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Financial distress is a research topic in finance that has attracted attention from academia following past financial
crises. Although previous studies associate financial distress with several elements, the relationship between

distress and ESG has not been broadly explored.

censored robust regression data envelopment analysis ESG efficiency

| 1. Introduction

Financial distress, which refers to a situation where firms struggle to generate enough income to meet their
obligations, has become a hot topic among companies. Recent financial crises, such as the Great Financial Crisis
of 2008, the European Sovereign Debt Crisis, and the COVID-19 pandemic, have intensified the attention of
scholars, shareholders, regulators, and policymakers to the topic, which includes the financial health deterioration

of firms around the globe.

Financial distress has been the focus of a substantial stream of literature in several fields, including accounting,
corporate finance, economics, and risk management. Specifically, the causes and effects of financial distress have
been of broad interest in the literature. For instance, previous studies have indicated that financial distress can
impact corporate investment decisions WIEEIE, |n addition, distress might affect ownership structure [,

relationships with employees and suppliers B, and even pricing strategies employed by the company (&,

Furthermore, corporate social responsibility (CSR) has emerged as a critical element of corporate administration.
Hence, scholars, stakeholders (i.e., management, board of directors, shareholders, creditors), and regulators are
not only interested in the financial aspects of a company, since the concern about the environment, social factors,
and corporate governance (i.e., ESG) has been actively expanding. The related literature has investigated the
impacts of ESG scores on corporate performance and decision-making EIZQLIZAMLS] - Additionally, previous
research has examined the relationship between ESG and finance, such as Apergis et al. 24 and Li et al. 13,
Notably, the emergence of ESG ratings allows us to contrast firms that own a rating with those that do not possess

an ESG score.

Accounting and financial indicators are paramount for analyzing corporate performance. Previous empirical
research has explored the financial distress efficiency of firms. For illustration, Scalzer et al. [18] analyzed which

financial indicators can predict financial distress, considering a sample of sixty companies from the electricity
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sector. Additionally, Wanke et al. 12 studied the Malaysian dual banking system’s efficiency by assessing financial
distress. In addition, related literature has examined the efficiency of ESG. For instance, Abate et al. [18] exhibited
evidence regarding the efficiency of mutual funds through the implementation of ESG scores. Therefore, although
earlier empirical studies demonstrated some evidence regarding firms’ financial distress and efficiency as well as
ESG scores and efficiency, they do not assess the association between a firm’s financial distress and ESG

performance.

Thus, while there is extant individual literature on financial distress and ESG, few studies have focused on the
connection between financial distress and ESG (see 12)). Consequently, the current research fills this gap in the
literature by presenting a Dynamic Network Data Envelopment Analysis (DEA) approach. The DEA model enables
the computation of the underlying relationships between three sub-structures—profit sheet, balance sheet, and

capital and operating expenditures—over the 2018—-2021 period.

| 2. Financial Distress

Financial distress is a common issue in the corporate universe, and the related literature investigates the topic and
its effects on corporations, investors, and the economy. Some studies emphasize the impact of financial distress on

corporate decision-making.

Firstly, the trade-off theory of capital structure predicts that a firm weighs the benefits of tax shields with the costs
of financial distress. Hence, Elkamhi et al. [29) argue that the accumulated present value of distress costs cancels
out the possible tax benefits from higher leverage. Moreover, distress costs might explain the unwillingness of firms

to expand their financial leverage 21,

Therefore, firms have large costs when in financial distress, and bankruptcy is indeed costlier. Among these costs
are expenses for lawyers and advisors as indirect costs [22. Conversely, Giammarino 22 argues that it might be
rational for firms to induce those costs because of asymmetric information and judicial discretion. Consequently,
firms may have a preference to face a costly arbitrator than provide equity holders an opportunity to lead the

reorganization.

As defined by Chan and Chen [24 distressed firms that lose their market share due to poor performance are
usually inefficient producers, and they are prone to high leverage and cash flow issues. Hence, many factors might
lead a company to distress. For instance, the company’s capital structure impacts the restructuring of financially
distressed companies [22)). Contrarily, Graham and Harvey [28 suggest that potential costs of distress are not
considered very important when the management is evaluating debt decisions, even though companies
contemplate credit ratings, which can be perceived as a signal of concern about distress. According to Altman et al.
(221 the most common reasons for corporate failures are poor operating performance and high financial leverage,
lack of technological innovation, and liquidity and funding shocks. Additionally, firms may become financially

distressed due to unexpected liabilities.
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Financial distress has several effects on a firm's performance. Opler and Titman 24 demonstrate that highly
leveraged firms lose their market share in industry downturns and also experience a reduction in their market value
of equity. Additionally, the effects of financial distress are more powerful for firms with substantial R&D expenses.
Distress might also influence the relationship between companies and their suppliers. For example, firms in
financial distress make use of larger amounts of supplier trade credit as an alternative source of financing . In
contrast, financial distress provokes waterfall effects on a firm’s suppliers and is associated with an increase in the
suppliers’ leverage ratio [28. Finally, financial distress may affect a firm’s pricing strategy since companies facing

distress might employ aggressive pricing strategies to immediately generate cash (&,

Furthermore, financial distress impacts corporate investments. Eisdorfer [ exhibits that distressed firms’
investments generate less value in periods of uncertainty. Additionally, firms with poor financial performance and
fewer investment opportunities are more likely to under-invest, while distressed firms with greater investment
opportunities have a similar behavior to healthier firms &l Investment and dividend contraction are also related to
firms’ recovery from financial distress &, Finally, defaults and bankruptcy have the power to affect the investment

decisions of non-distressed peers 2.

Distress also affects the relationship between firms and employees. For instance, managers experience personal
costs and higher rates of turnover when their firms turn into distress 22, Firms facing financial distress in their

earlier life cycle decrease the number of employees 41,

Moreover, companies in distress also tend to renegotiate wages and reduce labor costs 8. Likewise, the risk of
financial distress harms the compensation of new executives B9, This is also supported by Altman et al. 22, who
state that management incentives regarding compensation may not be effective during financial distress situations.
Lastly, Pham et al. 31 suggest that the work environment is associated with a firm’s financial policies and is

positively connected to the level of cash that the firms hold.

The relationship between companies and stakeholders (i.e., management, board of directors, shareholders,
creditors) might also be influenced by financial distress. Firstly, financial distress impacts corporate ownership by
reducing ownership concentration and increasing ownership by banks and outside investors Bl In addition, some
types of investors specialize in firms in a distressed situation or distressed securities, such as high-yield bonds.
Secondly, compliance with corporate governance decreases the probability of financial distress 2. As a resuilt,
firms with weak corporate governance are more prone to falling into financial distress (3. Thirdly, board
composition (e.g., the proportion of outside directors) is associated with financial distress 4l Additionally,
management and board positions are more prone to experiencing higher turnover during financial distress.
Distressed firms are also more likely to experience changes in ownership. Finally, companies emerging from

Chapter 11 might have former creditors as new owners [22],

Other studies disclose possible distinct effects that financial distress may yield on firms. Among these effects, the

related literature examines the association between asset sales and financial distress. Lasfer et al. B investigated
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the stock market reaction to asset sales of the distressed firms, and the results suggest significant positive

abnormal returns. The sale of assets by firms in distress, therefore, is well-perceived by the financial market.

Further research also assessed the relationship between financial distress and tax strategies. For example, the
study by Richardson et al. 8, which contemplates a sample of Australian firms, exhibits that corporate financial
distress is positively associated with tax aggressiveness. Other articles also explored the connection between
distress and risk management. According to Purnanandam BZ, financial distress costs and hedging have a non-
linear relationship, which implies that financially distressed firms are not much engaged in hedging foreign currency
and commodities, although moderately leveraged firms are active hedgers. Lastly, the level of financial distress

might even affect the real economy [28],

Furthermore, as suggested by Kahl B2, financial distress is a long-term process and may affect firms emerging
from debt restructuring. Consequently, firms re-entering financial distress is not unusual. Some firms filed for
Chapter 11 more than once in the United States. As Altman et al. 22 demonstrate, some firms emerge from
Chapter 11 three, four, and even five times. Therefore, among the possible methods of overcoming financial

distress, companies might attempt to restructure their debt, workouts, and informal reorganizations 9.

Likewise, there are several established predictors of financial distress considering firm-specific characteristics. For
instance, Altman 21 introduced the Z-score approach to predict corporate bankruptcy, while Altman et al. 42
presented the ZETA model for bankruptcy evaluation. Campbell et al. 43! also developed a model that predicts

corporate failure, which includes accounting and market-based factors.

The literature on DEA also sheds light on the impacts of financial distress on corporations. Using a Malmquist DEA
approach on firms from Egypt, Habib and Shahwan 4 found that corporate governance does not affect the
propensity of financial distress, although intellectual capital has a negative impact. Moreover, Habib and Kayani 43
point out that the efficiency of working capital management has a negative association with the propensity for a
decline into financial distress. Li et al. 8 applied a Malmquist DEA to generate a dynamic prediction of financial
distress, while Shiri and Salehi 4 implemented the DEA as a tool to measure efficiency scores of the Tehran Stock

Exchange as well as predict financial distress.

Studies that measure efficiency levels at the level of the firm have been gaining popularity recently. These studies
are usually grouped into two main methods: parametric and non-parametric. The most usual parametric technique
is the stochastic frontier approach (SFA), while the most common nonparametric methodology is the DEA. In the
context of financial distress, these methods can designate how effective a firm is in minimizing variables associated

with increasing financial distress and maximizing those coupled with the variables increasing financial health.

Previous research considered the DEA and bootstrap approach to assessing the insolvency of the Brazilian
electricity distributors 18 and also a dynamic network DEA and SFA to evaluate the efficiency of the OECD banks

(48] DEA models were also implemented to verify efficiency in Middle East and North African banking, Chinese
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banking during the global financial crisis, the Malaysian dual bank system, and distress drivers of the Brazilian
banks 491501,

In sum, financial distress is a relevant topic that affects corporate financial and operational performance as well as
the relationship between firms and stakeholders. However, the connection between ESG and financial distress has

not been broadly explored, which is the goal.

| 3. Environmental, Social, and Governance (ESG)

ESG represents Environmental, Social, and Governance. Firstly, environmental issues are related to the
conservation of nature and include topics such as climate change, carbon emissions, pollution, waste
management, and water usage. In addition, social actions depict what firms are doing to promote diversity,
inclusion, human rights, customer satisfaction, and even data security. Finally, the governance structure appraises
standards for running a company and comprehends board composition, management compensation, audit

committee structure, lobbying, and corruption.

The interest of stakeholders (i.e., politics, investors, employees, and the population) in sustainability issues has
been growing exponentially since the beginning of the last decade. The increase in sustainable demands has
improved the drive for sustainable actions, as well as the disclosure of information regarding corporate
responsibility efforts. The concept of environmental, social, and governance has evolved in recent years to meet
social demands associated with the risks and opportunities of corporate sustainable actions. On top of that,

country-level concerns related to ESG are also a topic of broad discussion 211,

ESG is connected to the Sustainable Development Goals (SDGs) developed by the United Nations (UN), which
aim to overcome several issues faced by society. The 17 Sustainable Development Goals address social problems
(e.g., education, women, inequalities, and children), as well as environmental and climate issues (e.g., water,
biodiversity, and energy). Overall, the SDGs are a plan of action encompassing people, the planet, and prosperity
and contain 169 target actions for the world’'s sustainable development. ESG might also be defined as a framework
of the Association for Supporting the SDGs for the UN, which includes non-financial elements that should

materialize as the core values of firms, financial institutions, and shareholders.

Furthermore, regulatory agencies are increasing their action range to include ESG topics. For instance, the
Sustainability Accounting Standards Board (SASB) was introduced by the IFRS Foundation and aims to highlight
the paramount set of sustainability issues for a company’s financial performance. In addition, the Global Reporting
Initiative (GRI) has developed the best practice standards for sustainability reporting. Lastly, the Task Force on
Climate-related Financial Disclosures (TCFD) focuses on improving market transparency related to risks and
opportunities of climate change through the release of recommendations to assist firms in disclosing better

information and support capital allocation.
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Previous literature has concentrated on the association of ESG and corporate decisions 5233, Some studies
investigate the relationship between ESG and firms’ investments. For instance, Zhang et al. 12 argue that
environmental and social perspectives are important drivers of corporate investments within the United Kingdom. In
addition, further research has examined the association between ESG and corporate performance. The research
developed by Friede et al. 13 explores the association between ESG criteria and corporate financial performance.
Their findings point out a positive association between ESG and financial performance. In addition, ESG disclosure
impacts positively on financial performance [RIZAL On top of that, the presence of independent outside directors,
foreign institutional stockholders, and domestic financial institutional shareholders positively affects financial
performance B4, Likewise, institutional ownership has a positive relationship with firms’ environmental and social

performance (E&S) 22l Finally, sustainability is also related to better financial performance 28,

Scholars have investigated the connection between ESG and finance topics. Apergis et al. 14 show that a higher
ESG rating is associated with lower costs of debt and a reduced default risk 21, Wong et al. B demonstrate that
ESG certifications lead to a decrease in a firm’s cost of capital. Zhang et al. 12 demonstrate that superior ESG
performance helps firms reduce debt overhang. Specifically in the banking industry, socially responsible actions are
rewarded (8],

Further studies have explored the connection between ESG and investors. For example, investors require higher
expected returns on firms with higher environmental concerns, such as those related to the emission of toxic
chemicals, hazardous waste concerns, and climate change. As a result, firms that generate more revenue from

clean energy tend to have lower costs of capital 22,

ESG rating downgrades are also associated with negative stock abnormal returns €2, Moreover, Barros et al. 81
show that firms have higher ESG performance following M&A activity. Studies have also explored the effects of
ESG at a national level. Pineau et al. (82 assess ESG factors in sovereign credit risk and demonstrate that the
evolution of ESG is influenced by the level of economic development of a country. Cherkasova and Nenuzhenko’s
[63] study suggests that international firms in developed Asia or North America are more likely to succeed in ESG

development, while Latin American firms might struggle.

Previous research has explored the relationship between ESG and stakeholders, such as management, board of
directors, shareholders, and creditors 84, ESG is related to executives’ compensation as a mechanism of
alignment. The use of ESG metrics in incentive plans is expanding, and nearly 60% of companies include ESG
metrics in their incentive plans 3. For example, McDonald’s ties 15% of its management bonuses to targets such
as diversity and inclusion. Additionally, BlackRock’'s CEO, Larry Fink, emphasizes the importance of sustainability

and ESG as value drivers.

Previous studies have explored the impact of CSR on firms, which may act as a predecessor of the term ESG.
Borghesi et al. 68 demonstrate that larger firms and those with more free cash flow tend to have higher CSR. The

authors also point out that firms with stronger institutional ownership are less likely to invest in CSR activities.
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Additionally, financial constraints are an important driver of CSR. Thus, companies are more likely to be involved in

CSR when they have an outstanding financial performance 71,

Amiraslani et al. 88 demonstrate that firms with higher volumes of CSR activities hold lower bond spreads in the
secondary debt market during the financial crisis, which is enhanced for firms in distress. These firms are capable
of raising a higher amount of debt for longer maturities and better initial credit ratings. In sum, debtholders trust

high-CSR companies.

Recently, the DEA methodology has been introduced to evaluate ESG efficiency by considering firm-level
information. Abate et al. 81 examined the efficiency of mutual funds delineated by distinct degrees of sustainability,
assessed by the ESG scores, through DEA. In addition, the DEA methodology has also been employed to study
portfolio optimization comprising ESG scores 82, Moreover, Alam et al. 9 analyzed the influence of ESG

involvement on the technical efficiency of both conventional and Islamic banks.

Furthermore, Ren et al. [/l analyzed the effect of ESG performance on energy-adjusted firm efficiency, while
Chang et al. 2 used the DEA method to assess the effects of digital finance and ESG performance on financing
efficiency. The same methodology was implemented to examine the relationship between corporate efficiency and
sustainability 2!, Finally, Vincentiis 4! points out that news related to ESG issues is interpreted differently in

different locations, and ESG reputation impacts the relationship between the news and equity returns.

In sum, ESG is an emerging topic that has acquired great importance recently. Investors, managers, policymakers,
and other stakeholders have highlighted the importance of ESG disclosure and standards, which can be

represented through ESG ratings.

| 4. Financial Distress and ESG

Few studies have measured the association between financial distress and a firm's ESG performance. For
instance, Boubaker et al. [ argue that CSR is related to lower financial distress risks as well as default risks,
providing a better corporate environment, and enhancing firms’ financial stability. The stakeholder theory argues
that moral capital or goodwill can be generated through enhanced investments in CSR. This moral capital and
goodwill can act as an insurance protection mechanism which reduces the firm’s risk exposure 2, Lee and Faff
78] argued that investment decisions should be based on both financial and non-financial criteria, and they
predicted that socially responsible companies would attract more investors, which could reduce the company’s risk.
A study by Sun and Stuebs X4 investigated the relationship between CSR and firm productivity using a sample of
companies in the chemical industry in the United States. They argued that CSR is positively related to firm
competitiveness through a learning and innovation cycle. The firm’'s competitiveness includes five dimensions,
including financial performance, quality of product/service, productivity, innovation, and image/reputation 28,
Guillamon-Saorin et al. @ investigated the relationship between CSR and operational inefficiency using a sample
of US firms between 2004 and 2015. They argued that the engagement of CSR will benefit the firms from the

perspective of reputation enhancement, insurance-like protection, shareholder wealth improvement, better risk

https://encyclopedia.pub/entry/44380 7/14



Influence of ESG Risk Scores on Financial Distress | Encyclopedia.pub

management, improvement of market demand from customers, increased disclosure and reporting transparency,

and an overall ability to access financial markets in better conditions.

Using a sample of S&P 500 stocks data between 2019 and 2021, Cohen Y investigated the influence of ESG risk
scores on a company’s survival chances. The results indicated that higher environmental and social risk reduces a
corporation’s financial stability and increases their default risk. Glover [l argued that investing in resources to
reduce environmental and social risks may increase the firm’s overall value due to the fact that environmental and

social risks are associated with default costs.

Using a sample of Australian firms, Jia and Li B2 investigated the relationship between corporate environmental
performance and financial distress. They argue that there are four reasons to expect a negative relationship
between environmental performance and financial stress. Firstly, better environmental performance improves the
relationship with different stakeholders, resulting in an improvement in the firm’s financial performance and
sustainability as well as a reduction in the possibility of financial distress 384, Secondly, better environmental
performance indicates the availability and efficient allocation of resources and good management quality [BSIE8],
Firms with higher quality of management and better allocation of resources would have better access to financing
and a lower probability of financial distress BZIE8] Thirdly, negative environmental events trigger sanctions from
stakeholders, and firms with good environmental performance will receive less severe sanctions. Moreover, the
likelihood of negative regulatory and legislative actions can be mitigated, thus reducing the environmental risk for
firms with higher levels of environmental performance B2 Finally, good relationships with stakeholders from
companies with higher levels of environmental performance will improve the firm’s ability to raise funding by

attracting financial resources from socially responsible investors 2. This will reduce the level of financial distress.

Regarding the “G” component in ESG, numerous studies have addressed the relationship between corporate
governance and financial distress (231921931 |t has been argued that good corporate governance, together with
business contract transparency, ethical standards, legal and constitutional agreement, effective decision-making,
and true disclosure of financial information leads to the success of a company. On the other hand, poor corporate
governance would increase the opportunities for controlling shareholders to transfer value from the firm into their

own pockets. The resulting decline in corporate value would result in a higher probability of falling into financial
distress [24193],
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