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Abstract

This study examines the influence of corporate social responsibility (CSR) on the capital structure (LEV)
of 331 companies listed on twenty emerging markets for the periods 2005-2019. The LEV is measured by
the total liabilities divided by total assets. The CSR performance is proxied by the environmental, social
and governance (ESG) ratings obtained from Thomson Reuters DataStream. The firm size is introduced
as a potential moderator on the CSR and LEV relationship. The analysis results showed that there is no
direct evidence that CSR performance effects LEV. Moreover, the firm size negatively and significantly
moderates the relationship between corporate governance performance (GPS) and social performance
(SPS) and LEV. Additionally, the profitability is negatively and significantly, and asset tangibility is
positively and significantly related to LEV. Our results confirm that CSR performance facilitates
financing through debt for small and medium size companies and decreases cost of equity for large
companies. These findings are consistent with the recent studies.
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1. Introduction

The aim of this study is to explore the effects of corporate social responsibility (CSR) on capital
structure (LEV) of listed companies in emerging markets. The related literature has shown that there are
different explanations for the CSR applications: it reduces the firm's risk (Cheng et al., 2014; Dhaliwal et
al., 2011; Doh et al., 2010; El Ghoul et al., 2011; Jo & Na, 2012; McGuire et al., 1988; Orlitzky &
Benjamin, 2001) and adds value to companies (Eccles et al., 2013; Luo & Bhattacharya, 2009; Waddock
& Graves, 1997). Prior research has extensively examined whether superior CSR quality had the effects
of increasing capital market return for firms, reducing cost of capital and reducing the information
asymmetry. The results showed that there is a positive and strong relationship between CSR and stock
returns and market capitalization (Anderson & Frankle, 1980; Caroline, 2013; Freedman & Stagliano,
1991).

Although, the different topics relating to the CSR has been studied in the past, mostly CSR and
corporate financial performance (CFP) were explored by many academicians. Most of these studies
revealed a non-significant relationship. Some researchers found a negative relationship or no clear
relationship at all between CSR and CFP (Aksoy et al., 2020; Griffin & Mahon, 1997; Harrison &
Freeman, 1999; McWilliams & Siegel, 2000; Makni et al., 2008; Waddock & Graves, 1997), others found
a positive relationship between CSR and CFP (Artiach et al., 2010; Ameer & Othman, 2012; McGuire et
al., 1988; Margolis & Walsh, 2003; Peloza, 2009; Ziegler & Schrdder, 2010).

As stated earlier by McWilliams and Siegel (2001), these differences in results, are not surprising.
This difference in findings can be explained by the specification of the econometric models used, the
differences in the markets studied, the proxies used to measure social and financial performance and a
lack of clear direction of causality between social and financial performance (Griffin & Mahon, 1997;
Waddock & Graves, 1997; Lin et al., 2008; McWilliams & Siegel, 2000). As the awareness of the
stakeholders about CSR increases, the reputation of companies with high CSR performance increases.
This increases sales and customer loyalty (Fombrun & Gardberg, 2000; McWilliams & Siegel, 2001).
And the firm becomes attractive to high-quality employees (Turban & Greening, 1997; Greening &
Turban, 2000). And all these benefits indirectly effect financial performance (Saeidi et al., 2015). A group
of academics with this perspective have stated that CFP can be explained by the relationship between
CSR and LEV (Benlemlih, 2017; Girerd-Potin et al., 2011; Pijourlet, 2013).

This study addresses two research questions for the emerging markets: does the CSR performance
affect the LEV? Does the firm size affect the association between LEV and CSR? In this study, the terms
“capital structure” and “leverage” were used interchangeably. In our sample we have 331 firms listed on
20 emerging markets for the period 2005-2019. We couldn’t find the direct evidence that CSR
performance influences the LEV. However, we find the convincing evidence that the firm size negatively
and significantly moderates the relationship between CSR and LEV. Additionally, the profitability is
negatively and significantly, and asset tangibility is positively and significantly associated with LEV. Our
results confirm that CSR performance facilitates financing through debt for small and medium size
companies and decreases cost of equity for large companies.

The aim of this study is to clarify the importance of CSR performance for firm’s LEV. Since this

work analyzes how environmental, social, and governance (ESG) grades affect LEV, managers will
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consider the importance of ESG notes when making financing decisions. This would also help

management to realize how the investments needed to get an ESG rating and sustainability reporting

affect the firm's LEV decisions and the firm's value. To our knowledge, the size-moderated relationship

between CSR performance and LEV using ESG notes for emerging markets has not been studied before.
We proceed through the discussion of the literature in the second part. In the third part, the data

and the methodology are explained. In the fourth part, the results of the empirical findings are reported

and discussed. In the last part, the conclusions reached on the basis of the research findings are explained.

2. Literature

There are a range of factors that determine the capital structure (LEV) and there are also different
theories as to why a firm prefers a certain type of financing. One of these theories is the Tradeoff Theory.
Kraus and Litzenberger (1973) argues that in a competitive market where bankruptcy costs are found and
company profits are taxed, the company's optimal LEV is formed at a balancing point between the tax
advantage of debt and bankruptcy costs. Firms with stable and tangible assets and remarkably high
incomes prefer a higher debt ratio since interest paid can be used as a tax shield, while companies with
less profit and riskier, having intangible assets prefer equity financing.

The Pecking Order Theory which was developed by Myers and Majluf (1984) is another theory
about LEV. According to the theory, the firm's managers follow a hierarchy in the form of financing with
retained earnings, financing with debt and financing through new equity issuance, when meeting the
firm’s financing needs. The issuance of new stocks may indicate that the firm's shares are overvalued or
that the firm is facing financial problems. Company managers have more information about their
companies than investors, and LEV decisions depend on the concept of asymmetric information.

Both theories mentioned above make one think that, in cases where debt financing is preferred to
equity financing, companies can reduce their debt costs and risk of bankruptcy by improving their CSR
performance. There are many studies examining the role of CSR in determining the optimum LEV of
companies. CSR applications are one of the factors that can reduce the cost of financing. In literature, it is
discussed that high CSR performance reduces the cost of capital (Chava, 2014; Dhaliwal et al., 2011; El
Ghoul et al., 2011; Girerd-Potin et al., 2014; Pijourlet, 2013; Verwijmeren & Derwall 2010).

Verwijmeren and Derwall (2010) investigated whether firms with higher employee satisfaction
have lower debt ratios. They claimed that firms consider the well-being of their employees when deciding
on leverage and they found supporting evidence. In their analysis, Verwijmeren and Derwall (2010) used
data from KLD database on employee well-being for the period 2001-2005 and they reported that the
debt-assets ratio was inversely related to employee well-being. By taking advantage of CSR's opportunity
to them, high CSR companies prefer equity financing and lower their debt ratios.

Maksimovic and Titman (1991) have proposed a theory about the association between firm’s LEV
and firm’s incentives to sustain its reputation for producing high quality products. There are many
implicit claims other than product quality such as treating employees fairly. According to their theory,
stakeholders are concerned that companies with high leverage may experience financial difficulties and
fail to achieve their implicit claims. The firm’s reputation for treating employees fairly is positively

correlated with low debt ratio. Bae et al. (2011) also explores how a company's behavior towards its
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employees and the incentives it offers to its employees are associated with its LEV. They found that firms
with higher scores in the employee treatment index had lower financial leverage. Based on this argument,
it is expected a negative relationship between leverage and employee benefits.

Girerd-Potin et al. (2011) proposed a LEV model for firms based on firms” social score. They
conducted an empirical study using Vigeo data to support their proposed model. They found statistically
significant and negative relationship between leverage and CSR performance. They couldn’t find any
relation between the firm’s social score and its cost of debt , supporting that companies with poor CSR
performance prefer debt financing. They concluded that CSR performance is decisive in the financial
structure of firms.

Pijourlet (2013) also focuses on the relation between CSR and LEV, as well as the size of its
equity issuances. Using a worldwide dataset in their analysis, they found that companies with high CSR
performance have lower cost of equity thus choose equity financing. In addition to this finding, another
interesting result is that companies with good CSR performance are not affected by market conditions
during equity offerings and they issue equity in larger amounts. The results of this study show that
companies consider CSR levels when determining financing decisions.

Considering the results of previous studies in the literature, we proposed the following two
hypotheses:

Hla: There is a negative relation between LEV and GPS.

H2a: There is a negative relation between LEV and SPS.

In literature, studies examining the relationship between financial leverage and firm size have
found a positive relationship (Daskalakis & Psillaki, 2008; Degryse et al., 2012; Heyman et al., 2008;
Koksal et al., 2013; Ozkan, 2001). Large firms can access the capital markets more easily and borrow
money at lower interest rates (Ferri & Jones, 1979). According to Degryse et al. (2012), large firms know
more about different financing methods and can better bargain with lenders because they employ more
specialist staff in these matters. Daskalakis and Psillaki (2008) argue that since there is more
diversification in large firms, bankruptcy risk is lower when it is compared with small firms. Studies
conducted in the literature have shown that companies that make large amounts of profit tend to have a
lower degree of leverage (Demirgiic-Kunt, & Maksimovic, 1999; Friend & Lang, 1988; Frank & Goyal,
2009; Wald, 1999).

A tangible asset is always considered a guarantee of a loan. In addition, the existence of tangible
assets can reduce the cost of bankruptcy and credit risks (Dasilas & Papasyriopoulos, 2015). Therefore,
both pecking order theory and trade-off theory expects that there is a positive relationship between
tangible assets and the leverage. Previous studies have also found that firms having high degree of
tangible assets tend to work with a higher leverage ratio (Jong et al., 2008; Frank & Goyal, 2009;
Korteweg, 2010).

In CSR literature, there are studies proposing that the effect of CSR on firm value depends on firm
size (D'Amato & Falivena, 2020; McWilliams & Siegel, 2001; Perrini et al., 2007; Udayasankar, 2008).
First small firms may not have enough financial resources to invest in CRS projects. Second, CSR

initiatives involve complex processes and require large scale to be effective, size is an important factor for
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them to be successful (Youn et al., 2015). Third, the large firms often devote more resources to
sustainability reporting and providing ESG data (Drempetic et al., 2020).
Therefore, the following hypothesis was proposed to investigate the effect of firm size on the
relationship between LEV and CSR.
H1b: The firm size negatively moderates the relationship between LEV and GPS.
H2b: The firm size negatively moderates the relationship between LEV and SPS.

The conceptual framework was shown in Figure 1.

Corporate governance
performance (GPS)

[ Firm size ] """"""""" >
v
Return on asset
Tangible asset
Capital Structure Firm size
[ Firm size ™™™ ] """"""" >

Social performance
(SPS)

Figure 1. Research framework

3. Data and methodology

In our sample we have 331 companies with 3291 observations from twenty emerging markets for
the period 2005-2019. We made the analysis with the unbalanced panel data set. The financial data were
downloaded from DataStream. The environmental, social and governance performance scores (ESG) of
the companies were downloaded from the Thomson Reuters DataStream Asset4 database. The ESG score,
which is an aggregate measure of company performance in environmental, social and governance issues,
has become a standardized approach to measuring a company's sustainability performance.

The dependent variable is the capital structure. The capital structure (LEV) is measured by the
total liabilities divided by total assets. The corporate governance performance (GPS) and the social
performance (SPS) are independent variables. We also used three control variables, including return on
asset (ROA), tangible asset (TA) and firm size (SIZE). Table 1 displays the sample companies. The ROA
is measured by the net income divided by total assets, TA is measured by tangible assets divided by total

assets and SIZE is measured by natural logarithm of total assets.
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Table 1. The sample

Countries Number of companies Observations
Egypt 2 20
Hungary 2 21
Greece 2 22
Qatar 3 24
Czech Republic 2 25
Poland 3 29
Colombia 4 39
Turkey 10 105
Thailand 13 116
Chile 11 120
Philippines 13 123
Russia 13 154
Mexico 15 157
Indonesia 21 204
Malaysia 21 206
Brazil 26 245
South Africa 29 271
South Korea 35 363
India 44 429
Taiwan 62 618

Source. Thomson Reuters (2019)

We analyzed the effect of GPS and SPS on LEV by estimating the following models with a panel

regression analysis.

LEVi¢ = a + B1;:GPSi¢ + B2icROAzi + Bsic TAsic + BaicSIZE4i + €5 (1)
LEVi¢ = a + B1i:SPSyi¢ + B2itROAz ¢ + B3ic TAszic + BaicSIZE4i + €5 (2)

4. Empirical results

In Table 2, we present the summary of descriptive statistics and correlation matrix. The highest

correlation is 0.47. The variance inflation factor (VIF) scores are less than the threshold value of 10.

These results show that the multicollinearity is not a problem.

Table 2. The correlation matrix

Variable Mean S.D. 1 2 3 5 6

1. Capital structure (LEV) 0.22 0.16 1.00

2. Corporate governance performance (GPS) 4892 2296 0.03 1.00

3. Social performance (SPS) 4525 2621 0.01 047* 1.00

4. Return on asset (ROA) 0.10 0.08 -0.35* 0.01 0.03* 1.00

5. Tangible asset (TA) 0.58 020 0.34* -0.01 0.08* -0.16* 1.00

6. Firm size (SIZE) 2223 132 0.26* 0.10% 0.24* -0.29* 0.33* 1.00

Note. *p<0.05
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Before estimating the regression equations, some tests were carried out to determine the correct
model. As a first step, we ran the fixed effects model and F-test. The F-test results showed that the
ordinary least square model cannot be used. As a second step, we ran the Hausman test. The test results
showed that fixed effects model was the most suitable model. After deciding the correct model, we also
checked for the presence of any heteroscedasticity, autocorrelation, and cross-sectional dependence.
Durbin-Watson (DW) and the Baltagi-Wu (LBI) tests showed that the panel did not exhibit
autocorrelation. However, the modified Wald test showed that there was heteroscedasticity and Pesaran’s
(2004) test showed that there was cross-sectional dependence. For that reason, we decided to estimate

fixed effects model with Driscoll-Kraay standard errors (Driscoll & Kraay, 1998). We report the results in
Table 3.

Table 3. Results of panel data analysis

Variables Variable Model 1a

Model 1b Model 2a Model 2b
name
Independent variables
Corporate governance GPS 3.23¢-05 0.00543 %
performance
(7.28e-05) (0.00108)
Social performance SPS -2.56e-05 0.00702%**

(8.39¢-05)  (0.00164)

Control Variables

Return on asset ROA -0.214%%** -0.211%%* -0.215%** -0.212%%*
(0.0521) (0.0511) (0.0527) (0.0506)
Tangible asset T4 0.172%%* 0.170%** 0.173%%* 0.174%%*
(0.0377) (0.0376) (0.0375) (0.0382)
Firm size SIZE 0.0400%*** 0.0528%*%** 0.0407***  (.0558%**
(0.00871) (0.00719) (0.00847) (0.00641)
Joint effect GPS*SIZE -0.000243***
(4.73e-05)
Joint effect SPS*SIZE -0.000315%**
(7.21e-05)
Constant -0.747%** -1.030%*** -0.760%**  -1.096***
(0.194) (0.163) (0.189) (0.142)
Observations 3291 3291 3291 3291
N 331 331 331 331
R-squared 0.12 0.13 0.12 0.13

Note. Standard errors in parentheses. All the variables are winsorized in lower and the top tails at one percent.
*E¥ p<0.01, ** p<0.05, * p<0.1

According to the CSR literature, high CSR companies prefer equity financing because of the low
cost of their equity capital (El Ghoul et al., 2011; Chava, 2014; Girerd-Potin et al., 2014). Thus, we
expect a negative relationship between leverage and CSR performance. However, the independent
variable GPS was found to be positive and insignificant (p>0.10) in Model la, not holding up the
hypothesis Hla. Then again, the variable SPS was negative and insignificant (p>0.10) in Model 2a, not
supporting the hypothesis H2a. These results showed that there was no significant relationship between

LEV and GPS and SPS for our sample.
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Table 3 (Model 1b and Model 2b) shows that firm size plays a significantly (p<0.05) negative role
in moderating the association between GPS and SPS and LEV, supporting our hypothesis H1b and H2b.
The results found for large firms are consistent with the literature. The large firms have more financial
resources to invest in CSR projects thus they have high CSR performance. And high CSR companies
prefer equity financing consistent with the literature.

From our control variables, ROA, TA, and SIZE were found to be significant (p<<0.01). ROA was
negatively, SIZE and TA were positively associated with LEV in all Models (la, 1b, 2a, 2b). The firm
size is positively related to the LEV. This finding endorses the prior studies (Daskalakis & Psillaki, 2008;
Degryse et al., 2012; Heyman et al., 2008; Koksal et al., 2013; Ozkan, 2001). The tangibility is also
positively related to the LEV. These results are in line with the previous studies (Jong et al., 2008; Frank
& Goyal, 2009; Korteweg, 2010).

Robustness checks

As a robustness check, we tested the effects of CSR on LEV across different firm size classes.
Following Gonzéalez and Gonzélez (2012), companies were categorized as small, medium, and large on
the basis of natural log of their total assets. Companies with values in the first quartile were considered
small firms. Similarly, companies involved in the fourth quartile were referred to as large firms, while
companies that remained in the second and third quartile were considered medium-sized firms. Figure 2
displays marginal effects. We report the regression results for firm size classes in Table 4. In Figure 2,
there is a negative relationship between firm size and leverage (comparing CSR levels) for large
companies. In Table 4, Model lc and Model 2c show that large companies prefer equity financing
because of their lower cost of equity. Table 4 also shows that the small size companies increase their
leverage through GPS (in Table 4, Model la). Similarly, the medium size companies increase their

leverage through SPS (in Table 4, Model 2b).

Table 4. Results of panel data analysis (firm size classes)

Panel A : Corporate Governance Performance

Variable name Model 1a Model 1b Model I
GPS 9.97e-05%* GPS 0.000204** GPS 0.000300%**
(4.85e-05) (6.90e-05) (7.56e-05)
Small -0.0545%** Medium 0.0111* Large 0.0541%**
(0.0101) (0.00618) (0.0186)
GPS * Small 0.000227** GPS*Medium 5.60e-06 GPS*Large -0.000595%*
(8.81e-05) (0.000105) (0.000252)
ROA -0.239%** ROA -0.259%** ROA -0.258%**
(0.0535) (0.0594) (0.0594)
TA 0.179%%** TA 0.183*** TA 0.184%**
(0.0395) (0.0416) (0.0423)
Constant 0.148%** Constant 0.125%** Constant 0.120%**
(0.0205) (0.0231) (0.0264)
Adjusted R? 0.11 0.09 0.10
F-statistic 30.95 47.15 32.72
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Panel B : Social Performance

Model 2a Model 2b Model 2¢
SPS 0.000173 SPS 0.000164 SPS 0.000469***
(0.000107) (0.000143) (9.60e-05)
Small -0.0465%** Medium 0.000739 Large 0.0608%**
(0.00766) (0.00379) (0.00984)
SPS * Small 0.000103 SPS * Medium 0.000234** SPS * Large -0.000794%*%**
(0.000145) (0.000109) (0.000149)
ROA -0.236%** ROA -0.250%** ROA -0.248%**
(0.0528) (0.0572) (0.0562)
TA 0.178%*** TA 0.179%** TA 0.180%**
(0.0388) (0.0411) (0.0423)
Constant 0.145%** Constant 0.130%** Constant 0.116***
(0.0216) (0.0259) (0.0260)
Adjusted R? 0.11 0.10 0.11
F-statistic 40.49 15.18 47.26

Note. Standard errors in parentheses. All the variables are winsorized in lower and the top tails at one percent.

*H% p<0.01, ** p<0.05, * p<0.1

It is difficult for small companies to obtain financing through debt. For small and medium size
companies, increased transparency with CSR applications can reduce the informational asymmetry
between stakeholders and management. And this may improve the firm's reputation in the eyes of the

stakeholders and allow them to have higher leverage.

Predictive Margins of Firm Size Classes Predictive Margins of Firm Size Classes

Fitted Values
2 .25
I |
Fitted Values
8 2 22 24 26
L | | |

0 50 100 0 50 100
Corporate Governance Performance (GPS) Social Performance (SPS)

15

—&— Small —®— Medium
—&— Large

—=&— Small —&— Medium
—— Large

A B
Figure 2. Marginal effects

5. Conclusion and implications

This study investigates the CSR and capital structure (LEV) relationship for a sample of 331 firms
listed on twenty emerging markets. The analysis period covers 2005-2019. Analysis results showed that
there was no significant relationship between LEV and corporate governance (GPS) and social

performance (SPS) within the context of emerging markets. When we introduce the firm size as a
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potential moderator on the CSR and LEV relationship, we found a significant and negative moderating
effect. We also run robustness test. The analysis results showed that large companies prefer equity
financing because of their lower cost of equity. In addition, we found that the small size companies
increase their leverage through GPS, and the medium size companies increase their leverage through SPS.
The analysis results also showed that, the profitability is negatively and significantly, and asset tangibility
is positively and significantly related to capital structure.

Finally, our results confirm that CSR performance improves leverage for small and medium size
companies and decreases cost of equity for large companies. Moreover, the investments in sustainability
reporting are as important as sustainability activities. Our findings provide valuable information for
managers to review policies regarding sustainability activities and capital structure decisions. The use of
ESG scores as a proxy for sustainability performance in the analysis is one of the limitations of this study.
Future works may use other sustainability metrics to validate the results. In a further study, similar

hypotheses can be evaluated for the crisis periods.
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