speed of leverage
adjustments.

3. Empirical design

This paper investigates how CSP affects the speetiiah firms adjust to their target leverage ratio
We argue that it would be cheaper for firms witlstainability compliant to obtain debt and equity
capital, which would enable firms to adjust moréchly to their target leverage. Based on the exggti
literature, we model a firm’s target leverage dsretion of the firm’s time-varying characteristiand
the industrial elements (An et al., 2015; DevoshrRan, & Tsang, 2017; Flannery & Rangan, 2006;
Hovakimian, Opler, & Titman, 2001; Huang & Ritté&@009; Warr et al., 2012). These components
include firm financial characteristics and the istiy leverage ratio. Definitions of the variables a
provided in Appendix A. We consider the followinguation:

Lijierr = BXije €y
whereg is the coefficient vector any ;. is a set of firm-level characteristics and indysaverage
ratio.

Relying on the costs and benefits of rebalancimr tleverage ratio, firms assess how rapidly they
converge to the target leveragg; f,.,) from their current positionsL{,;,,). We estimate the
standard partial adjustment model of capital stnect

Lijerr = Lije = ¥i(Lijess = Lije) + Oijren (2)
Substituting Eq. (1) to Eq. (2) and rearrangingrthgields:
Lijee1 = WB)Xije + (L—¥)Lijr + O jran (3)

The speed of leverage adjustmentdllows firmi in a specific country that diverges away from the
target to adjust partially back to their targetidgrthe next period. We note thashould be greater
than zero as a firm’s managers make efforts tohréae target leverage ratio, and the gap between th
target and real leverage ratios should decreasetiove (hereinafter called “the distance from tdirge
and estimated aBist;, = L;,.; — L;;). However, since market frictions cause costly stiijients,
firms do not fully converge on their leverage, yobeing smaller than one. While the leverage
adjustment speedin Eq. (3) is constant for all firms in a specifiountry, to test our hypotheses, we
allow CSP to increase the firm’s SOA toward itg#rratio. Thusy varies with CSP and the control
variables:

Yijie = PijcCSPijc + PijeXije (4)

whereg; ;. andp; ;. are coefficient vectors arj ;. is a set of controls. As previous studies (Anlet a
2015; Oztekin & Flannery, 2012) have suggestednad accounting variables may affect both target
and leverage SOA, thus we include the control temthat are used in target leverage estimation (
vector) in Eq. (4).



Substituting Eq. (4) back to Eg. (3) yields the a&n for a partial adjustment model with
heterogeneity in the leverage SOA:

Lijevr— Lije = (00jcCSPjc + pijeXije) (BXije — Lije) +9ijra1 (5)
This can be further simplified to yield:
ALijier = (@ijtCSPje + pijeXije) (Distyje) + 9,41 (6)

To estimate Eq. (5), following Faulkender et aD¥2) and Colak et al. (2018), we use a two-step
process. In the first step, we estimate Eq. (3ntrgby country using system GMMWe also control

for firm fixed effects and year fixed effects in.H@d) to capture the unobserved heterogeneity acros
time and across firms. From here, we obtain ammes$é of target leverage using Eq. (1). Using this
estimate of target leverage, we calculate eachdidistance from targgDist;,) and substitute this
estimated distance into Eq. (6). Following the néditerature (Colak et al., 2018; Dang et al., 201
Oztekin, 2015; Oztekin & Flannery, 2012), we estinhis model using pooled ordinary least squares.
SinceDist; ;. is generated from the first stage rather thanvise the estimation in the second stage
is subject to the well-known generated regressssge, in which the estimated standard errors may be
incorrect (Pagan, 1984). We address this issuesimg ubootstrapped standard errors. Moreover, given
that both CSP and leverage adjustments are firml-lefhoices, we employ firm fixed effects
estimators to control for time-invariant unobservech-specific factors that may be correlated with
the CSP variables and the leverage SOA.

Our next hypothesedHRa - H29g are based on the contention that information lossce, equity
mispricing, stakeholder engagement, and competdtxantage could be the chann€l#ANNEL, ;.)

linking CSP and firms’ speed of leverage adjustmenb test these hypotheses, we include measures
of the particular channels and their interactionts WSP in our empirical setting:

Yijie = PijeCSPijc + Wi jeID;j¢ + 1 CSPj e * CHANNEL; ;; + p;¢iXije (7)

Finally, to test the third hypothesisi¥), that a country’s institutional strength may attate the
positive impact of CSP on the speed of leveragesaaiients, we add a country’s institution variables
and the interactions between such institution Yegand CSP as follows:

Yijie = Pij,eCSPije + 8y IN;je N je CSPyje % INyj e + pijeXije (8)
4, Variables, data, and sample selection
This section defines the variable construction ugsetthe empirical analysis, and the data sources we
use to collect various firm, industry, and courdharacteristics, and our sample selection procedure
4.1. Variable construction
4.1.1. Leverage measures

We measure our dependent variable, leverage, umitlgthe book rati¢BL) and the market ratio
(ML), as it is likely that several firms have book lege rather than market leverage and vice

2We note that since Eq. (3) is a dynamic panel datael, using traditional pooled OLS or fixed effe¢FE)
estimators would lead to biased and inconsistetimates (Baltagi, 2013). In our robustness check, adopt
previous studies (Byoun, 2008; Devos et al., 20§ayr et al., 2012) using the cross-sectional regjpes of Fama
and MacBeth (1973) to estimate target leverage.
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versa(An et al., 2015; Chang et al., 2014; Cook & Ta2@10; Flannery & Rangan, 2006; Oztekin &
Flannery, 2012):

D
= 9)
TAi,t,j

BLi,j,t =

_ Di,t,j
Y Dyt SiciPic
whereD; . is the book value of firm i's interest-bearing tig¢bum of short-term and long-term book
value of interest-bearing debt) at tim&'A; , denotes the book value of firifs assets at timg j
denotes the country, asg, P;, denotes the product of the number of common slarestanding and

ML

(10)

the stock price per share at timpevhich equals the market value of firra equity at time.
4.1.2. Corporate Sustainability Performance

There are several ways to measure the CSP. SgdlgifiElkington (1997) suggests the triple bottom
line approach of including the economic, environtagnand social effects of firms on both
stakeholders and society (see also Dyllick & Hotke002). Murphy and McGrath (2016)
recommend the inclusion of corporate governancpeance as another aspect of CSP. In this paper,
we measure CSP using ESG performance scores abt@om the Thomson Reuters ESG database.
This measure is used widely both in research (Cledra., 2014; Cheng et al., 2014; Eccles et al.,
2014; loannou & Serafeim, 2012; Mackenzie, Ree®dlionova, 2013; Sassen et al., 2016) and in
practice (PRI, 2019).

Unlike financial reports, a firm’s ESG data diselges can be unstructured and published at any time
during the year. The Thomson Reuters ESG databasestandardized and simplified the ESG
reported data to make it helpful for financial as&. This database obtains more than 400 ESG
metrics coming mostly from firms' public reportinlguch as annual reports, corporate social
responsibility reports, company websites, and dlobadia sources. From this pool of information,
Thomson Reuters establishes ESG scores that mem$ungs ESG performance across three pillars
(environment (E), social (S), and governance (@Y ten topics (resource use, emissions, innovation,
management, shareholders, CSR strategy, workfoncepan rights, community, and product
responsibility). The database also offers an oVesabre, which incorporates ESG controversies
captured from global media sources that materialig significantly affect the companies (ESGC
scores). In this paper, we use the annual ESG sem@ ESGC scores for each focal company every
year in our main analyses as measures of CSP. 8ircealues of ESG, ESGC, and the three pillars
(environment (ENV), corporate governance (CGV), aodal (SOC) performance) are highly skewed
and show kurtosis, we use the natural logarithmctdeve more normality. Before the transformation,
we add 1 to each value of ESG, ESGC, ENV, CGV, 8&€ scores to retain observations with 0
(Chan, Watson, & Woodliff, 2014; Rhou, Singal, & iK®016.

% Based on the Skewness and kurtosis test for niiymak reject the hypothesis that ESG score an@EScore are
normally distributed at 1% level.
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4.1.3. Institutional environment variables

The information on institutional environments istaibed from various sources, mostly the law and
finance literature. We first draw the legal andulatpry variables using five proxies: efficiencytbé
judicial system (EFFJUD); rule of law (RULLAW); lel of corruption (CORRUP); risk of
expropriation (RISEXP); and the repudiation of caaots by the government (RISCON) (by following
La Porta et al., 1998). Next, we consider the rolethe financial environment comprising the
following components: disclosure score index (DISQL(Jin & Myers, 2006); financial analyst
(ANALYST) (Bushman, Piotroski, & Smith, 2004); atidg practice (AUDIT) (Bushman et al., 2004);
disclosure to congress (DISCON) (Djankov, La Pottapez-de-Silanes, & Shleifer, 2010); and
disclosure to the public (DISPUB) (Djankov et &010). We also investigate the impact of a
country’s corporate governance on the CSP-leve@@@A association by including six corporate
governance indicators suggested by Kaufmann, Kraagl, Mastruzzi (2009). These indicators are
accountability (VOIACC), political instability (PC&TA), government effectiveness (GOVEFF),
regulation quality (REGQUA), rule of law (RULLAW2and control of corruption (CONCOR) (by
following Kaufmann, Kraay, and Mastruzzi, 2009). \AWlso explore some other institutional factors,
including English origin (ENGORI) (La Porta et &@l998), public sector ethics (PUBETH) (Kaufmann,
2004), good government index (GOOGOV) (Morck, Yeudg Yu, 2000), and media channels
(MEDIA) (Bushman et al., 2004). These institutionariables are widely used in the literature of
institutions and leverage adjustments (An et 8152 Colak et al., 2018; Oztekin & Flannery, 2012).

4.1.4. Control variables

Oztekin and Flannery (2012) and An et al. (201%)gest that a firm’s characteristics may impact both
target leverage and leverage SOA. Therefore, ia #tudy, we control for a set of firm-level
characteristics in both specifications. Specificalle include firm size as a natural logarithm @ttt
assets, tangibility as fixed assets as a propodiadatal assets, profitability as earnings befoterests

and taxes as a proportion of total assets, reseatiievelopment (R&D) expenses as R&D expenses
as a proportion of total assets, R&D as a dummyabte that equals one if a firm reports R&D
expenses and zero otherwise, depreciation expassdgpreciation expenses as proportion of total
assets, market-to-book ratio as the market-to-bbatik of a firm’s assets, and the industry median
leverage ratio as the median debt ratio of a fifR@ma and French (1997) industry classification.

4.2. Data and sample

We retrieve data from several sources during ouorpsa period of 2002 to 2048First, the firm
financial data for each country is obtained fronoifison Reuters Worldscope via the Datastream
database. Second, in order to estimate CSP andd®8®sure, we retrieve information on ESG
factors from the Thomson Reuters ESG and Bloombatgbase. Third, we collect the macro-level
institutional environments from La Porta et al. 88 Morck et al. (2000), Djankov et al. (2010),
Kaufmann et al. (2009), Bushman et al. (2004), @atekin and Flannery (2012). We retain only
firms with common securities. We also exclude firmigh special features, such as warrants, trusts,
funds, and non-equity stocks. Financial and utfiti;ms are eliminated since these firms are sulifect

* We obtain data from 2002 as this is the first yemm which data on ESG scores is available inTthemson Reuter
database.
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special regulations on financing policies. To re@dsbort panel bias, we eliminate firms that do not
have data for at least two consecutive years. Wesarize both the dependent and independent
variables at theland 99 percentiles to mitigate the potential impact afeme values.

[Insert Table 1 here]

Our final sample consists of 19,434 firm-year otaaBons from 31 countries over the period spanning
2002 to 2018. Panel A of Table 1 reports the nunob@bservations in each country and summarizes
the descriptive statistics of our key variablesgémeral, the sample coverage varies across cesintri
Developed countries are likely to have higher dateerage than developing countries. In addition,
summary statistics of dependent and explanatoriablas are similar to those in prior studies. For
instance, the mean of book leverage ratio in cuslysts 0.227 compared to 0.21 in An et al. (2015)
and 0.24 in Oztekin and Flannery (2012). With regar CSP, we use ESG and ESGC scores that
range from O to 100, with high scores indicatin@rsg performance, as proxies. The mean scores in
our sample are 52.655 for ESG and 46.419 for ESGGeneral, the scores are higher for developed
countries and lower for developing countries, whigiplies that developed countries have higher
sustainability performance. These statistics arasistent with Cheng et al. (2014), who also
investigate the international market and use simditia sources. In particular, they document theesa
mean of the ESG score which is 52. Our average &3@: is slightly lower than that documented in
Sassen et al. (2016), which is 61. Nonethelessefast al. (2016) focus on European markets that
include more developed countries and we focus ternational firms from 31 countries. Hence, the
sample selection may contribute to these slighé¢dihces.

[Insert Table 2 here]

Panel A of Table 2 reports the Pearson correlataefficients among the financial variables of firms
Except for the high correlation between book andrketaleverage, there is no evidence that
explanatory variables are highly correlated. Theedation matrix suggests that leverage ratios are
positively associated with firm size, tangibilitgepreciation, and market-to-book ratio, but are
negatively linked to profitability and R&D expendlie. Panel B of Table 2 shows the correlation
coefficients among ESG performance scores and #lements, including environment, corporate
governance, and social performance scores. It stggeat ESG and ESGC scores are highly
correlated with each other and with their elemealtfiough environment, corporate governance and
social performance scores are not highly associated

5. Empirical results

5.1. CSP and leverage adjustments

An essential premise of our study is that CSP tdfédwe speed with which firms move toward their
target leverage ratios. Our explanation for thisoamtion is the effects of CSP on the firm’s calpit
transaction costs and agency costs. Table 3 refhmteesults from estimating the partial adjustment
model (Eq. 6) using pooled OLS with bootstrappesh@ard errors (Models 1-4) and firm fixed effects
clustering at the country level (Models 5-8) fook@nd market leverage. Our variables of interest a
two CSP proxies: the natural logarithm of ESG(ESG) and ESGC scoresf(ESGC). The first

row in the table suggests that the coefficientalbl€SP variables are positive and significanthat 1%
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level. It indicates that firms with better sustdiiidy performance are likely to move faster toithe
target leverage ratios.

Regarding the magnitude of the impact, a standaxdaton increase of one in CSP increases the
speed of adjustment by 2.4% - 4.3%, compared with\@rage adjustment speed of 204k other
words, an average firm takes about 3 years to atpi§ of the deviation between actual and target
leverage. This duration decreases to about 2.4 yeittn superior CSP In general, the results support
our first hypothesis that CSP encourages the spelederage adjustment. Firms with better CSP are
charged lower transaction costs in issuing findncégital and have lower asymmetric information
that leads to lower agency costs. Consequentiy, uas have a higher speed of adjustment.

[Insert Table 3 here]
5.2.  Channels linking CSP and leverage adjustments

In this section, we examine four possible mechasisimformation disclosure, equity mispricing,
stakeholder engagement, and competitive advanthge potentially link a firm’s sustainability
performance and leverage SOA, as predicted2y, H2b, H2¢andH2d, respectively.

5.2.1. Information disclosure

As proposed byi2a, the presence of adverse selection and informatsts can significantly escalate
the costs of leverage adjustment, thus reducingpleed with which firms adjust back to their target
leverage. Nonetheless, if CSP facilitates the speebbverage adjustment by increasing a firm’'s
information disclosure, then its impacts on leveragjustment should be stronger for firms with less
information disclosure and vice versa. We use tweasares to proxy for ESG information
disclosurgESGDIS; . ;) . The first measure is ESG disclosure score deeelopy Bloomberg
(ESGDIS_BB) that is collected from company-sourfiligs, such as corporate social responsibility
reports, annual reports, the company website, ammtoarietary Bloomberg survey that requests
corporate data directlyWe also employ the ESG disclosure score provije@ihomson Reuters ESG
database (ESGDIS_DS) that measures whether orcmhpany has disclosed an information item in
any given year as another proxy for ESG informatiselosure.

Table 4 presents the results for Eq. (7) for ESGBE measures in models (1)-(4) and ESGDIS_DS
in models (5)-(8). The coefficients of CSP in abaels are positive and statistically significantte
1% level, implying that the positive relationshigtween CSP and leverage SOA remains after

®> To compute the economic significance of corposaistainability performance on speed of leveragasauient, we
take the product of the coefficients and sampledsted deviation of the measures of corporate sbdity
performance (An et al., 2015; Colak et al., 2018;jlkender et al., 2012)

® The half-life time is calculated as Ln(0.5)/Ln(1204), where 0.204 is the sample mean of adjustrapeeds.
Because corporate sustainability performance ise®#éhe adjustment speeds by 2.4% to 4.3%, the loawend of
half-life time reduces to Ln(0.5)/Ln (1-0.247).

! Bloomberg rates a firm's ESG disclosure on thrémedsions: social, environmental, and governanceG E
disclosure scores indicate the rating that Bloomiseaanalysts give to the degree of transparencyaacduntability of
a firm's reporting on the ESG strategies, perfomearand related activities. The comprehensive soér&ESG
disclosure is calculated from 120 indicators, spamrfirom 0.1 (minimum disclosure) to 100. We cotést all the
data available from the Bloomberg (the earliesadatailable is from 2007) and match with our samydimg the
International Securities Identification Number (\$land ticker symbol (TICKER). The mean of BloomiperESG
disclosure score of firms in our sample is 30.5G& the lowest score of 1.240 and highest scorésdd33.
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controlling for ESG information disclosure. Moreportantly, the coefficients on the interaction term
ESGDIS*CSP*Distare negative and highly statistically significahttee 1% level, indicating that the
positive association between CSP and leverage SCatenuated for firms that disclose more ESG
information. The results support the hypothét2a. In addition, consistent with previous studie® th
coefficients of information disclosur€ESGDIS;, ;) are all positive and statistically significant,
implying that firms with better information disclo® adjust faster to target leverage levels (Oateki
2015; Oztekin & Flannery, 2012).

[Insert Table 4 here]
5.2.2. Equity mispricing

We argue that high CSP firms are more likely toolervalued, which reduces their costs of leverage
adjustment, thus increasing the speed of theirsaaent toward their target leverage. Hence, if the
positive effect of CSP on leverage SOA is driventhyy equity overvaluation, this effect should be
weaker (stronger) for firms that are over- (undeyed in the marketH2b). To estimate equity
mispricing, we use the equity value as determinethb residual income model scaled by the market
price. This approach, suggested by Rhodes—KrophbjrfRon, and Viswanathan (2005), deconstructs
the book-to-market ratio into two components: thtor of value to market price that is a measure of
mispricing; and the ratio of book value to valuattis a measure of growth opportunities. They find
that the value to market price ratio better cagtuméspricing than book-to-market rdtidn this paper,
we follow Warr et al. (2012) who use the residumome model to estimate the firm’s equity value.
The residual income model is estimated by addiegdiscounted expected earnings in excess of the

expected return on book value to the book valusgoity:
n

Vo=py+ Y LeorxBew) TV 11
070 1+ 1+nr"xr aDn

t=1
wherel/, is the value of the firm’s equity at time B, is the book value at time 0,is the cost of
equity, E, is the expected future earnings for year t at tn&V is the terminal value that is
calculated as:
(Bt —7rxBi_1)+ (Etpq1 —TXBy)

TV = z (12)

wherer is the cost of equity that is measured using FanthFrench’s (1997) one-factor model with
the short-term T-bill as a proxy for the risk-frete of interest. Time 0O is the beginning of trsedil
year, anch equals two years.

8 Market-to-book ratio is frequently used as a measd equity valuation in early capital structutedies. However,
this ratio performs rather poorly (Lee, Myers, & @winathan, 1999; Warr et al., 2012). For instafgnfery and
Rangan (2006) find little impact of market-to-book adjustment rates, whereas Hovakimian (2006)esr¢iiat any
association between market-to-book and capitatstra is due to growth opportunities, not marketiriig. Lee et al.
(1999) show that market-to-book ratios predict oabout 0.33% of the variation in real stock returaisd they
conclude that market-to-book is a weak measureignicing. In an unreported table, neverthelessaigse achieve
consistent results when we use book-to-market eatithe proxy for equity valuation.
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The value of the firm’s equity},, is compared to the market value of the stégkto determine the
misvaluation:

VPy = — (13)

Following Warr et al. (2012), we use the medianagthe watershed for over- and under-valuation.
Specifically, the VP of less than the median impl®ver-valuation, while a VP greater than the
median implies under-valuation. We use the dummyabée that equals one if the firm’s equity is
overvalued and zero otherwise.

Panel A of Table 5 presents the results. The aeffis of CSP*Distare positive and statistically
significant at the 1% level, consistent with ourimfinding. The coefficients of the interactionrter
OveVal*Distare also positive and highly statistically sigraft, indicating that firms with high CSP
are more likely to be over-valuated in the mark&iolw helps them to move faster to their target
leverage than their counterparties. This resutbissistent with Warr et al. (2012). More importgntl
the coefficients of the triple interaction te@veVal*CSP*Distare negative and highly significant in
all models (1-4). This implies that the positivepmet of CSP on leverage SOA is weaker for
overvalued firms that have lower costs of equitysitinent. This result supports our hypothét2b.

The preceding argument shows that CSP can pushfiipi’a stock price, make the firm’'s equity
overvalued in the market, and thus reduce the tvarat of the firm’s equity. Recent studies also
document the negative association between CSPhendotst of equity. El Ghoul et al. (2011) show
that firms can benefit from investment in CSR imrte of a lower cost of equity. Dhaliwal et al. (201
document that firms with a high cost of equity andling to invest more in CSR activities in the
following year in order to enjoy a subsequent réidacin their cost of equity. Breuer et al. (201i8p
that in countries with strong investor protectithre cost of equity falls when a firm invests in C&R
Ghoul et al. (2018) conclude that investment inpooate environmental responsibility reduces the
firm’s equity costs worldwide. However, the impaaft CSP in reducing the firm’s cost of debt
financing is not clear. For instance, Goss and Rel{2011) show that the economic impact of CSP
on bank loan cost is rather small, implying thatksado not recognize the value enhancing or the ris
reducing effect of CSP. If this is the case, weld@xpect the impact of CSP on leverage SOA to be
asymmetric between over-levered and under-levemned f

We examine the impact of CSP on leverage SOA farteavered and under-levered firms by
including interaction terms betwedlSP and a dummy variable that takes value of one thfis
under-levered and zero otherwi@énder). The results, which are presented in Panel B ofeTab
support our argument. Specifically, the coefficgeat the interaction termSSP*Distare positive and
highly significant whereas the triple interacti@mmsUnder* CSP*Distare significantly negativat

the 1% level across models (1)-(4). This indicates the positive relationship between CSP and
leverage SOA is significantly stronger for overdead firms than for under-levered firms. This can b
explained for over-levered firms, as high CSP hegjgdb reduce a firm’s cost of equity which helps to
accelerate the speed of the firm’s leverage adpstsn However, as banks do not recognize the value-
enhancing or the risk-reducing impact of high C8Rger-levered firms that need to issue debt or
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retire equity to adjust to the target would moverenslowly to their target due to high investments i
CSP.

[Insert Table 5 here]
5.2.3. Stakeholder engagement

The hypothesidH2c posits that better sustainability performance espnts the high engagement of
firms with their stakeholders through mutual bekafd cooperation that reduces agency costs and
transaction costs, thereby decreasing leveragestatgmt costs and enhancing the speed of leverage
adjustment. To the extent that CSP helps to fat#litdynamic leverage adjustments through this
mechanism, the impact of CSP on leverage SOA shwmeilstronger for firms that engage poorly with
their stakeholders and conversely, weaker for fitihvet engage better with their stakeholders. To
establish a proxy for stakeholder engagement, wethes scores obtained from the Thomson Reuters
ESG database that capture the degree to whichehdompany explains the formal processes in place
for engagement with its stakeholders. The higher shore, the stronger the firm's stakeholder
engagement.

Panel A of Table 6 displays the evidence to explbie mechanism. Across the models, we continue
to find that CSP has positive and significant intpamn leverage SOA, even when controlling for the
impacts of stakeholder engagement as shown bydé#iagents of CSP proxies in the models. We
also find that the coefficients of the interactidregween CSP proxies and stakeholder engagement are
negative and statistically significant at the 1%eldn all models. These results imply that theifpees
effects of CSP on leverage SOA are less pronouricedirms that engage highly with their
stakeholders. This finding suppoHZ2c.

We argue that strong CSP helps firms to build ltrgn relationships with their stakeholders such as
suppliers, customers, and creditors through mubedief and corporation. For instance, Lins et al.
(2017) suggest that high CSR firms build socialitephrough their CSR activities, which help them
to perform better during the crisis. Bae et al.1@0show that CSR impacts the interaction between
firms and their customers and competitors suchith@duces the cost of high leverage. In this sub-
section, we study the heterogeneity of social eapitthe different countries and examine whether t
association between CSP and leverage SOA is differe

Putnam (2000) shows that a firm’s social trust @ervaluable in a country with higher social cdpita
Lins et al. (2017) further argue that in countnelsere people have a lower social trust, a firm’s
sustainable activities are less likely to be com®d by their stakeholders as trust-enhancingiaesiy
they instead may be viewed as window dressing assl §enuine. In a related study, using a large
international sample of 65 countries, Faff et 2020) show that country-level social trust has a
positive effect on corporate leverage SOA. Follayihe logic, higher country-level social capitahca
enhance agents’ social trust, then improve theikedtolder engagement, thus strengthening the
association between CSP and leverage SOA.

As an alternative argument, a country’s social tehjs set beyond the agents. Relying on a cousitry’

social trust to enhance stakeholder engagementéassacostly choice for firms to reduce leverage

adjustment costs and speed up their SOAs. Thuss foperating in countries with better (worse)

social trust become less (more) reliant on cheapmro-level tools to build long term relationships
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with their stakeholders than investing in sustad@ativities to enhance stakeholder engagement to
save on their investment costs. Consequently, diséipe association between CSP and leverage SOA
is attenuated in countries with higher social Gpit

We use the OECD social cohesion indicator that evagnally derived from the survey administered
in 2018 (OECD, 2019) as a proxy for country-levetial trust. A cohesive society is one where
citizens have confidence in public institutions,iethis strongly related to societal trust. In thevey,
respondents were asked to answer the binary quossti®o you have confidence in each of the
following: in the national government, in financialstitutions or banks, in the judicial system and
courts, in the local police force, in the military& high score of social trust denotes that peapla
specific country generally trust their public imgtions. Indeed, this measure has been most widely
used in prior studies that examine the countryilsgeial trust (Kang & Kim, 2019; Qu & Yang, 2015;
Rao, Pearce, & Xin, 2005).

We augment our baseline model with country-levaiaarust(SOCTRU)and its interactions with
CSP measure€£6P*SOCTRU)The results are reported in Panel B of Table 6.ddfinue to find
that ESP has positive and significant effects orerigge SOA in all models. The coefficients in
SOCTRUare also positive and significant at the 1% legehsistent with Faff et al. (2020) that firms
in high social trust countries have faster leveragdjegstment. More importantly, the coefficientstba
interaction term ESP*SOCTRU*Distlare negative and significant across models, imglyirat the
effect of CSP on leverage SOA is attenuated in w@mmwith higher social trust. This result is
consistent with our second argument about the obleountry-level social trust in shaping the
association between CSP and leverage SOA.

[Insert Table 6 here]
5.2.4. Competitive advantage

The previous literature shows that CSP enhancesndsfposition in the product market as a
competitive advantage that results in an expectatfcstronger and more stable cash flows and higher
profitability in the future (Cao et al., 2019; Flamar, 2015b). We hypothesize the competitive
advantage, as proxied by the expected future dashréalization, to be another possible channdl tha
links a firm’'s CSP and leverage SORAZd). We expect that the impacts of CSP performance on
leverage SOA would be stronger for firms with lowpected future cash flow realization and vice
versa.

Following Daske, Hail, Leuz, and Verdi (2008), Dgad Karolyi, and Stulz (2004), Jiao (2011), Lang,
Lins, and Miller (2004), and Cahan, De Villierstele Naiker, and Van Staden (2016), we use Tobin's
Q to measure the market's assessment of a firmsteym expected value. Tobin's Q includes the
market's assessment of a firm's future cash flawdsthe riskiness of those cash flows. The results,
shown in Panel A of Table 7, are consistent with predication. Specifically, the coefficients on
CSP*Distand TobinQ*Distare positive and highly statically significant, shiog that a firm's CSP
and future expected cash flows have positive ingpact leverage SOA, consistent with our main
finding and the previous literature (Faulkenderakt 2012). More importantly, the coefficients of
TobinQ*CSP*Distare negative and highly significant across modeticating that the impact of CSP
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performance on leverage SOA is weaker for firm$ivwigher market assessment of future cash flows.
The result supports our hypothekigd.

In addition, as mentioned above, market competitiam be seen as an incentive for firms to enhance
the CSP, thus, improving the firm’s general perfance (Cao et al., 2019). In other words, firms in
highly competitive industries have more incentit@snhance their CSP to distinguish them from their
low CSP competitors, thus increasing their SOAline with this view, we expect the link between
CSP and leverage SOA to be stronger for a hightypetitive industry.

We use the Herfindahl-Hirschman (HH) index as aypifor market competition. The dummy variable
(Concentrate}akes the value of one if firms operate in a catreged industry (HH index is above the
median of the index) and zero if firms operatingcompetitive industries (HH index is below the
median of the indexj. We estimate the regression that includes theletripteraction
CSP*Concentrate*Disto measures the impact of CSP on leverage SO&doh of the subsamples.
The results, presented in Panel B Table 7, supporargument. Specifically, the coefficients on the
interaction termsCSP*Distare positive and highly significant across modgildjcating the positive
link between CSP and leverage SOA, consistent witlh baseline results. Interestingly, the
coefficients on triple interaction tern@SP*Concentrate*Distre negative and highly significant at
the 1% level, indicating that market competitioplsdow CSP firms in highly competitive industries
to have more incentive to maximize their CSP, legdb an increase in their leverage SOA. This
supplementary analysis for the impact of market petition provides additional support for our main
findings.

[Insert Table 7 here]

5.3.  Robustness tests

In this section, we investigate the robustnessuofb@aseline results by using alternative and awfahi
measures of leverage and target leverage ratiexnative econometric method, and addressing the
endogeneity issu®.

5.3.1. Alternative measures of leverage and target leweratpos

We test the robustness of the baseline resultgyumm alternative measure of leverage ratio. As
suggested by Faulkender et al. (2012), the chamdeverage ratio includes both passive and active
adjustments, with the former being a mechanicalsidjent and the latter involving firms actually
visiting the capital markets. Since only activeustiinents involve transaction costs, Faulkendet. et a
(2012) argue that studies on firm leverage adjustsnghould only focus on the active component. In
this section, we measure leverage ratio focusintheractive component of the adjustment:
LI-J- — Di,j,t
W TAj e+ Nl

(14)

° HH index is measured as the sum of squared mahkees in a given industry based on the four-@itfit code. A
HH index that is higher than median of the indexyliss concentrated industries; a HH index thatoiser than
median of the index implies competitive industries.
9We also check the robustness of our baselinetsebyl using alternative and additional control aatés and
subsample of countries with different institutioshlracteristics. The results support our main thgsis. Due to the
space limitation, all the results will be availablgon request.
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whereNJ; ;.. is the net income during the year ending at tirfe Leverage att+1 would beL’f_j’t if

the firm engages in no net capital market actisitie

Our baseline regression (Eg. 6) then becomes tlosviag partial active adjustment model:
Lijesr — LY = ao+ v(Lier; — LY ) + Oijesn (15)
The left-hand side of Eq. (15) thus equals the’érattive adjustment toward its target leveragmrat

The results of this robustness check are presentstibdels (1) and (2) of Table 8a. We find that the
coefficients of both CSP measures are positivestaistically significant at the 1% level, indicadi
that our main finding is robust if the alternatiexerage ratio only captures active adjustmentg. Th
sign and significance of control variables are iast with the baseline results presented in Table

[Insert Table 8a here]

Following previous studies (Byoun, 2008; Devos let2017; Warr et al., 2012), we measure target
leverage ratio using the cross-sectional regressidrFama and MacBeth (1973) to estimate target
leverage. The results are reported in Models (36)oof Table 8a. Again, the coefficients on CSP
measures are positive and statistically significamplying that our baseline finding is not sengtto

the method of estimating the target leverage ratios

5.3.2. Alternative econometric method

Next, given that both CSP and leverage SOA are-liavel choices, we estimate our models with
firm-fixed effects to control for time-invariant ahserved firm-specific factors that may be assediat
with CSP and leverage adjustments (An et al., 20BBrause there could be a correlation in error
terms within the same country, we also clusterdseh error at the country level as robustness. We
still find qualitatively consistent results as meted in Table 8b. Specifically, models (1)-(4)Table

8b show that firms with stronger CSP have signifiyafaster speed of leverage adjustment.

[Insert Table 8b here]
5.3.3. Endogeneity issue

One potential threat to our analysis of the efi@icCSP on leverage adjustments is that our CSP
variables may not be exogenous. In fact, firms @b mndomly choose their CSP. It may be
determined by unobserved variables that also affecteverage adjustment speed. The literature has
shown that CSP can be a signal of good performandbe so-called “doing well by doing good”
argument (e.g., Dowell, Hart, and Yeung, 2000; &k} et al., 2003; Renneboog, Ter Horst, and
Zhang, 2008,; Renneboog, Ter Horst, and Zhang,;Xyer, 2015). Specifically, Cheng, Hong, and
Shue (2013) suggest that spending on CSP actigéasrates a halo impact on a firm’s performance
and increases a firm’s profit. Accordingly, firmsthvbetter financial performance will invest more i
CSP and could have superior leverage adjustmeptisp@his endogeneity of CSP can lead to biased
and inconsistent estimates.

We address this concern using an instrumentalbargpproach. Specifically, we use macroeconomic
variables that affect firm performance and avaligbof fund including GDP growth rate and money
supply growth rate as instruments for CSP varialitas argued that firms from countries with high
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GDP and money supply growth have higher investmei@SP than companies from low GDP and
money supply growth. We also perform several tEstssess the instruments’ validity and relevance.

We re-estimate Eq. (6) using the two-stage leasares regression technique. The results of the IV
regressions are reported in Table 8c. We regreBsptéxies includind.n(ESG)andLn(ESGC)on the
instrument variablesSdGDPandGMS§ and the controls. Specifically, the results fritra first stage as
reported in Table 8c show a positive and significarefficient at the 1% level faBGDP and GMS
implying that countries with high GDP growth ratedamoney supply growth rate have higher CSP,
which is consistent with our argument (Models 15,3& 7). In the second stage, we estimate the SOA
model using the fitted values of CSP measures ptamatory variables (Models 2, 4, 6, & 8).
Importantly, we continue to find a significantly ptive association at the 1% level between CSP and
the SOA. The p values of Wald tests are lower thé® level indicating that CSP variables are
endogenous. The p values of Sargan J statisticshmteer than 0.1 demonstrating that the
overidentification restriction is satisfied. Thevplues of the F-statistics on the first-stage ursgnts

are all significant at 1% level, which passes tleakvinstrument test. In sum, these results reiaforc
the confidence in our analysis, confirming the prasly documented positive relation between
corporate sustainability variables and leverage $OA

[Insert Table 8c here]
5.4. CSP and leverage adjustments: the role of a cdantistitutions

Our next analysis considers various institutiorsadtdrs that could potentially attenuate the pasitiv
impact of a firm’s sustainability performance os leverage SOA. Previous studies suggest that
institutional environments are external mechanismmitigate agency conflicts, reduce asymmetric
information and distress costs, and enhance abdégsto, and lessen the uncertainty of, capital
markets (An et al., 2015; Colak et al., 2018; Lat®et al., 1998; Oztekin, 2015; Oztekin & Flannery
2012). Consequently, as proposedHB, strong institutional environments can substitihie role of
CSP in increasing the leverage SOA, making thetigesimpacts of CSP on adjustment speed less
pronounced. To examind3, we include institutional variables and their naigtion terms with the
CSP proxies (i.e.L.n(ESG)and Ln(ESGQ) in our baseline model as shown in Eq. (8). Wenth
substitute Eq. (8) back to partial adjustment dedion (Eg. 3) and run the estimation. The result
are reported in Tables 9. Consistent with our @sdindings, the coefficients of CSP proxies asros
models and panels are positive and significanh@t1t% level, indicating that the positive effect of
CSP on leverage SOA still holds when we controiristitutional factors. In line with previous stedj
better institutions reduce adjustment costs anase a firm's leverage SOA (Oztekin, 2015; Oztekin
& Flannery, 2012). More importantly, in all modelad panels, we find significantly negative effects
of institutional factors on the relationship betwd&gSP and leverage SOA. That is, strong institstion
can be a cheaper choice for firms to substituterdiess of CSP in reducing information asymmetry

' We also use the legal origin and country average €&luding the industry in which the focal firmevptes as
instruments for CSP variables (Liang and Renneb@0dy, Cheng et al., 2014). The results also aonfiositive
relation between corporate sustainability varialbled leverage SOA.
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and transaction costs. Consequently, in countrigh Wetter institutional settings, the positive
relationship between CSP and leverage SOA is velgtiveaker K3).'2

[Insert Table 9 here]
5.5. Further analyses
5.5.1. ESG pillars and leverage adjustments

Next, we deconstruct our aggregate ESG measurénaadtigate which of its components drive the

results. We separately measure environment, s@aidl,corporate governance performance by taking
the natural logarithm of EVN, SOC, and CGV scor€&able 10 presents the results with ESG

components as the main explanatory variables di bobk and market leverage regressions. The
results on the independent variables of interesipasitive and statistically significant at the 1&gel

in all models, with the magnitude of the impactsbevery similar. This suggests that all components
of ESG performance significantly encourage the riege SOA. In other words, the overall positive

impact of corporate sustainability performance evetage SOA is driven by the three pillars: the

firm’s environmental, social, and corporate goveceperformance.

[Insert Table 10 here]

5.5.2. The effect of corporate governance on the relatigndetween environment and social
performance and leverage SOA

In this paper, we use ESG and ESGC scores from $tworReuters ESG database as the proxy for
CSP, the database comprises more than 400 ESGsndthie major scores are established from three
categories: environmental, social, and governaWeeargue that CSP firms with better CSP will have
lower costs of leverage adjustments as they haverlmmformation asymmetry, which prompts lower
agency costs. The previous analysis of the impHdESG pillars on leverage adjustments also shows
that all components of ESG performance signifigaethcourage the leverage SOA. However, the
literature shows that corporate governance is étleeomost critical internal factors to mitigateeagy
problems, reduce asymmetric information, and assalt, accelerate the leverage SOA. Specifically,
Chang et al. (2014) find that both over- and urideered firms with strong corporate governance
adjust faster toward their target leverage ratiaol Mukherjee, and Wang (2015) find that both a
higher level of financial leverage and a fasterelage SOA are associated with better corporate
governance quality, which is defined by a more peelent board featuring CEO-chairman
separation and a greater presence of outside alisgcoupled with larger institutional shareholding
The question is: to what extent the effect of C8Rewerage SOA is driven by a firm’s good corporate
governance practice? We address this question lyysamg the cross-sectional differences in
corporate governance in determining the relatignsi@tween environmental and social performance
and leverage SOA.

Table 11 presents the results with the averageNd &nd SOC score€lVNSOQ and the interaction
term betweefEVNSOCand the corporate governance dummy variable #kaistthe value of one if a
firm’s corporate governance score is greater theamtedian value and zero otherwiBaifhmy_CGY

2 Due to the space limitation, we only report theutts of regressions that use ESG as the prox@&R. The results
for regressions that use ESGC as the proxy for @i$Pe available upon request.
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as the main explanatory variables of both book @uagket leverage models. The results show that
both EVNSOCandDummy_CG\Whave significantly positive relationships withiarf's leverage SOA

at the 1% level, consistent with our findings amdvwpus studies (Chang et al., 2014; Liao et al.,
2015). More importantly, the interaction tefBNVSOC*Dummy_CGV*Disis negative and highly
significant at the 1% level, indicating that strditgn-level corporate governance can be an alter@at
for firms to substitute for the roles of environrtedrand social performance in reducing information
asymmetry. Consequently, for firms with strong @wgte governance, the positive impact of
environmental and social performance on leveragk SQ@elatively weaker.

[Insert Table 11 here]

5.5.3. CSP and leverage adjustments: the role of finaoiastraints

A growing literature suggests that the speed tinaisfadjust to their target leverage differs betwee
financially constrained and unconstrained firmg.(eDang, Kim, & Shin, 2014; Faulkender et al.,
2012; Korajczyk & Levy, 2003). Indeed, one mighgwe that firms with high levels of financial
constraints may be less likely to access the eateapital markets, and hence would adjust slowly t
their target leverage. In contrast, firms with avldevel of financial constraints may face low
adjustment costs, resulting in potentially quickeljustment (Korajczyk & Levy, 2003). However,
Dang, Kim, and Shin (2012) and Dang et al. (20b$wsthat more constrained firms move faster to
their target leverage when compared to less canetiafirms. The reason is that firms with more
constraints rely heavily on external sources taaiftheir financing deficits; therefore, their cosf
leverage adjustment are shared with the transadests of accessing external capital markets,
resulting in a faster adjustment speed. Faulkeatlat. (2012) demonstrate that financial constsaint
significantly impact leverage SOA in a highly asyetnit fashion. Specifically, firms that are highly
financially constrained move much faster to thaigét compared to their unconstrained countergartie
when they are over-levered, but more slowly wheaytlare under-levered. Hong, Kubik, and
Scheinkman (2012) suggest that firms that are hidhlancially constrained may have lower
investments in sustainability activities that aomsidered as a luxury, and have lower scores on CSP
even though CSP may significantly relieve the fgrfihancial constraints (Chan, Chou, & Lo, 2017;
Dhaliwal et al., 2011§. Taken together, firms that face more financialstmints prefer to take the
opportunity of offsetting their deficit to choose appropriate debt-equity mix rather than investmg
expensive CSP activities to adjust toward theigdgtiteverage. In other words, the positive effdct o
CSP on the leverage SOA is likely to be mitigatéemwfirms are highly financially constrained.

To better gauge the impact of a firm’s financiahswaints on the association between CSP and
leverage SOA, we use the interaction terms of G&Pthe proxies of financial constraints. We use
two main measures of financial constraints, thénhdésnv deficit (Faulkender et al., 2012) and the
Kaplan-Zingales index (Kaplan & Zingales, 1997 pglemented by the “text-based” analysis adopted

B Eor example, Goss and Robert (2011) find that @oigs which perform better in social responsibitian achieve
lower bank call rates and longer loan terms. Chaal.e(2017) using the KZ index and Altman's Z-scas the
measurement of financial constraints, conclude thdtrm's engagement in CSR is negatively assatiatih
financial constraints.
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by Hobert and Maksimovic (2015) and Bodnaruk, Laagh and McDonald (2015)* Table 12
reports the results for both proxies of CSP meas(ire.,Ln(ESG)and Ln(ESGC). We find that the
coefficients of the interaction ternGSP*Dist are positive and highly significant. This indicate
consistently positive relationship between CSP kvdrage SOA as in our baseline results. More
importantly, the coefficients of the interactionnts between financial constraint proxies and CSP
proxies are negative and statistically significartis implies that the positive association between
CSP and leverage adjustment speed is less prombdacdirms with a higher degree of financial
constraints. This result is consistent with Dangakt(2012, 2014), and Faulkender et al. (2012)
suggesting that firms with more financial constimiare more likely to change their debt and equity
mix to one that lowers the cost of leverage adjestnrather than participating in expensive CSP
activities to move back to their target leveraye.

[Insert Table 12 here]
5.5.4. CSP and leverage adjustment activities

In this section, we explore whether a firm’s CSReldacilitates leverage adjustment activities. &gc
literature suggests that external capital markeéss including debt issuance, debt retiremenifyequ
issuance, and equity repurchase, is relevant fiomés leverage rebalancing (Colak et al., 2018nBa

et al., 2019; Oztekin & Flannery, 2012). To theeextthat a firm’s CSP can reduce the cost of equity
but not certainly the cost of debt, it should erdgathe firm’s ability to access equity capital metsk
through these external adjustment mechanisms.

To examine this argument, we follow Colak et a01@) and Dang et al. (2019) and estimate a series
of logit models of a debt/equity issuance/retiretr@nCSP proxies including ESG and ESGC and the
controls that are used in the baseline regresdion 4) for over-levered and under-levered firms.
Following the recent research (Colak et al., 2@&ng et al., 2019; Oztekin & Flannery, 2012), we
define capital market access as a debt issuanbereteement or an equity issuance of at leasto$5%
the total book assets. An equity retirement isrdafias a stock repurchase of at least 1.25% of the
book assets.

Panels A and B of Table 13 report the regressisnlt® for securities issuance and retirement for
over-levered and under-levered firms, respectiviélfe find that for both over-levered firms and
under-levered firms, CSP has a significant andtpesimpact on a firm’s equity issuance but not on
debt issuance, debt retirement, or equity retiréniBmese results suggest that for over-leveredsfirm
that need to increase equity to adjust back tdeterage target, superior CSP reduces the firmss co
of equity, thus facilitating the equity issuancd (Ehoul et al., 2011; Breuer et al.,, 2018; Ghoul,
Guedhami, Kim, and Park, 2018). Nonetheless, d@iffdy from over-levered firms, under-levered

“ Most studies on financial constraints use accogniiriables to measure financial constraint inra fiHowever,
these measures are influenced by firm operatiodsadher fundamentals. We also use the text-basatysis to
identify financial constraints. The results of suelsts are consistent with our findings that useoanting-based
financial constraint measures. Due to the spadégliion, the results of this test will be availablgon request.

15We also test the impact of financial constraimtgte positive association between CSP and leve@yefor over-
levered and under-levered firms separately. Theltseshow that for over-levered firms, the positirgact of CSP
on leverage SOA is attenuated for financially caaised firms, whereas the association between GBHexverage
SOA is insignificant for over-levered firms. Thesesults are consistent with Faulkender et al. (R04r&d our
previous findings.
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firms need to increase the debt to move toward tiaeget leverage levels. Therefore, even though
superior CSP reduces the cost of equity issuancmadr-levered firms, it has no impact on the debt
transactions of such firms. This is consistent withss and Roberts (2011) who argue that CSP
activities have very limited effects on bank loasts and in line with our previous finding that CSP

only has significant impacts on leverage SOA ofrdegered firms but not for under-levered firms.

[Insert Table 13 here]
6. Conclusion

In this study, we have examined the relationshigvbéen corporate sustainability performance and the
speed of corporate leverage adjustments. Usingga kample of firms across 31 countries, we have
demonstrated that firms with superior sustaingbpirformance are faster in adjusting their leverag
ratios toward their targets. On average, a firmesalpproximately 3 years to adjust half of the
deviation between the actual and the target leeer@is duration decreases to 2.4 years with firms
that show a high degree of sustainability. Suckatftierives from all three pillars of CSP, namely,
environmental, social, and corporate governanci®peance.

We have further investigated four channels thdt @SP and leverage SOA. CSP not only drives a
firm’s voluntary CSP information disclosure andreags quality but also reflects the firm’s ethical
concerns, and motivates transparency, and théilaliaof financial reports, which, in turn, reduce
information asymmetry, thereby lowering adjustmeonsts and increasing adjustment speeds. In
addition, socially responsible institutions behawere patiently towards negative news and are less
responsive to mispricing signals from the high Gi®is, making high CSP firms more likely to be
overvalued. This, in turn, reduces costs of equatyital and accelerates the firm’'s leverage SOA? CS
also enhances engagement with the firm’s stakefoltieough mutual trust and cooperation, which
helps firms to enjoy reductions in agency costs adsaction costs. Finally, CSP enhances a firm’s
position in the product market as a competitiveaatizge that results in an expectation of strongdr a
more stable cash flows and higher profitabilitytiue future, lowering the marginal transaction costs
Hence, firms with superior sustainability performnaradjust faster toward their targets. In addition,
our further analyses have highlighted the roleioéricial constraints on a firm’s capital structure
policy, that is, financial constraints offset thespiive impact of CSP on leverage SOA. Taken tagreth
in this paper, we contribute to the capital streetiterature by identifying a new factor which has
significant impact on corporate leverage adjustsiand exploring the potential underlying economic
mechanisms to explain the relationship identified.

We also contribute to the literature on the effaftsnstitutional settings/environments on corperat
financing policies. Our results show that all thstitutional factors (including a country’s enfonmoent
mechanisms, information environments, corporateegwnce, English origin, public sector ethics,
goodness of government, and media channels) plpgriamt roles in moderating the positive impact
of CSP on leverage SOA.

Our study has important implications at both orgational and national levels. Executives who wish

to increase the speed of leverage adjustment t@aneeha firm’s value need to give greater

consideration to, and invest more in, their sustai® activities. The changes in the speed at which

firms adjust back to their target levels which haeen demonstrated in this study are large enaugh t
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be economically meaningful. However, to the extirait sustainable activities are costly, including
financial costs and opportunity costs, these neebet traded off against the benefits of increasing
leverage SOA. From a policy perspective, our figdispeak to the importance of CSP investments in
a firm’s financing performance. Governments anchauties should consider using regulations to
encourage firms to improve their environmental,i@p@nd corporate governance performance, as
well as create good quality institutional settin@air findings are consistent with previous literatu
that highlights the role of private politics in giv@g corporate behaviour (Baron, 2009; Baron &
Diermeier, 2007).
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Table 1: Descriptive statistics

This table reports the number of observations aedns of firm-level variables by country and for #mire sample in
statistics in Panel B. The study period is from2@92018. The variable definitions are in Appenélix
Panel A: Descriptive statistics

Panel A and full-sample summary

COUNTRY Obs. ESG score  ESGC score  ENV score CG¥escoSOC score  BLEV MLEV SIZE TANG PROF R&D DEP MTB

AUSTRALIA 811 47.535 42.957 42.853 52.742 47546 196. 0.168 13.694 0.319 0.089 0.029 0.040 3.414
AUSTRIA 100 58.060 52.404 58.570 56.663 58.772 ».260.355 15.776 0.344 0.119 0.006 0.053 1.723
BELGIUM 128 54.783 49.582 54.245 54.849 55.244 $.230.279 15505 0.240 0.100 0.042 0.045 1.853
BRAZIL 87 57.400 46.267 55.330 55.215 61.263 0.31®.325 16.034 0.316 0.161 0.016 0.035 3.544
CANADA 594 46.901 44.289 44.766 48.465 47.601 0.19®.201 14.414 0504 0.095 0.015 0.051 2.809
CHINA 340 39.309 36.175 39.772 47.637 31.709 0.258®.303 16.311 0.303 0.098 0.015 0.028 2.919
DENMARK 213 53.928 49.005 55.671 52.200 53.742 6.170.128 14543 0.235 0.169 0.078 0.047 5.680
FINLAND 279 58.995 53.510 65.629 51.898 58.739 9.230.237 15132 0.238 0.139 0.027 0.043 2.645
FRANCE 599 65.513 54.851 74.094 53.083 67.975 0.238.284 16.611 0.203 0.117 0.031 0.046 2.173
GERMANY 720 61.086 50.497 64.643 51.556 65.867 ®.210.273 16.148 0.253 0.122 0.034 0.045 2.285
GREECE 45 47.123 45.049 50.326 47.634 43.618 0.302416 15.219 0.344 0.099 0.001 0.031 1.530
HONG KONG 358 42.831 40.224 40.877 51.597 37.169 19®». 0.186 15.170 0.267 0.111 0.021 0.030 2.886
INDONESIA 54 48.365 48.365 44.294 46.621 53.763 98.0 0.050 14.505 0.524 0.250 0.008 0.041 3.954
ISRAEL 59 47.339 40.603 44.692 54.815 43.454 0.290.245 15.791 0.218 0.127 0.031 0.039 4.129
ITALY 146 62.406 49.136 63.505 57.222 65.809 0.3280.441 16.862 0.235 0.121 0.020 0.043 2.066
JAPAN 3,897 53.376 49.756 59.918 51.289 48.902 20.200.258 15.794 0.289 0.105 0.029 0.042 1.691
MALAYSIA 88 47.450 45.638 44.282 46.161 51.592 @26 0.189 15.156 0.422 0.146 0.001 0.041 3.996
MEXICO 15 38.065 35.765 34.335 47.171 33.813 0.320.259 15.770 0.468 0.154 0.002 0.045 3.509
NETHERLANDS 222 66.530 52.655 68.357 62.071 68.6120.224 0.229 16.270 0.248 0.117 0.032 0.045 2.471
NEW ZEALAND 64 46.824 44.463 46.717 49.110 44963 .243 0.186 13585 0.331 0.168 0.051 0.049 4.293
NORWAY 137 59.797 52.604 62.294 55.586 61.024 0.22D.231 15,561 0.387 0.148 0.011 0.064 2.190
PHILIPPINES 19 37.688 36.588 44.838 30.146 37.316 .34® 0.360 15666 0.354 0.135 0.000 0.035 2.595
SINGAPORE 64 44.227 41.768 42.517 49.544 41.295 100.2 0.231 15.356 0.193 0.100 0.027 0.028 2.154
SOUTH KOREA 612 52.739 46.428 58.027 49.914 50.1010.259 0.351 15911 0.350 0.109 0.018 0.042 1.789
SPAIN 112 55.415 49.498 61.501 42510 60.675 0.330.263 15.188 0.234 0.119 0.049 0.044 5.027
SWEDEN 366 59.722 52.858 65.957 47.878 63.926 0.268.245 15.351 0.202 0.139 0.026 0.039 2.926
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SWITZERLAND 494 54.887 47.057 57.137 48.308 57.657 0.182 0.147 15.171 0.216 0.119 0.054 0.040 3.772
THAILAND 11 53.10¢ 53.10¢ 57.55¢ 33.48¢ 65.70¢ 0.23: 0.282 15.08¢ 0.38¢ 0.15z 0.02C 0.037 2.46:
TURKEY 87 52.39: 49.65: 55.91¢ 49.25¢ 51.707 0.31¢ 0.31¢ 15.44¢ 0.35C 0.14¢ 0.00t 0.04C 3.09:
UNITED KINGDOM 1,243 56.094 49.669 56.661 53.547 .73 0.213 0.194 14733 0.215 0.133 0.039 0.04113.3
UNITED STATES 7,47( 50.60: 43.25¢ 48.34¢ 51.43¢ 52.04: 0.24z 0.18C 15.24¢ 0.20C 0.10¢ 0.061 0.03¢ 4.05¢
All countries 19,43« 52.65¢ 46.41¢ 53.75¢ 51.43¢ 52.62¢ 0.227 0.21¢ 15.36. 0.25: 0.11% 0.041 0.041 3.11f
Panel B: Full-sample summary statistics

Mean Median SD Min. P25 P75 Max.
ESG scor 52.65¢ 52.27¢ 17.81« 0.00( 38.81( 66.79( 97.89(
Ln(ESG) 3.918 3.975 0.385 0.000 3.684 4.216 4.594
ESGC scor 46.41¢ 44.17( 15.98¢ 0.00(¢ 34.79( 57.32( 95.60(
Ln(ESGC 3.79% 3.81( 0.36¢ 0.00(¢ 3.57¢ 4.06¢ 4.57]
ENV score 53.759 53.382 22.364 0.000 35.748 72.120 99.215
CGV scort 51.43¢ 51.91¢ 21.04« 0.00(¢ 34.88( 68.20: 99.00¢
SOCscort 52.62¢ 52.81( 21.95( 0.00(¢ 35.42] 69.75: 98.93¢
BLEV 0.227 0.216 0.168 0.000 0.099 0.327 1.155
MLEV 0.21¢ 0.17¢ 0.19¢ 0.00(¢ 0.06¢ 0.321 0.92¢
SIZE 15.36° 15.32: 1.54¢ 7.42 14.45: 16.33: 20.497
TANG 0.252 0.211 0.185 0.000 0.109 0.353 0.922
PROF 0.11: 0.11¢ 0.13¢ 0.00(¢ 0.07¢ 0.16¢ 0.45¢
R&D 0.041 0.01¢ 0.08¢ -0.00¢ 0.00¢ 0.04¢ 5.54¢
DEP 0.041 0.037 0.025 0.000 0.025 0.051 0.199
MTB 3.11¢f 2.17( 4.071 -8.47( 1.32( 3.60(C 29.21(
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Table 2: Pearson correlation coefficients

This table presents the correlation coefficientsvien firm financial variables in Panel A and besweCSP
performance scores in Panel B for the whole sangtirs indicate significant at the 5% level< 0.05). The
variable definitions are in Appendix A.

Panel A: Firm financial variables

BLEV MLEV SIZE TANG PROF R&D DEP MTB
BLEV 1
MLEV 0.7208* 1
SIZE 0.2368* 0.3928* 1
TANG 0.1690* 0.2527* 0.1534* 1
PROF -0.0650* -0.1568* 0.1679* 0.1085* 1
R&D -0.1253* -0.2323* -0.2896* -0.2491* -0.4245* 1
DEP 0.1085* 0.0896* 0.0186* 0.3972* 0.1531* -0.0127 1
MTB 0.0300* -0.2381* -0.1617* -0.1284* 0.0640* 08® -0.0295* 1
Panel B: CSP performance scores

ESG score ESGC score ENV score CGV score SOC score

ESG score 1
ESGC score 0.7514* 1
ENV score 0.8586* 0.6541* 1
CGV score 0.6943* 0.5410* 0.3663* 1
SOC score 0.8762* 0.6340* 0.6852* 0.4059* 1
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Table 3: CSP and leverage speed of adjustmentselifi@aregression results

This table reports the regression results for ffeceof CSP, proxied by natural logarithm of ES@I&ESGC scores, on the
leverage speed of adjustment using following model:

ALijesr = (@03 CSPje + pijieXije) (Distyje) + ;41
The dependent variable is the change in book antkehéeverage rati@ L; j.1). Dist;, ; is the difference between the
target leverage ratio and the actual leverage.r@ig;, ; is proxied by the natural logarithm of ESG and ES€i0res.
Control variables (vectaX; ;) including firm characteristics and industry medi@verage ratiqINDLEV). Results of
pooled OLS regression with bootstrapped standatser*, **, * indicate significance at the 1%,%, and 10% levels,
respectively. Standard errors are bootstrappedafisscs are reported in parenthesis. The variatd@nitions are in
Appendix A.

Ln(ESG) Ln(ESGC)
VARIABLES ABLq AML 41 ABL 41 AML 141
1) (2 €) 4)
CSP*Dist 0.0804*** 0.0687*** 0.0720*** 0.0592***
(4.3434) (6.2832) (4.1892) (4.7991)
SIZE*Dist -0.0114**= -0.0052* -0.0081*** -0.0020
(-2.8138) (-1.8914) (-2.7249) (-1.0388)
TANG*Dist 0.0230 0.0620* 0.0197 0.0572
(0.5126) (1.6619) (0.6570) (1.6085)
PROF*Dist 0.0185 -0.0266 0.0233 -0.0243
(0.4006) (-0.5497) (0.3080) (-0.4962)
RD*Dist 0.1003 0.0287 0.1115 0.0400
(0.8388) (0.2516) (0.9071) (0.3644)
RDDUM*Dist -0.0174 -0.0299 -0.0230 -0.0345
(-0.8711) (-1.5871) (-1.1259) (-1.5170)
DEP*Dist -0.8405*** -0.49971 *** -0.8245%** -0.4674*
(-3.3076) (-2.8331) (-6.0033) (-2.5140)
MTB*Dist 0.0022 -0.0017 0.0021* -0.0016
(1.4910) (-1.4486) (1.9023) (-1.4844)
INDLEV*Dist -0.0875 -0.1006*** -0.1059 -0.1073***
(-1.2749) (-2.7928) (-1.2748) (-3.0978)
Constant -0.0006 -0.0227 -0.0011 -0.0236
(-0.0533) (-0.9458) (-0.0738) (-1.0763)
Observations 18,471 18,471 18,471 18,471
R-squared 0.0815 0.2370 0.0819 0.2370
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
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Table 4: CSP and leverage speed of adjustments:|EBfnation Disclosure as possible channels
This table reports the regression results for ¢hieing model:

ALijrrr = (@1jcCSPje + WijeIDije + 11 e CSPyje % 1Dy s + piejXije) (Dist;je) + 041
The dependent variable is the change in book anttahéeverage ratiA L; j..,). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.r@fig, ;. is proxied by the natural logarithm of ESG and ES&0res.
ESGDIS; ;. is the firm's ESG information disclosure, which nseasured by the ESG disclosure score developed by
Bloomberg (ESGDIS_BB) in Model (1)-(4) and by ThansReuter ESG database (ESGDIS_DS) in Model (5)&8htrol
variables (vecto¥;, ;) including firm characteristics and industry medi@verage ratiqINDLEV). The coefficients of
control variables are not reported in the intere$tsrevity. ***, ** * indicate significance at th 1%, 5%, and 10% levels,
respectively. Standard errors are bootstrappedafisscs are reported in parenthesis. The variatd@nitions are in
Appendix A.

ESGDIS BB ESGDIS DS
Ln(ESG) Ln(ESGC) Ln(ESG) Ln(ESGC)
VARIABLES ABL4q AML 41 ABL4q AML 41 ABL4q AML 41 ABL 41 AML 41
@) (2 3) (4) (5) (6) () (8)
CSP*Dist 0.1252*** 0.1298*** 0.1252*** 0.1298*** 0.1287*** 0.1448*** 0.1410*** 0.1664***

(3.3055) (5.1696) (3.3055) (5.1696) (4.9014) (812  (5.1810) (6.5971)
ESGDIS*CSP*Dist -0.0258** -0.0293**  -0.0258** -0.0293**  -0.01&** -0.0264** -0.0233%* -0.0325**
(-3.8410)  (-5.8844)  (-3.8410)  (-5.8844)  (-3.6234) (-6.1836)  (-4.2130)  (-5.8059)

ESGDIS *Dist 0.0893**  0.0949%*  0.0893**  0.0949%*  0.0776%*  0.0994%*  0.0746%*  0.1009***
(4.6925) (4.2548) (4.6925) (4.2548) (4.3057) (634  (4.2760) (5.6434)
Controls*Dist YES YES YES YES YES YES YES YES
Constant 0.0045  -0.0180**  0.0045  -0.0180**  -0.0178*  -0.08% -0.0119%* -0.0115*
(0.2891)  (-3.3917)  (0.2891)  (-3.3917)  (-1.7361) .G8BO)  (-2.6792)  (-2.6921)
Observations 10,256 10,256 10,256 10,256 15,141 15,141 15,141 1415
R-squared 0.0810 0.2318 0.0810 0.2318 0.0894 0.2371 0.0840 2370
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES
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Table 5: CSP and leverage speed of adjustmentiyenqispricing as a possible channel and over-amiker-levered firms
Panel A of this table reports the regression redaltthe following model:

ALijisr = (94):CSPj; + 1 Ovevalyj, +m;;,CSP; j, * Oveval;j, + p;;X;je) (Distyje) + 0y jee1

Panel B of this table reports the regression reduolt the effect of CSP on the leverage speed pisadent of following
model:

AlLijirr = (94eCSPje + o0, Underj; + a; j CSPyje » Under e + pijeXije) (Distyje) + 9ijea
The dependent variable is the change in book anttenieverage ratioA L; j.4). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.r@fig, ;. is proxied by the natural logarithm of ESG and ES&0res.
Oveval; j, is dummy variable that equals one if firms are wakred and zero otherwisénder; ;. is the dummy variable
that takes value of one if a firm is under levea zero otherwise. Control variables (vectpy;) including firm
characteristics and industry median leverage @h®LEV). The coefficients of control variables are notawed in the

interests of brevity. ***, ** * indicate significace at the 1%, 5%, and 10% levels, respectivelgnditrd errors are
bootstrapped. T-statistics are reported in parsigh&he variable definitions are in Appendix A.

Panel A. Equity mispricing as a possible channel

Ln(ESG) Ln(ESGC)
VARIABLES ABL+q AML 41 ABL 41 AML 41
(1) 2 3 (4)

CSP*Dist 0.0859*** 0.0817*** 0.0791*** 0.0747***

(10.6324) (5.0908) (4.8846) (6.1581)
Oveval*CSP*Dist -0.0368*** -0.0821*** -0.0439** -0.0900%***

(-2.6414) (-3.7067) (-2.5581) (-4.0724)
Oveval*Dist 0.1377* 0.3242%* 0.1607** 0.3437**

(2.5180) (3.6759) (2.4203) (3.9441)
Controls*Dist YES YES YES YES
Constant -0.0016 -0.0282 -0.0021 -0.0285

(-0.1158) (-1.0158) (-0.1479) (-1.2902)
Observations 18,471 18,471 18,471 18,471
R-squared 0.0819 0.2382 0.0824 0.2383
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES

Ln(ESG) Ln(ESGC)

Panel B. Over- and under-levered firms
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VARIABLES ABL4q AML 441 ABL+1 AML 41
(1) (2 ) (4)
CSP*Dist 0.0967*** 0.1066*** 0.0894*** 0.0981***
(5.1045) (9.1228) (6.0434) (7.2467)
Under* CSP*Dist -0.0016*** -0.0020%** -0.0016*** -0.0022***
(-5.1123) (-7.8958) (-3.0113) (-5.9829)
Under*Dist 0.0379* -0.0974*** 0.0292 -0.1012%**
(1.9084) (-6.9432) (1.1845) (-4.7751)
Controls*Dist YES YES YES YES
Constant -0.0005 0.0015 -0.0001 0.0020
(-0.0329) (0.0607) (-0.0051) (0.0843)
Observations 18,471 18,471 18,471 18,471
R-squared 0.0838 0.2497 0.0838 0.2497
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
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Table 6: CSP and leverage speed of adjustmenkelgiller engagement as a possible channel andlthefra country’s
social trust

Panel A of this table reports the regression redattthe following model:
ALijess = (@0jcCSPyje + 20, SEije + @ij i CSPyje * SEijr + pijeXijie) (Distije) +ijrea

Panel B of this table reports the regression redattthe following model:

ALijerr = (9jcCSPjc + W jeSOCTRU; + ;5 CSP; j o * SOCTRU; + pyiXije) (Distje) + ;41
The dependent variable is the change in book anttenieverage ratioA L; j.,). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.r@ig, ;. is proxied by the natural logarithm of ESG and ES&i0res.
SE; j . is the stakeholder engagement, which capturesepeed to which a focal company explains the forpnatesses in
place for engagement with its stakehold§@&CTRU; is the country’s social trust score. Control valesb(vectorX;, ;)

including firm characteristics and industry medlaxerage ratiqINDLEV). The coefficients of control variables are not
reported in the interests of brevity. ***, ** * gicate significance at the 1%, 5%, and 10% levespectively. Standard
errors are bootstrapped. T-statistics are repantpdrenthesis. The variable definitions are in émpglix A.

Panel A. Stakeholder engagement as a possible ehann

Ln(ESG) Ln(ESGC)
VARIABLES ABL4q AML 41 ABL4q AML 41
@) (2 3) 4)
CSP*Dist 0.0990*** 0.1167*** 0.0896*** 0.1149%**
(5.7220) (7.1685) (5.8581) (5.8513)
SE*CSP*Dist -0.0142*** -0.0266*** -0.0140*** -0.0312%**
(-4.4912) (-5.8627) (-2.6637) (-5.5412)
SE*Dist 0.0570** 0.1072%** 0.0573* 0.1254**
(4.3369) (5.1399) (2.3716) (4.6550)
Controls*Dist YES YES YES YES
Constant -0.0041 -0.0269 -0.0041 -0.0275
(-0.6442) (-1.3550) (-0.2990) (-1.1137)
Observations 15,981 15,981 15,981 15,981
R-squared 0.0794 0.2352 0.0794 0.2354
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
Panel B. The role of a country’s social trust
Ln(ESG) Ln(ESGC)
VARIABLES ABLq AML 41 ABL 41 AML 41
(€] 2) 3) “4)
CSP*Dist 0.1073*** 0.1214%* 0.0981*** 0.1144%*=
(5.3672) (6.1152) (5.1039) (7.5726)
SOCTRU*Dist 0.0073*** 0.0110%* 0.0073*** 0.0119%**
(3.7545) (7.6285) (3.6491) (8.4455)
CSP*SOCTRU*Dist -0.0017** -0.0025*** -0.0017**=* -0.0028***
(-3.2095) (-7.2099) (-3.6387) (-7.0581)
Controls*Dist YES YES YES YES
Constant 0.0209 0.0230 0.0215 0.0239
(0.4050) (0.2799) (0.6463) (0.3565)
Observations 17,679 17,679 17,679 17,679
R-squared 0.0867 0.2469 0.0866 0.2468
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
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Table 7: CSP and leverage speed of adjustmentspetitime advantage as a possible channel and effegroduct market
competition

Panel A of this table reports the regression regaltthe following model:

ALijerr = (9ieCSPje + Wy jcTobinQy j + 1 ; CSP j % TobinQ; j o + pijXije) (Distyje) + 941
Panel B of this table reports the regression redaitthe following model:

ALijrr = (94):CSP;j + 1 jConcentrate; ;. + 1, ; (CSP, ;. * Concentrate; j, + p;jX;j¢) (Dist;j ) + ;)41
The dependent variable is the change in book an#tenéeverage ratigA L; j.,). Dist; ;. is the difference between the target
leverage ratio and the actual leverage rafiSP;;, is proxied by the natural logarithm of ESG and ESGCres.
TobinQ; ;. measures the market's assessment of a firm’s futash flow.Concentrate; ;. is a dummy variable that takes value
of one if a firm operates in concentrated indusing zero otherwise. Control variables (vedfgr;) including firm characteristics

and industry median leverage ratiblDLEV). The coefficients of control variables are notared in the interests of brevity. ***,
** * indicate significance at the 1%, 5%, and 108%els, respectively. Standard errors are bootgadpT-statistics are reported
in parenthesis. The variable definitions are in émgiix A.

Panel A. Competitive advantage as a possible cthanne

Ln(ESG Ln(ESGC
VARIABLES ABLt+y AML 4q ABL+q AML ¢4
@) (2) 3) 4)
CSP*Dis 0.1032%** 0.1260*** 0.0829*** 0.1149*=
(6.6680) (7.5865) (9.0089) (6.9598)
TobinQ*CSP*Dis -0.0191 %= -0.0379*** -0.0121%** -0.0408***
(-2.9536 (-4.9043 (-3.3899 (-5.0244
TobinQ*Dist 0.0777** 0.1332%** 0.0515%** 0.1410%**
(3.1987) (4.5334) (4.0112) (4.4387)
Controls*Dist YES YES YES YES
Constant -0.0144 -0.0413%* -0.0147 -0.0424%**
(-1.1769) (-3.5672) (-0.9765) (-3.5594)
Observations 15,203 15,203 15,203 15,203
R-square 0.087¢ 0.241¢ 0.086¢ 0.241¢
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
Panel B. The effect of product market competition
Ln(ESG) Ln(ESGC)
VARIABLES ABLysy AML 41 ABLyy AML 141
@) 2) 3) 4)
CSP*Dis 0.1057*** 0.0986*** 0.0921*** 0.0880***
(4.3914 (6.1198 (5.6257 (6.6597
CSP*Concentrate*Dist -0.0758*** -0.0908*** -0.0688*** -0.0965**
(-3.2669) (-4.4412) (-2.8020) (-4.5024)
Concentrate*Dis 0.2943*** 0.3510%** 0.2590%*+* 0.3606***
(3.2573) (4.4149) (2.8549) (4.4368)
Controls*Dist YES YES YES YES
Constant -0.0034 -0.0286* -0.0033 -0.0291
(-0.3206 (-1.7745 (-0.2324 (-1.4598
Observations 18,471 18,471 18,471 18,471
R-square 0.083¢ 0.239: 0.083¢ 0.239:
Industry FE YES YES YES YES
Year FE YES YES YES YES
Country FE YES YES YES YES
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Table 8a: Robustness tests: Alternative measurievefage and target leverage

This table reports the robustness checks usingapaudtive leverage adjustment as alternative meast leverage

(Model (1)-(2) and using Fama-McBeth method toreate target leverage (Model (3)-(6) for followirggressions:
ALijrir = (9ijCSPyje + pijeXije) (Distyje) + ;41

The dependent variable is the change in leverage(@®L;;..,). Dist; ;. is the difference between the target leverage

ratio and the actual leverage ratitsP; ;, is proxied by the natural logarithm of ESG and ES&fres. Control

variables (vectok; ;) including firm characteristics and industry medlaverage ratigINDLEV). The coefficients of

control variables are not reported in the interestbrevity. ***, ** * indicate significance at tb 1%, 5%, and 10%
levels, respectively. Standard errors are bootgdpT-statistics are reported in parenthesis. vitt@ble definitions
are in Appendix A.

Alternative leverage measure: AL Alternativetarget leverage measure: FeMcBeth metho
Ln(ESG) Ln(ESGC)
VARIABLES Ln(ESG) Ln(ESGC) ABLy1 XY ABLyy AML 141
1) ) (©) (4) (5) (6)
CSP*Dist 0.308*** 0.247*+* 0.0804*** 0.0720*** 0.0687*** 0.0592**
(5.171 (6.264 (4.690 (5.008 (5.926 (4.349
Controls*Dist YES YES YES YES YES YES
Constant -0.0338* -0.0417* -0.0006 -0.0011 -0.0227 -0.0236
(-1.949) (-2.125) (-0.0505) (-0.0793) (-1.113) .284)
Observation 17,75¢ 17,75¢ 18,47: 18,47: 18,47: 18,47:
R-squared 0.701 0.696 0.081 0.082 0.237 0.237
Industry FE YES YES YES YES YES YES
Year FE YES YES YES YES YES YES
Country FE YES YES YES YES YES YES

Table 8b: CSP and leverage speed of adjustmenternative econometric method

This table reports the regression results for ffeceof CSP, proxied by natural logarithm of ES@&&SGC scores, on
the leverage speed of adjustment using of firmdfigéfects regression with clustered standard etrtiie country level:

ALijivr = (91 CSPyje + pijeXije) (Distyje) + ;41

The dependent variable is the change in book amldenkeverage rati@ L; ; ..1). Dist; . ; is the difference between the
target leverage ratio and the actual leverage.résiB; , ; is proxied by the natural logarithm of ESG and ES$&Gres.
Control variables (vecto; ;.) including firm size(SIZE) tangibility (TANG) profitability (PROF) R&D expenses
(RD), R&D dummyRDDUM), depreciation expensg®EP), market-to-book ratioMTB), and industry median
leverage ratidINDLEV). The coefficients of control variables are notamed in the interests of brevity. *** ** *
indicate significance at the 1%, 5%, and 10% levedspectively. Standard errors are bootstrappestafistics are
reported in parenthesis. The variable definitiomsia Appendix A.

Ln(ESG) Ln(ESGC)
VARIABLES ABL;q AML 41 ABLyyq AML ¢4
(1) (2 3) 4)

CSP*Dist 0.1129%** 0.0790*** 0.0973*** 0.0659***

(3.6072) (3.3278) (4.9756) (3.0256)
Controls*Dist YES YES YES YES
Constant -0.0100%** -0.0197*** -0.0099*** -0.0196™%

(-3.4834) (-3.6139) (-3.3060) (-3.5060)
Observation 18,47: 18,47: 18,47: 18,47:
R-square 0.177* 0.371¢ 0.177¢ 0.371
Firm FE YES YES YES YES
Year FE YES YES YES YES
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Table 8c: Instrumental variable approach

This table reports the first-stage and second-stageession from our IV regressions. In the firsige, we
regress the CSP variabl@sn(ESG) and Ln(ESGCjhteracted withDist on the instruments and the controls,
where a given firm’s CSP proxies are instrumentgdgiGDP growth ratéGGDP) and money supply growth
rate (GMS) CSP;, ; is proxied by the natural logarithm of ESG and ES&Gres. Control variables including
firm characteristics and industry median leverag® INDLEV). *** ** * indicate significance at the 1%, 5%,

and 10% levels, respectively. Standard errors a@skrapped. T-statistics are reported in pareighdhe
variable definitions are in Appendix A. In the sadcstage, we regress dependent variable that ishiduege in
book leverage ratigA LEV;,., ;) on the predicted values ah(ESG)*Distand Ln(ESGC)*Dist respectively
and the control variablefist; . ; is the difference between the target leverage eatd the actual leverage ratio.
*x xx * ndicate significance at the 1%, 5%, anth% levels, respectively. Standard errors are db@qped
and reported in parenthesis. The p values of Wedtst Sargan J statistics and first-stage F testseported.
The variable definitions are in Appendix A.

Ln(ESG Ln(ESGC
BL ML BL ML

First stag Second sta¢ Firststag Second sta¢ Firststag Second sta¢ First stag Second stag

VARIABLES Ln(ESG)* ABLyy Ln(ESGC)  ABLuy Ln(ESG)* ABLys Ln(ESGC)  ABLiy
Dist 2) *Dist 4) Dist (6) *Dist (8)
@) (©) )] @)
CSP*Dist 0.8744** 1.4669*** 0.7300*** 1.0543**
(0.1884) (0.4870) (0.1505) (0.3087)

SIZE*Dis! 0.2300**  -0.1957**  0.2277**  -0.3233**  (0.2117** -0.1485**  0.2095*** -0.2113***

(0.0009) (0.0436) (0.0008) (0.1109) (0.0010) (032 (0.0010) (0.0650)
TANG*Dist 0.0620*** -0.019¢ 0.0808*** -0.062¢ 0.1162*+* -0.0587° 0.1647**  -0.1236**

(0.0195) (0.0287) (0.0180) (0.0507) (0.0227) (04931 (0.0212) (0.0599)
PROF*Dist 0.1646**  -0.1148**  0.2457**  -0.3842**  0.1099*** -0.0413 0.2387**  -0.2789***

(0.0185) (0.0405) (0.0239) (0.1287) (0.0216) (0929 (0.0281) (0.0854)
RD*Dist 1.5298**  -1,1296**  1.3981**  -1.9472**  1.5460** -0.9179**  1.3816** -1.3600***

(0.0337) (0.2963) (0.0497) (0.6921) (0.0393) (0241 (0.0583) (0.4407)
RDDUM*Dist 0.1970**  -0.1719**  0.1645**  -0.2663**  0.2956***  -0.2220**  0.2783**  -0.3171**

(0.0104 (0.0402 (0.0101 (0.0827 (0.0122 (0.0473 (0.0119 (0.0875
DEP*Dist 1.9466**  -2.3948**  1.8113**  -3.0396**  1.9753**  -2.1538**  1.5547**  -2.0109***

(0.1090) (0.3919) (0.1143) (0.8995) (0.1272) (0926 (0.1342) (0.5062)
MTB*Dist 0.0039*** -0.001: 0.0071**  -0.0115***  0.0053*** -0.001¢ 0.0064**  -0.0082***

(0.0004 (0.0010 (0.0006 (0.0036 (0.0005 (0.0010 (0.0007 (0.0022
INDLEV*Dist -0.2728**  0.1452*  -0.0727** 0.0219 -0.0348 -0.0866* 0.0280 -0.1133***

(0.0352) (0.0705) (0.0228) (0.0559) (0.0410) (6404 (0.0267) (0.0372)
GGDF*Dist 0.0023 0.0042*+* 0.0038* 0.0050***

(0.0013) (0.0012) (0.0016) (0.0014)
GMS*Dist 0.4456** -0.1044 0.5174%* 0.1878**

(0.0740) (0.0719) (0.0864) (0.0843)
Constar 0.015¢ -0.003¢ 0.013¢ -0.0474* 0.020: -0.014: 0.0276 -0.0595***

(0.0127) (0.0172) (0.0120) (0.0224) (0.0154) (@81 (0.0141) (0.0214)
Observation 17,95( 17,95( 17,95( 17,95( 17,95( 17,95( 17,95( 17,95(
R-squared 0.9908 0.0878 0.9911 0.0631 0.9866 0.1951 0.9869 0.2002
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES
Wald test 0.0092 0.0000 0.0000 0.0000
Sargan J statistic 0.1550 0.1089 0.1267 0.1091
Firsi-stage F te 0.000( 0.0C12 0.000( 0.000(
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Table 9: CSP and leverage speed ot adjustmentso@er country’s institution

This table reports the regression results for ffextecountry’s institution on CSP — leverage S@#ationship using the following model:
ALijerr = (9ijeCSPyje + 8y eIN;je +N;je CSPyje x INyj e + pijeXije) (Distyje) + 041
The dependent variable is the change in book andenhteverage ratigA L; ;,.1). Dist; ;. is the difference between the target leverage ratid the actual
leverage ratioCSP; ;. is proxied by the natural logarithm of ESK#; ;. is the country’s institution variables, which is asared by the legal and regulatory
variables in panel A, information environment vates in Panel B, country’s corporate governanceées in panel C, and other country’s instituticiaators in
panel D. Control variables (vect#y;.) including firm characteristics and industry medlaverage ratigINDLEV). The coefficients of control variables are not

reported in the interests of brevity. *** ** * gicate significance at the 1%, 5%, and 10% levelspectively. Standard errors are bootstrappedafistcs are
reported in parenthesis. The variable definitiomsia Appendix A.
Panel A. Legal and regulatory variables

LEGREC = EFFJUD LEGREC = RULLAW LEGREC = CORRUF LEGREC = RISEXF LEGREC = RISCON
VARIABLES ABLos AML g ABLey AML i1 ABL s AML g ABLe AML ABLuy AML o
(1) (2 (3) 4) (5) (6) ) (8) 9) (10}

CSP*Dist 0.1305%*  0.1429%*  0.1143"*  0.0999*  0.1125%*  0.1158"*  0.1087**  0.0685"  0.1502"*  0.1845*

(5.3523) (5.9848) (2.8885) (5.3539) (5.9072) (819 (3.8617) (2.2220) (4.5674) (6.2033)
LEGREG -0.0090%*  -0.0121**  -0.0076**  -0.0083** -0.0082*  -0.0107**  -0.0067**  -0.0047  -0.0115%*  -0.0166**
*CSP*Dist

(-4.0406) (-5.0003) (-2.2528) (-5.1078)  (-4.9608) (-4.1433) (-2.1450)  (-1.4817)  (-3.9032) (-5.9756)
LEGREG *Dist 0.0348%*  0.0466**  0.0352%*  0.0482%*  0.0384**  0.0516%*  0.0349**  0.0497**  0.0357**  0.0477**

(5.4511 (5.2155 (3.4452 (8.4630 (5.0905 (6.5757 (4.5621 (6.9452 (5.1455 (5.4751
Controls*Dist YES YES YES YES YES YES YES YES YES YES
Constant -0.0043 -0.0305* -0.0040 -0.0289 -0.0040 -0.0298  0.0033 -0.0254 -0.0048 -0.0330

(-0.4559) (-2.2954) (-0.3633) (-1.1784)  (-0.5227) -1.%914) (-0.3185)  (-1.3050)  (-0.3329) (-1.4001)
Observations 17,935 17,935 17,935 17,935 17,935 17,935 17,935 9357 17,935 17,935
R-squared 0.0867 0.2409 0.0868 0.2422 0.0866 0.2412 0.0867  2426. 0.0867 0.2414
Industry FE YES YES YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES YES YES

Panel B. Information environments

FINENV = DISCLO

FINENV = ANALYST

FINENV = AUDIT

FINENV = DISCON

FINENV = DISPUB

VARIABLES ABLs AML oy ABLys AML 0y ABL e AML ABLys AML oy ABLos AML
1) (2 (3) 4) (5) (6) ) (8) 9) (10
CSP*Dis 0.1220"*  0.1557%*  0.1182**  0.1216™*  0.1213"*  0.1555*  0.1001™*  0.0973**  0.1020"*  0.0911**
(4.6733) (7.9174) (4.8487) (7.2597) (5.8525) (603 (4.1590) (5.4298) (5.0248) (5.8205)
INFENV*CSP*Dis  -0.0164**  -0.0238**  -0.0029%*  -0.0038**  -0.0202**  -0.0327**  -0.0865%  -0.1205%*  -0.0902%*  -0.1118%**
(-4.0971) (-6.7675) (-3.2517) (-7.4104)  (-4.5356) (-6.9652) (-2.5004) (-4.3654) (-4.1566) (-5.0513)
INFENV*Dist 0.0670**  0.0838**  0.0123**  0.0167**  0.0885**  0.1165**  0.4083**  0.5744**  0.4146**  0.5334*
(3.6624) (5.7927) (3.7509) (7.8357) (5.1075) (833 (3.0092) (4.9350) (4.9835) (6.3023)
Controls*Dist YES YES YES YES YES YES YES YES YES YES
Constant -0.0053 -0.0319 -0.0042 -0.0308* -0.0046 0.0306* -0.0050 -0.0293 -0.0052 -0.0286
(-0.4257) (-1.2441) (-0.3113) (-1.8036)  (-0.3376) (-1.7265) (-0.4658) (-1.3248) (-0.3636) (-1.3814)
Observation 17,95¢ 17,95¢ 17,88t 17,88t 17,88t 17,88t 18,24 18,24 18,24 18,24
R-square 0.086¢ 0.240¢ 0.086¢ 0.240¢ 0.087: 0.241: 0.088: 0.243t 0.088( 0.242¢
Industry FE YES YES YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES YES YES
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Panel C. Country's corporate governance

CORGOV = VOIACC

CORGOV =POLSTA  CORGOV = GOVEFF

CORGOV = REGQUA CORGOV = RULLAW2 CORGOV = CONCOR

VARIABLES ABLy AML 41 ABLy AML g ABLy AML 11 ABLyy AML 41 ABLyy AML 44y ABLyy AML 44y
@) 2) 3) 4) (5) (6) @) (8) 9) (10) 1) 12)
CSP*Dis 0.1012***  0.1066*** 0.1035*** 0.1131** (0.1038**  (0.1182*** 0.0831*  0.1196*** 0.0977** 0.1196** 0.1007*** 0.1185***
(4.1751) (5.6325)  (3.2599)  (6.2001)  (3.2906) (646  (2.4271)  (7.2957)  (4.0105)  (7.0603)  (4.0452) .4Q@8)
CORGOV*CSP*Dist -0.0568*** -0.0769** -0.0735*** -0.0880*** -0.0435*** -0.0571** -0.0372** -0.0605** -0.0401** -0.0598*** -0.0458*** -0.0610***
(-2.9150  (-4.4932  (-2.9229  (-4.3582  (-2.7766  (-4.7628  (-2.4197 (-4.1515  (-3.5479  (-4.8869  (-3.4466  (-4.8360
CORGOV*Dist 0.2408**  0.3280*** 0.2693*** (0.3100*** 0.1988**  0.2448***  0.2029*** 0.2464*** (0.1889** 0.2460** 0.2026*** 0.2468***
(3.0919) (4.9839)  (2.8184)  (4.1359)  (3.1620) (670  (3.5077)  (4.4730)  (4.6054)  (5.8976)  (3.6211) .1288)
Controls*Dist YES YES YES YES YES YES YES YES YES YES YES YES
Constar 0.000¢ -0.021¢ -0.000¢ -0.026¢ -0.001¢ -0.028¢ -0.004: -0.028¢ -0.001¢ -0.027: -0.001¢ -0.027:
(0.0419 (-0.9453  (-0.0838  (-0.9786  (-0.1220  (-0.8585  (-0.2981  (-1.1615  (-0.1140  (-1.3608  (-0.1281  (-1.3224
Observations 15,964 15,964 15,964 15,964 15,964 9645, 15,964 15,964 15,964 15,964 15,964 15,964
R-square 0.084 0.252¢ 0.082¢ 0.251: 0.085! 0.252¢ 0.086¢ 0.252: 0.085: 0.252¢ 0.085¢ 0.252¢
Industry FE YES YES YES YES YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES YES YES YES YES
Panel D. Other country's institutional factors
OTHER = ENGOR OTHER = PUBETFH OTHER = GOOGO! OTHER = MEDI#
VARIABLES ABLyq AML (41 ABL 4 AML 441 ABL AML 441 ABLyq AML 441
1) 2 3) 4 (5) (6) (1) (8)
CSP*Dis 0.0975*** 0.0898*** 0.1020*** 0.1249*+* 0.1234*** 0.1489*** 0.0743** 0.0716***
(5.6704) (5.8468) (7.5394) (5.8231) (5.3053) (334 (3.9525) (6.0549)
OTHER*CSP*Dis -0.0713*** -0.0768*** -0.0010*** -0.0015*+* -0.0043*+* -0.0063*** -0.000( -0.0000**
(-3.9943 (-2.9705 (-6.4976 (-5.0528 (-4.0880 (-7.4144 (-1.2516 (-2.5579
OTHER*Dist 0.3187*** 0.3365*** 0.0048*** 0.0061*** 0.0177*** 0.0233*** 0.0001 0.0001***
(4.6123) (3.3055) (8.7906) (5.6901) (4.1715) (381 (1.5940) (2.9985)
Controls*Dist YES YES YES YES YES YES YES YES
Constant -0.0069 -0.0340 -0.0064 -0.0319* -0.0046 0.0309* -0.0060 -0.0304*
(-0.4733) (-1.6195) (-0.4542) (-1.8938) (-0.4211) (-1.8070) (-0.4196) (-1.8864)
Observations 18,243 18,243 18,243 18,243 17,959 9597, 17,885 17,885
R-squared 0.0869 0.2392 0.0870 0.2406 0.0864 0.2407 0.0866 0.2388
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES
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Table 10: ESG pillars and leverage speed of adpistsn

This table reports the regression results for ffexcteof ESG pillars including environme(&ENV), social(SOC) and
corporate governan¢€GV)on the leverage speed of adjustment using thewollg models:

ALijery = (@ ESGpillaryje + pijeXije) (Distije) + 9 je1
The dependent variable is the change in book anttahéeverage ratiA L; j..,). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.r@fiGpillar; ;. is proxied by the natural logarithm of environméwtodel
(1)-(2)), social (Model (3)-(4)), and corporate gavance scores (Model (5)-(6)). Control variablesc{orX; ;.) including
characteristics and industry median leverage r@gh®LEV). The coefficients of control variables are notawed in the
interests of brevity. ***, ** * indicate significace at the 1%, 5%, and 10% levels, respectivelgnditrd errors are
bootstrapped. T-statistics are reported in parsigh&he variable definitions are in Appendix A.

ENVIRONMENT SOCIAL GOVERNANCE
VARIABLES ABLus AML s ABLur AML s ABLur AML 1y
1) (2 (3) (4) (5) (6)
Ln(ENV)*Dist 0.0429%+ 0.0262%
(4.0597) (2.9745)
Ln(SOC)*Dist 0.0576%* 0.0380%*
(5.4021) (7.2508)
Ln(CGV)*Dist 0.04271 %+ 0.0467**
(5.9923) (5.9770)
Controls*Dist YES YES YES YES YES YES
Constant 0.0006 -0.0217 0.0001 -0.0216 -0.0014 49.02
(0.0812) (-1.0280) (0.0053) (-1.1915) (-0.1108)  1.2918)
Observations 18,465 18,465 18,465 18,465 18,463 4638,
R-squared 0.0783 0.2348 0.0809 0.2358 0.0790 0.2366
Industry FE YES YES YES YES YES YES
Year FE YES YES YES YES YES YES
Country FE YES YES YES YES YES YES

Table 11: CSP and leverage speed of adjustmerfectiff firm’s corporate governance practice

This table reports the regression results for tfilewing model:

ALijier = (93j ENVSOC; j: + W jDummy _CGV, i, + 7 j (ENVSOC; j * Dummy CGV; ;. + p;.jX;j.) (Dist; )

+ 91 je41

The dependent variable is the change in book anttahéeverage ratiA L; j..,). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.l@aN’SOC; ; . is proxied by the natural logarithm of average mfionment
and social performance scorédaummy_CGV; ;. is a dummy variable that equals one if firms hat@ng corporate
governance and zero otherwise. Control variablestérX; . ;) including firm characteristics and industry medlaverage
ratio (INDLEV). The coefficients of control variables are notaed in the interests of brevity. *** ** * indate
significance at the 1%, 5%, and 10% levels, re$palgt Standard errors are bootstrapped. T-stasisire reported in
parenthesis. The variable definitions are in Appeid

VARIABLES ABLy1 AML 41
(1) (2
ENVSOC*Dist 0.0722%* 0.0693***
(6.0466) (5.0613)
Dummy_CGV*Dist 0.0055** 0.0086***
(2.4205) (3.2839)
ENVSOC*Dummy_CGV*Dist -0.0155%** -0.0547**=*
(-2.7858) (-8.6514)
Controls*Dist YES YES
Constant 0.0019 0.0029
(0.1617) (0.1158)
Observations 18,463 18,463
R-squared 0.0821 0.2481
Industry FE YES YES
Year FE YES YES
Country FE YES YES
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Table 12: CSP and leverage speed of adjustmenéndial constraints

This table reports the regression results for ¢hieiing model:

ALijers = (91jcCSPyje + W j FINCON, o + 10 CSP; j o ¥ FINCON; j o + py e Xije) (Distyje) + 0 je4a
The dependent variable is the change in book anttenieverage ratioA L; .). Dist; ;. is the difference between the
target leverage ratio and the actual leverage.r@ig; ;. is proxied by the natural logarithm of ESG and ES€i0res.
FINCON; ;. is the financial constraints variables, which isaswred by firm’s cash flow (CASHFLOW) in Model (¥}
and KZ index (KZINDEX) in Model (5)-(8). Control viables (vectoX;;.) including firm characteristics and industry
median leverage ratidNDLEV). The coefficients of control variables are notared in the interests of brevity. *** ** *
indicate significance at the 1%, 5%, and 10% lewaspectively. Standard errors are bootstrappesfafistics are reported
in parenthesis. The variable definitions are in éqgix A.

FINCON = CASHFLOW FINCON = KZINDEX
Ln(ESG) Ln(ESGC) Ln(ESG) Ln(ESGC)
VARIABLES ABLsy AML 141 ABLysy AML 41 ABLysy AML 41 ABLsy AML 41
() 2 3) 4) 5) (6) @) 8
CSP*Dist 0.1106*** 0.1048** 0.1001**  0.0935***  0.1057** 0.1019*** 0.0943** 0.0906***

(4.1634)  (4.6785)  (5.7448)  (6.0871) (5.9201) (9.7886)  (6.1591)  (8.1837)
FINCON* CSP*Dist -0.0756™* -0.1108** -0.0744** -0.1067** -0.0857** -0.1050** -0.0903** -0.1030***
(-3.3385)  (-5.0190) (-3.7977)  (-5.1926)  (-4.5865)(-8.0812) (-5.1902) (-8.9039)

FINCON*Dist 0.2889%* 0.4138%* 0.2726™*  0.3836**  0.3991** 0.4636** 0.4038%* 0.4427+*
(3.1690)  (4.5730)  (3.2737) (4.8672) (5.3587) (8.7462)  (5.9911)  (8.8373)
Controls*Dist YES YES YES YES YES YES YES YES
Constant -0.0004  -0.0275  -0.0015 -0.0292 0.0035 -0.0151  0.0030  -0.0162
(-0.0389)  (-1.6420)  (-0.1269)  (-1.3424)  (0.2652) (-0.6495)  (0.2102)  (-0.5767)
Observations 16,418 16,418 16,418 16,418 18,428 18,428 18,428 18,428
R-squared 0.0926 0.2503 0.0931 0.2501 0.0893 0.2421  0.0894  0.2417
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES
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Table 13. CSP and leverage adjustment activities

This table reports the marginal effects from thgitloegressions modelling firm’s decision to acceagital
markets regarding to CSP levels. Panels A and Beptethe results for over-levered and under-levéirets,
respectively. Debt issuances, debt retirements, equdty issuances are defined as a security issuanc
repurchase of at least 5% of the book assets. JEmiitements are defined as a stock repurchaaelest 1.25%
of the book asset§SP;, ;is proxied by the natural logarithm of ESG and ES&0res. Control variables
(vectorX; ;.) including firm characteristics and industry mediaverage ratigiINDLEV). The coefficients of
control variables are not reported in the intere$tisrevity. ***, ** * indicate significance at th 1%, 5%, and
10% levels, respectively. Standard errors are lrapised. T-statistics are reported in parenthdsis. variable
definitions are in Appendix A.

Panel A. Over-levered firms

Debt Issuance Debt Retirement Equity Issuance ERatirement
VARIABLES ESG ESGC ESG ESGC ESG ESGC ESG ESGC
) (2) 3 (4) (5) (6) ) (8)
CSP*Dist 0.1168 0.1352** -0.0683 0.0155 0.4414**  0.4106*** 0.0035 0.0380
(1.4623) (1.9640) (-0.8665) (0.2285) (6.4169) 88 (0.2974) (1.5853)
Controls*Dist YES YES YES YES YES YES YES YES
Constant 0.2098 0.2089 0.5101*  0.5061**  0.4904** .4888** (0.5572**  (0.5578***
(1.0401) (1.0361) (2.5633) (2.5429) (2.8246) (BB1 (2.9536) (2.9589)
Observations 8,007 8,007 8,007 8,007 8,007 8,007 0078, 8,007
R-squared 0.0964 0.0966 0.1095 0.1094 0.1371 0.13780.1834 0.1837
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES

Panel B. Under-levered firms

Debt Issuance Debt Retirement Equity Issuance ERatirement
VARIABLES ESG ESGC ESG ESGC ESG ESGC ESG ESGC
@) 2) ®3) 4) ©) (6) () (8
CSP*Dist 0.1106 0.1104 0.0159 0.0433 0.4316** 0.4431** 0054 0.1188*
(1.3758) (1.6293) (0.6233) (1.2993)  (6.4862)  (BHO (0.1681)  (1.8659)
Controls*Dists YES YES YES YES YES YES YES YES
Constant 0.4105*** 0.4076*** 0.4960**  0.4694*** 0.801 0.0379 0.5325***  0.2547**
(3.7246) (3.6968) (5.0078) (4.8203) (0.5489) (611 (2.8193) (2.4573)
Observations 10,464 10,464 10,464 10,464 10,464 4640, 10,464 10,464
R-squared 0.1079 0.1079 0.1320 0.1321 0.1341 0.13580.2283 0.2272
Industry FE YES YES YES YES YES YES YES YES
Year FE YES YES YES YES YES YES YES YES
Country FE YES YES YES YES YES YES YES YES
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Appendix A. Variable definitions

Variables Acronym Description Data source

Book leverage BLEV Book value of total debt dividegbook value of total Worldscope
assets.

Market leverage MLEV Book value of total debt dieitlby the sum of market Worldscope
value of equity and the book value of total debt

Active leverage ALEV Book value of total debt diedl by the sum book value of Worldscope
total assets and the total net income

ESG score ESG ESG score that measures firm’'s EE@pance across Thomson Reuters
three pillars (environment (E), social (S), andggmance  ESG database
(G)) and ten topics (resource use, emissions, gnmy,
management, shareholders, CSR strategy, workforce,
human rights, community, and product responsibility

ESG combined score ESGC ESG combined score, whidngorates ESG Thomson Reuters
controversies captured from global media sourcafs th ESG database
materially and significantly affect the companies.

Environment ENV Environmental pillar that examirastors including Thomson Reuters
resource usage and reduction; emissions and emsssio ESG database
reductions; environmental activism and initiativela
product or process innovation.

Social SOC Social pillar that examines factorsudolg employment ~ Thomson Reuters
quality, health and safety issues, training, ditgrs ESG database
human rights, community involvement and product
responsibility.

Corporate governance CGV Corporate governance filé examines factors includingThomson Reuters
board structure, compensation policy, board fumstio ESG database
financial and operational transparency, sharehaldhts
and vision and strategy.

Target Distance Dist Difference between target@gkrved leverage ratio Self-calculated

Firm size SIZE Natural logarithm of book value ofd assets Worldscope

Tangibility TANG Net property, plant and equipmelinidend by book value Worldscope
of assets

Growth opportunity MTB Ratio of book value of asskess book value of equity plus Worldscope
market value of equity to book value of assets

Profitability PROF Earning before interests, taxdepreciation and Worldscope
amortization divided by book value of assets

Depreciation DEP Depreciation and amortizationdid by book value of Worldscope
assets

Research and RD Research and development expenses divided yvaboe Worldscope

development of assets

Research and RDDUM Dummy variable that equals one if researcth an Worldscope

development dummy

development expenses are not reported and zero
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ESG disclosure

ESGDIS_DS

Stakeholder engagement SE

Book Equity B
Income before E
extraordinary items

Cost of equity r

Cash flow deficit

KZ index KZINDEX

CASHFLOW

otherwise

ESGDIS_BB Score that is collected from company-sourced fijrmpch

as corporate social responsibility reports, annegorts,
the company website, and a proprietary Bloomberg
survey that requests corporate data directly

Measures the degree to which a focal company disslo
ESG information in a given year. The score rangaes f
zero to 100. The higher the score, the strongefirtinés
ESG disclosure.

Measures the degree to which a focal companigiesgghe
formal processes in place for engagement with its
stakeholders. The higher the score, the strongsfirth’s
stakeholder engagement.

Book value of equity

Net Income before Extraordinary ltems/Preferred

Dividends

Measured using Fama and French’s (1997) one-factor
model with the short-term T-bill as a proxy for thigk-
free rate of interest
A dummy that equals dfiine firm has a cash flow deficit
and zero otherwise

The index that consists of a limemmbination of five
accounting ratios: cash flow to total assets, thekat to
book ratio, debt to total assets, dividends td txaets,

and cash holding to total assets.

Bloomberg

Thomson Reuters
ESG database

Thomson Reuters

ESG database

Worldscope

Worldscope

Self-calculated

Worldscope

Self-calculated
following Baker,
Stein, & Wurgler
(2003)

Under-target leverage UNDER A dummy that equalsibfiien is under-levered relative  Self-calculated
to target leverage and zero otherwise.
Industry median of INDMED The median leverage ratio of an industrydioich a firm Self-calculated
leverage belongs.
GDP growth rate GGDP Annual GDP growth rate. World Development

Money supply growth rate GMS

Social trust SOCTRU
Efficiency of judicial EFFJUD
system

Rule of law RULLAW
Level of corruption CORRUP

Annual money supply (M2) growth rate.

Measure where citizens have confidence in public
institutions, which is strongly related to socidtalst.

Measures the efficiency and integrity of¢bantry’s legal
environment. The index is scaled from zero to &@ser
scores, indicate lower efficiency levels.

Measures the law and order ttiadi in the country. The
index is scaled from zero to 10, with lower scdoedess
tradition for law and order.

Measures the corruptexel of the government in the
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La Porta et al.
(1998)

La Porta et al.
(1998)

La Porta et al.



country. The index is scale from zero to 10, wittvér (1998)
scores for lower level of corruption.
Risk of expropriation RISEXP Measures the risk‘ofitright confiscation” or “forced La Porta et al.
nationalization”. The index is scaled from zerali®, (1998)
with lower scores for higher risks.
Repudiation of contracts RISCON Measures the “risk of a modification in@ntract taking La Porta et al.
by government the form of a repudiation, postponement, or scaling (1998)
down’ due to “budget cutbacks, indigenization gsare,
a change in government, or a change in government
economic and social priorities”. The index is szhfrom

zero to 10, with lower scores for higher risks.

Comprises disclosure DISCLO Measures the level of financial disclosund availability ~ Jin & Myers (2006)

score index of information to investors.

Financial analyst ANALYST Number of analysts follog the largest 30companies in  Bushman et al.
each country in 1996. (2004)

Auditing practice AUDIT Variable indicating the mentage of firms in the country Bushman et al.

audited by the Big 5 accounting firms. AUDIT equéls (2004)
2, 3, or 4 if the percentage ranges between (0,)25%

(25%, 50%), (50%, 75%), and (75%, 100%),

respectively.

Disclosure to congress DISCON Measures the ratadl gurce items contained in the Djankov et al.
country’s blank disclosure form available to corsgre (2010)
over all source items potentially disclosed in dntficial
“universal” form.

Disclosure to public DISPUB Measures the ratiolb$aurce items contained in the Djankov et al.
country’s disclosure form available to the pubkepall (2010)
source items potentially disclosed in the artificia
“universal” form.

Voice and Accountability = VOIACC Measures perceptiaf the extent to which a country's ~ Kaufmann et al.
citizens are able to participate in selecting their (2009)
government, as well as freedom of expression, &need

of association, and a free media.

Political Stability and POLSTA Measures perceptions of the likelihood thatgovernment Kaufmann et al.

Absence of Violence will be destabilized or overthrown by (2009)

Government effectiveness GOVEFF Measures perceptibthe quality of public services, the Kaufmann et al.
quality of the civil service and the degree of its (2009)

independence from political pressures, the quafity
policy formulation and implementation, and the

credibility of the government's commitment to such

policies.
Regulation quality REGQUA Measures perceptions of the ability of the govemine Kaufmann et al.
formulate and implement sound policies and regurati (2009)
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Rule of law

Control of corruption

English origin

Public sector ethics

Good government index

Media channel

RULLAW2

CONCOR

ENGORI

PUBETH

GOOGOV

MEDIA

that permit and promote private sector development.
Measures perceptions of theeextto which agents have
confidence in and abide by the rules of society, ian
particular the quality of contract enforcement, gandy
rights, the police, and the courts, as well adikatihood
of crime and violence.
Measures perceptidthe extent to which public power
is exercised for private gain, including both pethd
grand forms of corruption, as well as "capturethaf
state by elites and private interests.
Dummy variable equal to uriftyhe firm operates under
English law, and zero otherwise.
Measures the perceraffjems in the country giving
satisfactory ratings to the questions on honesty of
politicians, government favouritism in procurement,
diversion of public funds, trust in postal offi@nd the
average bribe frequencies for permits, utilities] taxes.
Measures how well the country protects private priyp
rights.
Average rank of the countriedia development (print
and television) between 1993 and 1995.

Kaufmann et al.
(2009)

Kaufmann et al.
(2009)

La Porta et al.
(1998)
Kaufmann (2004)

Morck et al. (2000)

Bushman et al.
(2004)
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Highlights
1. We find firms with superior CSP adjust fasteward their target leverage ratios.

2. Our results show superior CSP helps to lowérnals leverage adjustment costs (e.qg.
agency costs, transaction costs and issuance .costs)

3. We find firms with better CSP enhance theielage adjustment speeds dramatically for

over-levered firms but not for under-levered firms.

4. The study further investigates four mechanigdmsugh which CSP positively affects the
speed of leverage adjustment and find that infamnaasymmetry, equity mispricing,
stakeholder engagements, and competitive advantagesignificantly associated with this

relationship in the predicted direction.

5. Our results show that all the institutional &ast -- including a country’s enforcement
mechanisms, information environments, corporateegtance, English origin, public sector
ethics, goodness of government, and media chann@sy important roles in moderating the

positive association between CSP and speed oftatius.

6. We find that CSP has a significant and positmpact on a firm’s equity issuance but not

on debt issuance, debt retirement, or equity k.

7. Two policy/profession implications: 1. At therfi level, corporations should have greater
consideration to and invest more in, their sustamactivities to enhance the positive effect
of their sustainability performance on leverageuatinent speeds. 2. At the market/country
level, governments and authorities should consigémng regulations to encourage firms to
improve their environment, social, and corporateegoance performance, as well as create

good-quality institutional settings.

8. Collectively, this study highlights the importaole of CSP in shaping corporate capital
structure dynamics and provides implications fapooate strategic planning on the privately

optimal levels of CSP activities.



