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1. Introduction

Corporate Social Responsibility of banks gained particularly attention:
» Lessons from the last financial crisis
» Dependence of entire economies on individual financial actors

» Government bailouts to secure financial stability

Sustainability issues:
» Paris Agreement (2015)
» EU Action Plan ,Financing Sustainable Growth* (2018)

» Banks are key players

Aim and research design:
» Analysing the effect of CSR on idiosyncratic bank risk

» Confirmatory and explorative approach
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2. Literature and Hypotheses

Bank related literature

Author (s) Year Database ?Bél?g? Time frame CSR measure Aim of the study
Simpson & Kohers (2002) US C;gr:rmal 385 (770) 1993-1994 CRA rating Impact of CSR on FP (+)
Perf iff fEP
Scholtens & Dam (2007) World 83 (83) 2006 EP adoption erformance differences of E
adopters and non-adopters (mixed)
Wu & Shen (2013) World 162 (1012) 2003-2009 CSR index Impact of CSR on FP (+)
Shen et al. (2016) World 6125 (49.000) 2000-2009 CSR engagement Impact of CSR activity on FP (+)
Comett et al. (2016) US Commercial 235 (1495) 20032013  MSCI ESG STATS Impact of CSR on FP (+)

Banks
Thomson Reuters Financial benefits through CSR
Esteban-Sanchez et al. (2017) World 154 (924) 2005-2010 activity in times of financial
ESG-Score (Asset4) .
distress (+)
Chen et al. (2018) World 8.325(38.930)  2003-2010 EP adoption impact of qui?ji‘;p(tf;” on bank

, Thomson Reuters .
Gangi et al. (2018) World 142 (655) 2011-2015 ESG-Score (Assetd) Effect of CSR on bank risk (-)
EP adoption effects on banks' FP
Finger et al. (2018) World 78 (929) 2003-2015 EP adoption in industrialised and deweloping

countries (mixed)
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2. Literature and Hypotheses

- Theoretical Framework:
» Stakeholder theory
» CSR reduces vulnerability to environmental, financial, operating and social risks
» Risk management theory
= CSR generate moral capital such as loyalty and goodwiill

» Management opportunism theory

= CSR activity is primarily motivated by reputation efforts of the management
= CSR determines banks' reputation

I I
I I
I I
I I
I I
I I
i » Reputation theory |
I I
! Hypotheses: |
| 1. CSR reduces idiosyncratic bank risk |
| 2. Sub-components have a reducing effect on idiosyncratic bank risk I
I I

3. Controversies enhance idiosyncratic bank risk
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3. Empirical Approach

Sample:
» Banks exclusively (Thomson Reuters' Eikon TRBC ,Banking Services®)
» 3.392 banks
» Period 2002-2018

» Unbalanced panel

Methodology:
» Hausman-Test suggests fixed effects regression

» Robust Huber-White-sandwich estimates of variance

Bank risk:

> Default risk: Z-score = £2ATCAR)
o ROA

» Portfolio risk: Risk density = %
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3. Empirical Approach

Measuring CSR by Thomson Reuters ESG Scores

ESG-
Score ¢
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Innovation (171%)
Emissions (12%)
Resource Use (11%)

Community (8%)

Human Rights (4,5%)
Product Responsibility (7%)
Workforce (16%)

CSR-Strategy (4,5%)
Management (19%)
Shareholders (7%)
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3. Empirical Approach

Description of Variables

Variable Description

Panel A:

Z-score Measure of default risk. It is calculated as the sum of ROA and CAR over the 5 year standard deviation of ROA.

RD Measure of portfolio risk. It is caleulated as risk-weighted assets over total assets and measures the risk on the
balance sheet.

Panel B:

ESG Score Measure of the overall Corporate Social Responsibility. It is calculated as weighted average of the
Environmental, Social, and Governance Score.

Enviromental Score Measure of company‘s enviromental performance that indicates the impact on natural systems.

Social Score Measure of company's social performance about the confidence with employees, customers and society.

Governance Score Measure of company's governance practice that indicates the systems and processes installed to gnarantee that the mana-
gement acts in the interests of stakeholders.

Controversies Score Measure of company‘s charge to Environmental, Social and Governance controversies and negative media coverage.

Resource Use Reflects company's eco-efficiency in terms of materials, energy or water.

Emissions Measures company's emission efficiency in the context of its business activities.

Innovation Reflects company’s commitment to sustainability e.g. by offering an innovative sustainable produet portfolio.

Workforce Reflects on the one hand the working conditions in the company and on the other the offered development opportunities.

Human rights Reflects compliance with human rights conventions by the company.

Community Reflects company’s social responsibility activities and it's business ethies commitment.

Product Responsibility Reflects the quality and reliability of the offered products.

Management Reflects management’s compliance within the corporate governance guidelines.

Shareholders Reflects the handling of shareholders and the prevention of takeovers.

CSR Strategy Reflects company's the adoption, application, and reporting of the CSR-strategy.

Panel C:

logFTE Company size is approximated by the natural logarithm of full-time employees.

LRatio Capital structure is considered as the ratio of total liabilities over total equity, i.e. the leverage ratio.

LoanRatio Business model indicator which measures the loan exposures as total gross loans over total assets.

DepRatio Business model indicators which measures the deposits exposures as total deposits over total assets.

ROE Return on equity measures profitability. It is ealenlated as net income before taxes over total equity.

Panel D:

Inflation Rate of price change in the whole economy. Measured by annual growth rate of GDP implicit deflator. Source: Worldbank

GDPcap Gross domestic product divided by midyear population. Source: Worldbank

G[}Pg;zwbh Annual growth rate of GDP per capita. Source: Worldbank
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4. Results

H1: CSR reduces idiosyncratic bank risk

October 24, 2019

(1) (2) (3) (4) (5) (6)
Z-SC0TE Z-SCOTe Z-SC0TE RI» RD RI»
Coef. /ze Coef. /s Coef. /ze Coef. /ze Coef. /e Coef. /se
L.ESGScore  .BOGDO56*** . T740071***  G176200+*=  _150TRET*** - 136T61T* -.1572145**
(0.09) (0.09) (0,10} (0.05) (0.07) (0.07)
L.logFTE ATRIGOT 2.28845 -3.085046  -3.220061
(4.19) (4.12) (5.57) (5.74)
L.LEatio -2.07e-06***  -1.40e-06°** 2.83e-07 4.42e-07**
(0.00] (0.00) (0.00) (0.00)
L.LoanRatio J448169 1201335 2THEST2* 2TR1053+
(0.16) (0.16) (0.12) (0.12)
L.DepRatio J3383253%* 2606770 -0977208 1012708
(0.11) (0.11) (0.13) (0.14)
L.ROE -0010081%**  -.00DG05"* -.0000G605 5.60e-06
(0.00) (0.00) (0.00) (0.00)
L.Inflation -.0277341 0332086
(0.35) (0.10)
L.CDPg 1.260604*** 3616067
(0.36) (0.19)
LCDPoa, L016176 000457
(0.00) (0.00)
Constant 6.356015 -24.75304 01.10865*  T0.39266%**  96.10814 87.95768
(4.75) (30.97) (47.32) (2.78) (60.31) (61.69)
N 3040 3200 3ir 2004 2674 2635
B2 0413381 0440083 0611125 0050167 0106001 0119211

legend: * p<0.1; ** p<0.05; % p<0.01
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4. Results

H2: Sub-components have a reducing effect on idiosyncratic bank risk

(1) (2) (3) (4) (3) (6)
E-BCOTE E-8COTE E-SCOTE RD RD RD
Coef. /se Coef. /s Coef. /ze Coef. /s Coef. /se Coef. [se
L Envinnovation  3281702*«+ 3206203+«  2300722=++ _1302166%* - 131471*** - 1464631**
(0.06) (0.06) (0.06) (0.04) (0.05) (0.05)
L. Emissions ADDGS42°** 3612054%*%  2ER0A2E _(830204***  _ 073260 _0TOO216%*
(0.05) (0.03) (0.06) (0.03) (0.03) (0.03)
L.Resourcellze AGIRTIA™ 42TROTI*Y 36444467 _0B16427*** - DGBE4EZ** 0726167
(0.06) (0.06) (0.07) (0.02) (0.03) (0.03)
L.CSRStrategy 2440186=+ 1741567 OES0481+ - G235 8 - D481 700 -055T73114
(0.05) (0.03) (0.03) (0.02) (0.03) (0.03)
L.Shareholder 0150206 0095813 0116083 -.042315* - 0326400 -0313616
(0.04) (0.03) (0.03) (0.02) (0.03) (0.03)
L. ManagScore JIBGRTEAS*Y 1852027 1615160%** - 0306584 - 0163467 - 017TER4
(0.04) (0.04) (0.04) (0.02) (0.03) (0.03)
L.ProductResp ATAREIO=e ] I044H]T A03R5034 0360141 (05608851 = 5 0HEE
(0.06) (0.06) (0.06) (0.02) (0.03) (0.03)
L.Community J0B0E493 0321638 -.030000] 0202202 -.01312 - 0156649
(0.05) (0.06) (0.05) (0.03) (0.03) (0.03)
L.HumanRights  3036854*** 2673610%**  16G01703°** 1268777 - 1164964*** - 12268304
(0.05) (0.06) (0.06) (0.02) (0.03) (0.03)
L. WorkforceSc L343407==+  31H207E=++  24EL516=** -.0396432 - 03099856 -0374241
(0.05) (0.05) (0.06) (0.03) (0.04) (0.04)
Bank controls No Yes Yes No Yes Yes
Country controls No No Yes No MNo Yes
N 3040 3200 317 2004 2674 2635

legend: * p<0.1; ** p<0.05; *** p<0.01
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4. Results

H3: Controversies enhance idiosyncratic bank risk

(1) (2) (3) (4) () (6)
F-SCOTE Z-SCOTE Z-SCOTE RD RD RD
Coef /ze Coef. /se Coef. /ze Coef. /ze Coef. /ze Coef. /se
L.Controversies  -.0908560***  _.0007134** -.D619662 0500069 D48830°*  04T2841%+
(0.04) (0.04) (0.04) (0.01) (0.02) (0.02)
L.logFTE 10,0080+ 0. 770428+ -5.312336 -4.803831
(4.64) (4.47) (5.02) (5.17)
L.LRatio 0.82e-07** -6.1Te-07** 2.78e-07 4.30e-07*
(0.00) (0.00) (0.007 (0.00)
L.LoanRatio 2350458 186637 2581670 2607774
(0.17) (0.17) (0.12) (0.12)
L.DepRatio 5428144 25202124+ - 1032213 -.1062428
(0.12) (0.12) (0.13) (0.13)
L.ROE - 00074754 -.0003004** -.0000402 0000215
(0.00) (0.00) (0.00) (0.00)
L.Inflation -.300264 NE12178
(0.36) (0.12)
L.GDPEEE 1.130801 %= 603718
(0.36) (0.19)
L.GDPgy, 001941+ 0000264
(0.00) (0.00)
Constant 52.440985*** -TB.41681%  -140.5514°**  5O.0874***  100.2436* 95.9554*
(1.75) (47.10) (50.62) (0.62) (57.35) (57.81)
N 3040 3200 3117 2004 2674 2635
I{:dj D016336 0133924 0424588 0023712 J0B6T2E 0090034

legend: * p<0.1; ** p<0.05; **= p<0.01
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5. Robustness

! Robustness tests for different time lags (without lag & 2 years lagged):
! » ESG-score: results do not significantly change

! » Controversies: results do not change

I

i Different levels of winsorisation (5th and 95th %-level & original data):

| » No material effect on the coefficients of the variables of interest

 Robustness checks for the z-score measurement:
» Using SD of ROA for rolling windows of ten years
» Decomposition of the z-score measurement into:
o Changes associated to ROA or equity ratio
» CSR effects bank default risk through both channels

I
|
|
|
|
! » Controversies: risk increasing effect for the equity ratio
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6. Conclusions

Main results:
» H1: Strongly significant risk-reducing effect of overall CSR for both risk measures
» H2: Environmental sub-components represent the strongest risk-reducing effect

I » H3: Risk enhancing effect of controversies

I Limitations:

1 » Unbalanced panel structure
[ » Unique use of Thomson Reuters database carries inherent risk of selection bias I
[ » Additional risk measures (e.g. CDS-spreads or NPLs) could enhance result validity I

| Future research aspects:

i > Using other risk measures e.g. market based '
i » Abstract the share of systematic risk from idiosyncratic risk '
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Appendix

Summary Statistics

0 D ® @ 06 0 ) ®)
VARIABLES N min 1% H0% mean 09% Imax sd
Panel A:

Z_scoTe 28448 -1643.14 -1.15  25.03 50,05  248.58 84312.16 TGT.28
RD 12214 0.00 510 6497 79.05 109.95 50103.43 004.21
Panel B:

ESGScore 4180 12.30 18,22 48.02 50.78 88.05 03.53 18.93
EnvPillar 4189 7.67 15.00  45.65 50.90 05.37 08.10 24.81
GovPillar 4180 1.72 0.00  51.27 50.88 01.16 00.52 21.79
SocPillar 4180 2.65 0.35 4921 50.58 04.38 08.01 21.57
Controversies 4189 08 B8 50.00 49.47 66.67 69.05 20.66
Panel C:

logF'TE 21624 0.00 2.30 .88 .01 11.91 13.13 2.090
LRatio 31362 -1470796.00 -120.63 83400 1162.91 3631.48 3579500.000 29061.10
LoanRatio 23323 -20.34 2.21 63.10 62.02 80.52 60528.52 306.32
DepRatio 23435 0.00 7.54 T7.08 77.09 03.18 81571.68 532.62
ROE 31480 -278250.00 -108.56 11.94 0.43 82,80 56620.80 1708.63
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Appendix

Correlation Metrics

Z_score RD ESGScore Controversies SocPillar EnvPillar GovPillar

Z_score 1.00

RD -0.01  1.00

ESGScore -0.11  -0.29 1.00

Controversies 0.09  0.17 -0.41 1.00

SocPillar -0.12  -0.23 0.88 -0.39 1.00

EnvPillar -0.13  -0.33 0.88 -0.38 0.72 1.00

GovPillar -0.03 -0.14 0.72 -0.24 0.44 0.42 1.00
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