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Abstract
We examine the relationship between carbon emissions and the market perception of firms' default
risk measured by corporate credit default swap (CDS) spreads in Japan. While corporate revenue size
is the most significant factor of carbon emissions, pressure from investors has a significant decreasing
effect on carbon emissions, which is greater for investment-grade companies. We find that carbon
emissions have time-varying effects on corporate CDS spreads, which supports the “investor
awareness” hypothesis across sectors and credit quality. The sectoral impacts indicate that carbon
emissions are priced prominently in the CDS spreads of firms in sectors where the transition to carbon-
free energy sources appears relatively less complicated and less expensive. Finally, we report the
impacts of carbon emissions on the CDS spread curve, where they are priced in both short- and long-

term CDS spreads, and high carbon emissions steepen the CDS spread curve.
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1 Introduction

Environmentally friendly policies were once viewed as incompatible with a firm’s objective to-
ward maximizing its profit. For example, Friedman (1970) clearly states that a corporate executive,
who is an agent of the corporation owner, serves the interests of his/her principal. This implies that
his/her decision to spend toward reducing carbon emissions beyond the amount that is in the best
interest of the corporation or that is required by law to contribute to the social objective of im-
proving the environment is inconsistent with the interests of his/her employers. Moreover, if firms
expand their economic activities, carbon emissions generally increase. Furthermore, although de-
carbonization has become an urgent priority for corporate leaders in recent years, switching to
carbon-neutral or carbon-free energy sources causes fundamentally serious problems in the exist-
ing supply chain and challenges whether such a plan is commercially viable. Therefore, it is not
unreasonable to consider that firms with higher carbon emissions tend to have higher growth and
profitability with smaller default risk. The first goal of this study is to examine whether this is con-
sistent with the market perception of Japanese firms based on corporate credit default swap (CDS)
spreads, which is a widely recognized measure of market perception of firms’ default risk.

However, the momentum for decarbonization exposes high-carbon emitters to more pressure
from investors to deal with carbon taxes and regulations. Specifically, recent research on a mech-
anism to promote clean input and technology proposes policy intervention by means of carbon
taxes and research subsidies. For example, Acemoglu et al. (2012) discuss government interven-
tion through a system of carbon taxes and research subsidies to redirect firms’ innovation toward
clean inputs. Acemoglu et al. (2018) show that the policy structure depending on both carbon
taxes and research subsidies help transition to clean technology. Aghion et al. (2016) emphasize
the importance of carbon taxes to allow clean technologies to overtake dirty technologies using
the patent data of the car industry. As more investors expect that the carbon tax levy or regula-
tion cost on large emitters will shrink their profit and value, these investors require a carbon risk
premium to invest in firms with high carbon emissions. In addition, as recent consumers have be-
come increasingly sensitive to the firm’s challenge of reducing carbon emissions with a preference
to buy environmentally friendly products and/or services, the sustainable growth of high carbon
emitter firms is more unlikely. This implies that the CDS spread, which is a market perception

of the sustainability of firms, of the larger carbon emitters is expected to be higher if the carbon



risk is recognized. Therefore, the second goal of this study is to investigate whether carbon risk
is priced in Japan’s CDS market. To address these questions, it is also important to recognize the
global expansion of environmental, social, and governance (ESG) investing over the last decade
or thereabouts. Along with the rapid development of ESG investments generating an irreversible
momentum of clean energy, it is possible that investors have required a higher carbon risk premium
in more recent years. While Drudi et al. (2021) state that the investor awareness of climate risk
appears incomplete, studies such as Krueger et al. (2020) and Fahmy (2022) show that institutional
investors incorporate climate risk in their investments and perceive it as an important investment
risk. Therefore, given the ESG investment growth, we also examine the time-varying impacts of
carbon emissions on CDS spreads by relaxing the assumption that investors’ reactions are constant
over time.

The main contribution of this study is that it examines the existence of a carbon risk premium
in CDS markets. Although an increasing number of studies analyze the carbon risk premium,
few studies have examined CDS markets. For example, Bolton and Kacperczyk (2021) support
the carbon risk premium hypothesis in stock returns, implying that stock returns are positively
related to the level of carbon emissions; Ilhan et al. (2021) find that the carbon tail risk is priced
in option; Hsu et al. (2019) show a positive (negative) relationship between toxic emissions and
stock returns (future profitability); In et al. (2010) indicate that investing in carbon-efficient firms
can be profitable; and Delis et al. (2019) document that fossil fuel reserves are priced in the loan
market. We contribute to the literature by providing new empirical evidence vis-a-vis the carbon
risk premium in CDS markets.

Another contribution of this study is the investigation of the impacts of growing pressure from
investors on the carbon risk premium through ESG investments. Several studies suggest that ESG
investing has considerable impacts on asset prices. For example, Hong and Kacperczyk (2009)
find that “sin” stocks (alcohol, tobacco, and gaming), which are disinvestment targets of ESG in-
vesting, receive less coverage from analysts and have higher returns than otherwise comparable
stocks. Gibson et al. (2018) measure the portfolio-level environmental and social characteristics of
institutional investors and show that the environmental and social portfolio policies can reduce the
portfolio risk. A theoretical model in Colonnello et al. (2019) suggests an ethical preference-based
model to study the sin-stock anomaly and discloses the non-pecuniary factors in the formation

of investment decisions and asset prices. The literature on ESG and bond markets has also been



recently expanding, for example, Stellner et al. (2015) on Eurozone corporate bonds, Jang et al.
(2020) on ESG scores and bond returns in Korea, Huynh and Xia (2021) on climate change news
risk and corporate bond returns in the US, and Okimoto and Takaoka (2021) on Japanese corporate
bond spreads. Furthermore, the survey results by Stroebel and Wurgler (2021) show that respon-
dents believe that asset prices underestimate climate risks rather than overestimate them, while
Duan et al. (2022) indicate that carbon emission risk is underpriced in the corporate bond market,
a phenomenon referred to as investor underreaction. One possible reason for these findings regard-
ing underreaction is that many studies have overlooked the growth of ESG investments over the
last decade or so. If the further development of ESG investments has a stronger impact on asset
prices, then the accurate quantification of the impacts of ESG investments without considering
their rapid growth becomes complicated. This study contributes to the literature by investigating
the time-varying impacts of carbon emissions on CDS spreads. This is an interesting contribution,
as most previous studies implicitly assume a constant carbon risk impact on asset prices over time.

The main findings of this study can be summarized as follows: we begin our analysis by ex-
ploring carbon emission production using data on Japanese firms. These firms have long engaged
in efficient energy utilization to mitigate global warming concerns to fulfill the Japanese gov-
ernment’s commitment under the Kyoto Protocol to reduce greenhouse gas emissions.! Our first
finding is that the total revenue, which can be considered as the production size in monetary terms,
is a significant determinant of the amount of corporate carbon emissions. This is not surprising be-
cause firms with higher revenue tend to expand their economic activities and produce more carbon
emissions.

Our second finding is that investor pressure, measured by the number of signatories to the
United Nations Principles for Responsible Investment (hereafter, PRI), has a decreasing effect on
corporate carbon emissions. This effect is significant in the carbon emissions of investment-grade
companies compared to speculative-grade companies, which implies that firms outside the target
of such investors naturally underreact to their pressure and try to make more profits to survive.

Next, we examine whether carbon emissions are priced in CDS spreads, using the fractional
rank of carbon emissions instead of raw carbon emission data. Our third finding is that carbon

emissions have significantly negative impacts on CDS spreads before the investor awareness of

IFor example, Japan ranks first in the share of the world’s high-value inventions (international patent families with

size 2 or greater) in environment-related technologies from 2009 to 2011 according to Hasci¢ and Migotto (2015).
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ESG investments grows. This is rather reasonable because firms with larger carbon emissions
tend to have higher growth and profitability. Therefore, the market perception of their default
risk would be smaller. However, our results also indicate a significant increase in carbon risk
premium, as the investors’ ESG awareness measured by the PRI signatory investors heightens.
The results of this analysis reveal that investors do not incorporate the carbon emission risk in
the CDS pricing in 2005, hence yielding a negative correlation between CDS spreads and carbon
emissions, but ESG attention requires a positive risk premium to pull the relation in the opposite
direction. This finding holds for all sectors regardless of the scope of carbon emissions. Among
sectors, the carbon risk premium is larger for sectors in which the transition to carbon-neutral
or carbon-free energy sources appears less complicated and less expensive, such as healthcare,
telecommunications services, technology, and finance. They do not depend on industrial processes
that employ extremely high temperatures for production or high-density energy sources; hence,
high emitters in such sectors are regarded as not ready toward net-zero emissions. In other words,
firms in such sectors can gain recognition and their CDS spreads fall by reducing carbon emissions.

Last but not least, we also show that the carbon risk affects the CDS spread curve: short-term
spread, long-term spread, and the slope (difference between the short- and long-term spread). At
the beginning of the sample period, the fractional rank of carbon emissions is negatively associated
with the CDS spread curve; however, as the signatory to the PRI grows, the increasing carbon
risk premium offsets the negative impact of carbon emissions on the short-term spread, long-term
spread, and slope. These results represent the investor’s perception that the high fractional rank
of carbon emissions has once been a signal of business expansion; nonetheless, it is no longer a
favorable signal, as achieving net-zero emissions is required. The slope of the CDS spread curve
steepens as the fractional rank of carbon emissions heightens, which implies that the investor is
suspicious of the high emitters’ long-term sustainable growth and, in turn, that the firms bear a
higher carbon risk for long-term fundraising. These findings hold for all sectors regardless of the
scope of carbon emissions. The sectors whose credit spread curves are affected more remarkably
by carbon risk remain the same as the previous results: healthcare, telecommunications services,
technology, and finance.

The remainder of this paper is organized as follows: Section 2 introduces the datasets used in
the empirical analysis. Section 3 presents the empirical results of the analysis of firms’ carbon

emission production. Section 4 explains our hypotheses and the empirical strategy for the analysis



of CDS spreads and discusses the results. Section 5 explores the effect of carbon emissions on the

CDS spread curve. Section 6 presents the concluding remarks.

2 Data and sample construction

The dataset used in this analysis mainly consists of CDS spread data, firm carbon emission
data, and corporate financial data. In addition to these firm-level data, we include the data on
the signatories to the PRI. Our dataset covers a time range from 2005 to 2019, imposed by the
availability of firm-level carbon emission data.

Our dependent variable is the firm’s CDS spreads, which are the market prices of the default
probabilities for the underlying firms. As CDS contracts are made over-the-counter, their maturity
is negotiable, ranging from a few months to 10 years or longer.> To construct the firm-level CDS
spread index, we obtain year-end CDS spreads from Markit, where the original dataset contains
daily spreads. We follow the approach proposed by Gilchrist et al. (2009) and Gilchrist and Za-
krajSek (2012) to construct the spread index at the firm level and calculate the arithmetic average
of the firm’s year-end CDS spreads for its outstanding contracts. Specifically, the individual firm’s

CDS spread for contracts with different maturities from the same firm is given as

1
CDS” = N Zsit[k], (1)
it T

where s is the CDS spread for contract & for the underlying firm ¢ in year ¢ and N;; is the number
of contracts with different maturities.

For the company’s carbon emission data, we obtain firm-level carbon emissions from Trucost’s
Environmental Register database, which is one of the largest carbon emission databases. Trucost’s
data begin in 2005 and cover listed equity companies, although not all. Data used in this analysis as
corporate carbon emissions are Carbon-Scope 1 (tonnes CO2e), Carbon-Scope 2 (tonnes CO2e),
Carbon-Scope 3 (tonnes CO2e), and a total of these three emissions per firm each year, where
Carbon-Scope 1 (tonnes CO2e) refers to greenhouse gas emissions generated from burning fossil
fuels and production processes which are owned or controlled by the company; Carbon-Scope 2
(tonnes CO2e) refers to greenhouse gas emissions from consumption of purchased electricity, heat
or steam by the company; Carbon-Scope 3 (tonnes CO2e) refers to other upstream indirect green-

house gas emissions, such as from the extraction and production of purchased materials and fuels,

ZRefer to Longstaff et al. (2005) for a detailed explanation of credit default swaps.
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transport-related activities in vehicles not owned or controlled by the reporting entity, electricity-
related activities not covered in Scope 2, outsourced activities, waste disposal, and so on; total
refers to the sum of Scopes 1, 2, and 3—so-called supply-chain emission. By definition, Scope 3
emissions are attributed to the largest proportion of a company’s emission footprint. Each carbon
emission data point is equally important, hence we use all four variables in the analysis; however,
each variable is used in the estimation.

Figure 1 plots the average corporate carbon emissions for each Carbon-Scope (tonnes CO2e)
against the CDS spread (%) over the sample period from 2005 to 2019. The CDS spread fluctuation
corresponds to economic fluctuations, as the average credit spreads have surged around the global
financial crisis. Average corporate emissions decreased in the wake of the Lehman collapse and
after the Paris Agreement of 2016. The recent trend is that Carbon-Scope 1 emissions show a

notably decreasing tendency.

[Figure 1 around here]

We match the firm-level CDS spread data and corporate carbon emission data with the firm’s
dataset, which includes credit rating and financial indicators, to control for the firm’s financial
health and credit quality. Following previous studies, such as Stellner et al. (2015), financial indi-
cators include the firm’s total assets, earnings before interest and taxes (EBIT) margin (EBIT/total
revenue), debt/capital, capital expenditure (CapEx)/total revenue, return on invested capital (ROIC),
and equity price volatility. Furthermore, the issuer’s credit rating information is used to control for
the credit quality of the issuer. The firm’s information is taken from the Thomson Reuters database
and is as of immediately prior to the year-end CDS spread point. Table 1 presents the descriptive
statistics for the panel dataset used in this analysis. As noted in Appendix A, the universe in Tru-
cost’s data for Japanese firms’ observations expanded in 2016, whereas that in the CDS dataset did
not. This enables our sample mean for carbon emissions to remain unaffected by the sudden drop

in average carbon emissions in the expanded Trucost sample.

[Table 1]

Finally, we incorporate the number of signatories to the PRI in Japan as a proxy for the number
of investors who care about ESG in their investment. PRI is a United Nations-supported inter-

national network of investors working to implement its six aspiration principles, often referred to
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as the Principles. In Japan, the Government Pension Investment Fund (GPIF), the world’s largest
pension fund, has become a signatory to the PRI since September 16, 2015, which has made ESG
issues the center of attention in Japanese financial markets. The number of signatories in Japan is

collected from various issues of annual reports.

3 Carbon emission production function

We first examine a firm’s carbon emission production function to understand which factor
plays a key role in the corporate carbon emissions. Equation (2) shows the baseline regression
specification for a firm’s production function of carbon emissions. The dependent variable is firm
1’s carbon emissions for a total, Scope 1, Scope2, or Scope 3 in year ¢, where a total of carbon
emissions is the sum of the amounts (tonnes CO2e) of Scope 1, Scope 2, and Scope 3. The carbon

emission production function takes the following form:
Carbon emissionsy = a; + BProduction factors; + €, 2)

where «; is the firm fixed effect, and the production factors of firm ¢’s carbon emissions in year ¢ are
revenue, EBIT margin, debt-to-capital ratio, CapEx-to-revenue ratio, total assets, and ROIC. We
consider the revenue, which is a proxy of production size in monetary terms, as the most important
factor of carbon emission production. This conjunction is based on Figure 2, which plots the firm’s
revenue against the total, Scope 1, Scope 2, and Scope 3 emissions (tonnes COZ2e), along with the
linear predicted emissions, where all variables are transformed using inverse hyperbolic sine. In
each panel, we see that carbon emissions increase with the revenue. Other firm-specific control
variables are also considered to potentially affect carbon emissions. For instance, the size of an

asset indicates how much energy is necessary to keep a firm’s assets running and updated.
[Figure 2 around here]

We transform all level variables (carbon emissions, revenue, total asset, and ROIC) using an
inverse hyperbolic sine (asinh). Although taking the logarithm of a variable has been a common
transformation to approximate a normal distribution or make the empirical interpretation useful

in elasticity estimates, the inverse hyperbolic sine transformation has advantages over taking the



natural logarithm of a variable. A typical advantage is that it allows us to retain zero- and negative-
valued observations, while the interpretation is similar to a logarithm (Burbidge et al. (1988),
MacKinnon and Magee (1990), Bellemare and Wichman (2020)).?

Table 2 reports the estimation results of Equation (2) based on carbon emissions for (1) Total,
(2) Scope 1, (3) Scope 2, and (4) Scope 3 of a firm and the financial indicators discussed above.
As expected from Figure 2, the results indicate a significantly positive relationship between total
revenue and all carbon emissions, even after controlling for other variables. Specifically, the results
suggest that a 1% increase in revenue tends to increase carbon emissions by 0.609% (Scope 2)
to 0.838% (Scope 3). Similarly, the coefficients of the total asset are found to be significantly
positive, although the magnitude is relatively small compared to the revenue. More specifically,
the results imply that a 1% increase in the asset tends to increase carbon emissions by 0.095%
(Scope 3) to 0.323% (Scope 1). It is reasonable that the impact of carbon emissions from running
and maintaining the firm’s assets is the largest on Scope 1 emissions. Other variables appear to
have no strong relationship with carbon emissions, except for capital expenditure, which shows
a negative relationship with the total and Scope 1 carbon emissions. This may reflect that new
capital tends to have efficient carbon emissions, thereby reducing carbon emissions in production
processes.

Thus far, we assume that the effect of this factor on carbon emissions is constant over time.
Next, we test whether the time-variant effect is observed in the carbon emissions in the following

form:
Carbon emissionsy = a; + BProduction factors; + vydy + €5, 3)

where d; is the time-variant increase/decrease effect on carbon emissions. In this analysis, we use
the number of PRI signatories in Japan as the effect d;, or, more specifically, the inverse hyperbolic
sine of the number of PRI signatories in Japan.

Table 3 presents the estimation results of Equation (3), which is an extension of (2) by adding

the number of signatories to the PRI in Japan. Unsurprisingly, the results are very similar to those

3Inverse hyperbolic sine transformation is proposed in Johnson (1949). The advantage of retaining meaningful
zero-valued observations over alternative transformations makes this transformation employed in the empirical work
of applied economics, for example, Clemens and Tiongson (2017), Bahar and Rapoport (2018), Jayachandran et al.
(2017), McKenzie (2017). Taking the inverse hyperbolic sine transformation yields asinh(z) = in(x + Va2 + 1) for
a random variable x. Bellemare and Wichman (2020) provide derivations that the interpretation in a case with asinh
(dependent variable) - asinh (explanatory variable) specification is similar to log transformation. The estimates in this
study are robust to the use of log transformation, while the sample size is slightly smaller with log transformation.
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of (2), documenting a strong positive relationship between firm sales size and carbon emissions.
Moreover, the additional variable, PRI signatory, shows a significantly negative relationship with
all carbon emissions, except for Scope 1. This implies that as the number of PRI signatories
increases, which can be considered as evidence of increasing pressure from institutional investors
to reduce carbon emissions, carbon emissions tend to decrease, except for Scope 1. Since the
Kyoto Protocol in 1997, many Japanese companies have made efforts to reduce Scope 1 carbon
emissions. Consequently, it might be difficult to reduce Scope 1 carbon emissions further, even
if institutional investor pressure increases. This could be a reason why the coefficient of the PRI
signatory is insignificant only for Scope 1.

A number of regulated institutional investors are supposed to invest in bonds rated BBB or
higher on the major rating agencies’ scales, such as that of Standard and Poor’s (Baa or higher
on Moody’s scale). Similarly, in the CDS markets, the target for such institutional investors is
an entity whose credit quality is above BBB, that is, the investment-grade category. This means
that a firm whose credit quality is not investment-grade does not have an incentive to focus on the
reduction in carbon emissions, even if institutional investor pressure increases. Conversely, more
production without the efforts and costs to reduce carbon emissions can generate more profit for
such firms. We examine whether a firm’s behavior in reducing carbon emissions under investor
pressure differs according to its credit quality.

The results in Table 4 confirm the difference in the response of carbon emissions to investor
pressure by the firm’s credit quality. The PRI signatory has a significantly negative impact on
all carbon emissions except for Scope 1 for investment-grade firms but only for Scope 3 for
speculative-grade firms. The results provide supportive evidence of our view that only investment-
grade firms have some incentive to reduce carbon emissions in response to institutional investors’
pressure to do so. Other results are fairly consistent with the previous results, showing a strong
positive relationship between firm revenue and asset and carbon emissions, and a negative relation-
ship between capital expenditure and Scope 1 emissions. The only exception is that firm asset has

a much weaker positive impact on carbon emissions for speculative-grade firms.

[Tables 2, 3, 4 around here]
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4 Carbon emissions and CDS spread

We have revealed that a firm’s carbon emissions are mostly dependent on its total revenue,
that is, production size. In this section, we empirically explore the relationship between carbon

emissions and CDS spread.

4.1 Hypotheses

This subsection presents the hypotheses to be empirically examined. There are several under-
lying mechanisms through which carbon emissions affect CDS spreads. Given that the results of
the previous section and the clientele of the CDS market are mostly institutional investors who
are well-informed about the firms and market, we consider the following hypotheses. Importantly,

these hypotheses are neither mutually exclusive nor necessarily in conflict with each other.

H1: Profitability hypothesis

Investors consider that the larger carbon emission is a consequence of larger production,
and carbon emission reduction will lead to nonnegligible profit reduction, given Japan’s rel-
atively high decarbonization cost. Therefore, the investors regard the larger carbon emission

as a favorable signal of the firm’s profitability, thus lowering the CDS spreads of the firm.

This hypothesis is based on our analysis of firm-level carbon emissions in Section 3, showing a
strong dependency between a firm’s revenue and the amount of carbon emissions. In other words,
a larger amount of carbon emissions results from the firm’s higher production. Therefore, higher
carbon emissions can be a by-product of better firm performance. With the long history of the
Energy-Saving Act in Japan, it was repeatedly reported in the media that Japanese firms having
a thoroughgoing energy conservation policy would find it difficult to reduce carbon emissions
without shrinking production,* and that carbon emission reduction can be disadvantageous for
firms that have already realized emission reduction through their efforts. Considering the relatively
high decarbonization cost in Japan, as indicated in OECD (2019), investors might be concerned

about profitability as the firm accelerates to decarbonize itself.

H2: Carbon risk hypothesis

4E.g., articles of 10 Apr. 2007 in Nikkei Sangyo Shimbun (Nikkei Industrial Newspaper) and articles of 31 Oct.
2009, 17 Nov. 2009, and 8 Mar. 2010 in The Nikkei.
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As the regulation and tax system on fossil fuels are to be further tightened on a global basis,
the large carbon emitters are exposed to carbon risk. The tighter regulations and higher
carbon tax may decrease the net profit of the large carbon emitters, which leads to their
lower asset prices. Investors less evaluate large carbon emitters about their sustainability,

resulting in higher CDS spreads.

Notably, CDS market participants are mostly well-informed institutional investors, meaning
that they are forward-looking and sensitive to event-specific risk. As investors expect the carbon
tax levy or regulation cost on large emitters to shrink their profits and the value of those firms, the
CDS spread for large carbon emitters is expected to be higher according to such carbon risk.

This hypothesis is also related to theories in which ESG-conscious investors prefer green firms’
stocks, or sustainable investors prefer green firms to brown firms. Heinkel et al. (2001) theoreti-
cally indicate that the polluting firms’ cost of capital can be raised by green investors. The theoret-
ical model in Luo and Balvers (2017) considers the boycott risk premium of socially responsible
investors. If the large emitters are targeted, their asset prices are required to pay extra compen-
sation for the risk. Pastor et al. (2021) develop the theoretical model that considers ESG criteria
and indicates that greener firms have higher market values, thereby lowering the cost of capital for
green firms. Pedersen et al. (2021) also show that prices of green stocks are relatively higher than

brown stocks’ prices.
H3: Investor awareness hypothesis

The CDS spreads for firms with small carbon emissions are lower because of lower carbon

risk, as the investor awareness of the dire consequences of climate change is growing.

One of the motivations for this hypothesis is the market underreaction discussed by Pedersen
et al. (2021) and Duan et al. (2022). Specifically, Pedersen et al. (2021) argue that although the
ESG performance could be a favorable signal of firm fundamentals, the market could underreact
to this predictability of corporate ESG performance for expected future profits due to the lack of
recognition. Duan et al. (2022) also argue that fewer investors underreact when investor awareness
increases.

Investor awareness of climate change is also emphasized in macroeconomics and finance, as the
disaster and climate crisis risks stemming from climate change are extensively recognized world-

wide. Even central banks have begun to integrate climate risks into monetary policy operations. In
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addition to the investor’s ESG preference in Pastor et al. (2021) and the taste premium in Zerbib
(2019, 2022), global trends in investor awareness are pronounced over time, as reported in Drudi
et al. (2021).> Consequently, more investors are concerned about carbon risk as investor awareness
increases. The size and significance of its impacts depend on the sector characteristics and changes
over time; thus, we expect the amount of firm-level carbon emissions to have a larger impact on
CDS spreads, especially more recently, with increasing investor awareness. This hypothesis re-
laxes the constant impacts of carbon emissions on CDS spreads over time and is plausible because

recent climate-related events trigger investors’ awareness.

4.2 Main results

First, we convert the amount of carbon emissions per firm into a fractional rank within a year,
given that the features of firm-level carbon emissions data have large differences between their
ranges.® The rank of carbon emissions is calculated using the sample in this analysis. The advan-
tages of using fractional rank instead of the amount of carbon emissions are: first, a fractional rank
retains the order among carbon emitters in cross-sectional data. Second, the model, which includes
firm fixed effects, estimates the change in CDS spreads for a change in the fractional rank of carbon
emissions, thereby controlling for unobserved firm-level heterogeneity. Since cross-sectional vari-
ation is captured by fixed effects, what is left with is the time-series variation, which we assume
is attributed to overall time trends, macroeconomy, and relative carbon emission performance. For
example, even if a firm decreases its carbon emissions, investors naturally compare performance
with other firms, not only within a firm. The fractional rank variable reflects the assessment of
relative performance. Third, the fractional rank is robust to outliers. Table 1 displays the large
variation in the amount of carbon emissions; nonetheless, it seems inappropriate to exclude some

of the largest carbon emitters from the analysis as outliers. Using the fractional rank allows us to

SFahmy (2022) shows that the rise in investors’ awareness of climate risks especially after the Paris Agreement has
an impact on the connection between clean energy prices and oil and technology stock prices.

6 An alternative method is to normalize variables using z-score, minimum and maximum observations, or expo-
nential function and mean and standard deviation. Using a standardized z-score does not solve concerns caused by
the large value observations because the mean value is still affected by the very large values. By contrast, the carbon
emission variables using mini-max normalization and softmax normalization at the year or sector-year level yield,
quantitatively and qualitatively, similar estimates to those using fractional ranks. In this analysis, we use the fractional
rank variable for its advantages in interpreting the results over the aforementioned alternatives that the mean value is
0.5, which is a feature of softmax normalization, and the range is between 0 and 1, which is a feature of min-max
normalization.
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incorporate such emitters in the analysis because it is less sensitive to outliers than the measures of
carbon emission amounts.

Then, we estimate the following specification:

CDSy =a; + Bofractional rank;, + B fractional rank; X signatories,

4)
+ AControls; +vMacros; + €;,

where the dependent variable is CDS spreads on firm ¢ in year ¢ (asinh(CDS spread in basis point)),
and the fractional rank of firm ¢ in year ¢ is used as a carbon emission variable. The model specifi-
cation contains firm fixed effects ;. The inverse hyperbolic sine transformation of CDS spreads is
used to control for heteroskedasticity as a similar transformation, commonly taking the logarithm
used in corporate bond credit spreads when the distribution of credit spreads is highly skewed.
On the one hand, for the profitability hypothesis (H1), we focus on the coefficient of the frac-
tional rank variable 3, and consider that it is supported if J; is significantly negative. On the other
hand, for the carbon risk hypothesis, we examine the coefficient of the interaction term between
the fractional rank and the number of PRI signatories in Japan, (3;, as well as f,. If the carbon
risk hypothesis holds, either 3, or 31, or both should be significantly positive, reflecting the carbon
risk premium. Finally, the investor awareness hypothesis (H3) concerns [3; because it captures
the increasing pressure from investors to reduce carbon emission risk by policy changes toward
a zero-carbon society. If the coefficient 3; is significantly positive, the impact of fractional rank
increases with the number of PRI signatories.

To control for the factors determining CDS spreads, C'ontrols;; contains the firm’s credit rat-
ing information, vector of financial variables, and illiquidity measure. Appendix B describes the
calculation of the illiquidity measure. M acros; consists of two macroeconomic variables: annual
GDP growth rate and annual inflation.

Our empirical strategy to extract the relationship between corporate carbon emissions and CDS
spreads begins with the panel estimation of Equation (4). One might be concerned about the
causality of the association between the carbon emission amounts and CDS spreads; however,
CDS spreads are event-specific and inherently forward-looking. In this sense, the reverse causality
between CDS spreads and carbon emissions seems unlikely to be present, and we can reasonably
overlook this issue. Additionally, we use year-end CDS spreads to minimize simultaneity issues,
making many of the explanatory variables predetermined.

Table 5 reports the estimation results of Equation (4) based on fractional rank calculated from
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carbon emissions for (1) Total, (2) Scope 1, (3) Scope 2, and (4) Scope 3, credit rating dummies,
and financial indicators. As can be seen, the coefficient of the fractional rank is negative, rang-
ing from —1.764 to —1.185, and is significant for all carbon emissions. The coefficient can be
interpreted as the impact of fractional rank on CDS spreads in 2005 when the number of PRI
signatories is zero. The results indicate that the profitability hypothesis (H1) is supported in the
absence of pressure from investors, indicating that firms with higher carbon emission ranks pay
lower CDS spreads on average, hence reflecting higher economic activities. This also implies that
there is little supportive evidence for the carbon risk hypothesis (H2) in 2005. However, our re-
sults show that the coefficient of the interaction term between the fractional rank and the number
of PRI signatories in Japan is significantly positive, at approximately 0.27 for all carbon emissions.
The results support both the carbon risk hypothesis and the investor awareness hypothesis (H3),
showing that the negative impact of the fractional rank appears to be smaller in magnitude and
eventually becomes positive for Scopes 2 and 3 as investor awareness, measured by the number of
PRI signatories, grows. To see this point clearly, Figure 4 plots the total impact of the fractional
rank of carbon emissions on CDS spreads, which can be expressed by 5y + [1signatories;. As
can be seen, the impact was negative around the beginning of the sample, but its magnitude of
negative impact decreased over time for all emissions, while the total impact was slightly positive
toward 2020 for Scopes 2 and 3. In other words, our results clearly indicate that increasing investor
pressure induces a carbon risk premium in CDS markets.

Other control variables mostly have the expected effects on CDS spreads. For example, the
better the credit rating of firms, the lower the CDS spread. Similarly, revenue and earnings show a
significantly negative relationship with CDS spreads, suggesting that profitability generally lowers
CDS spreads. On the contrary, our results indicate that CDS spreads are significantly higher with
various types of risks captured by leverage, illiquidity, and price volatility. In addition, the two
macroeconomic variables have expected effects on CDS spreads. Specifically, the annual GDP
growth rate has a significantly negative impact on CDS spreads, as higher economic growth tends
to lower firms’ default risk. However, annual inflation shows significantly positive impacts, partly

reflecting that higher inflation tends to increase interest rates, and, hence, default risk.

[Table 5 around here]
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4.3 Sectoral impacts on CDS

We have reported evidence that although the profitability hypothesis (H1) is dominant in 2005
before the development of ESG investments, the carbon risk hypothesis (H2) and investor aware-
ness hypothesis (H3) have been supported and prevailed in the relationship between carbon emis-
sions and CDS spreads in more recent years. Because the costs of decarbonization differ substan-
tially across sectors, this subsection examines the sectoral impacts of carbon emissions on CDS
spreads and whether the carbon risk hypothesis (H2) and investor awareness hypothesis (H3) are
still supported in all sectors. We modify Equation (4) with the following specification to include

sectoral impacts:

CDS;; =a; + By fractional rank;; + By Z sector;, X fractional rank; X signatories;
k )
+ AControlsy + yMacros; + €,
where fractional rank; x signatories, is estimated by sector & to which firm ¢ belongs, sector;,
and the rest of the variables in the specification remain the same.

In some sectors, particularly those referred to as hard-to-abate or high-climate impact sectors,
decarbonization is expected to be difficult, given costs, energy sources, and integrated industrial
processes. In other sectors, reducing carbon emissions is not technically challenging in their core
business operations because they do not employ extremely high temperatures for production, high-
density energy sources, nor use hydrocarbons as feedstock and energy sources. Naturally, this
poses the question: Should firms not in hard-to-abate sectors reduce carbon emissions more? We
expect that investors more severely evaluate firms that can reduce carbon emissions by using less
expensive and less complicated carbon-free approaches compared to firms in hard-to-abate sectors.
This raises an interesting question to investigate: Are H2 and H3 prominent for such firms?

Table 6 shows the estimation results of 3y and (3 in Equation (5), where the other estimated
coefficients are not reported for brevity and remain similar in Table 5. The results indicate the neg-
ative impacts of the fractional rank of all carbon emissions in 2005, when there is no pressure from
investors, indicating that H1 is supported, as shown in Table 5. However, the significantly positive
estimates of [ for all sectors suggest that the pressure from investors rapidly reduces the lower-
ing effect on the CDS spreads of firms, regardless of sector and carbon emission. Moreover, the
sectoral impacts document that investor reactions differ among sectors, and the strongest impacts

can be found in the healthcare, telecommunications services, and technology sectors. Furthermore,
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the utility, energy, and basic materials sectors show relatively smaller impacts, suggesting that in-
vestors’ reactions to carbon emissions from firms in hard-to-abate sectors appear to be weaker.
This is consistent with our view that the clientele of the CDS market are mostly informed institu-
tional investors, and their reactions to the carbon emissions of firms in hard-to-abate sectors tend
to be less demanding. Nonetheless, the estimates of 3, support H2 and H3 for all the sectors. The
results also predict that the rise in CDS spreads, attributable to H2 and H3, would be dominant in
the total impact expressed as 3y + [31signatories; for Scopes 2 and 3 for most of the sectors, as

investors who care about carbon risk increase.

4.4 Credit quality

In this subsection, we examine the impact of carbon emissions on CDS spreads by sector and
credit quality. This is reasonable because our finding on emission production in Table 4 shows
that the pressure from institutional investors to reduce carbon emissions is stronger for investment-
grade firms. This result suggests that investor pressure appears to be more relevant to investment-
grade firms.

Table 7 reports the estimation results, including the interaction term between credit quality
and the sectoral impact in Equation (5). The results support H2 and H3 for both investment- and
speculative-grade firms. Although speculative-grade companies are assumed to be less sensitive
to pressure from institutional investors, who are supposed to invest in bonds rated BBB or higher
by management policy, the results in Table 4 indicate that the increasing pressure from investors
has impacts on CDS spreads, even for speculative-grade firms. Moreover, the magnitude of the
impact on CDS spreads tends to be larger for speculative-grade firms across all sectors. This
could be because lower carbon risk can provide more precious information about the sustainability
of speculative-grade firms with higher default risk, as reported by Okimoto and Takaoka (2021).
Finally, the tendency for larger impacts on the CDS spreads of firms in the healthcare, telecommu-
nications services, and technology sectors remains the same. In other words, firms in these sectors
can lower their CDS spreads by reducing their carbon emissions more than those in other sectors,

particularly in hard-to-abate sectors.

[Table 7 around here]
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4.5 Robustness checks
4.5.1 Controlling hard-to-abate sectors

Section 4.3 reports the sectoral impacts of carbon emissions on CDS spreads because the costs
of decarbonization differ substantially across sectors. However, within or among sectors, there are
firms whose operations fall into the sector with relatively higher abatement costs than other sectors.
The Energy Transitions Commission (2018) refers to heavy industry sectors and heavy duty trans-
port as harder-to-abate sectors, and Teske et al. (2020) point out energy and utility sectors as key
(supplier) sectors. In this section, we explicitly control for the effects of firms in such hard-to-abate

99 ¢

sectors by classifying the firms into three groups: “non-manufacturing easier-to-abate,” “manufac-
turing easier-to-abate,” “hard-to-abate” sectors.” The Energy Transitions Commission (2018) refers
economic sectors with relatively lower abatement costs than harder-to-abate sectors as easier-to-
abate sectors. In addition, we classify firms in the easier-to-abate sector into manufacturing and
non-manufacturing sectors to reflect their differences in industrial processes and products.

Table 8 shows that our empirical results are intact, even when controlling for the hard-to-abate
sectors, and also reports the differences among these three groups. Specifically, the results indicate
that the carbon risk premium associated with increasing pressure from investors is largest in the
non-manufacturing easier-to-abate sectors, followed by manufacturing easier-to-abate, and harder-
to-abate sectors. This is generally consistent with the sectoral results in the previous subsection,
showing that the carbon risk premium is larger for sectors that can reduce carbon emissions rela-
tively easily. Thus, investors require a higher risk premium for firms that can reduce carbon emis-

sions by having less expensive and less complicated carbon-free approaches compared to firms in

the hard-to-abate sectors.
[Table 8 around here]

4.5.2 Alternative measure of carbon emissions

We use the fractional rank of carbon emissions by year in the analyses by leveraging its advan-
tages. In this section, we use the carbon intensity of each carbon emission scope as an alternative

measure of carbon emissions and examine whether our variables of interest qualitatively show

"Following the literature, we classify heavy industry (cement, steel, chemicals, and aluminum), heavy-duty trans-
port (shipping, trucking, and aviation), energy, and utilities as hard-to-abate sectors.
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the same effects on CDS spreads. Carbon intensity variables include carbon intensity-scope 1
(tonnes CO2e/USD mn), carbon intensity-scope 2 (tonnes CO2e/USD mn), carbon intensity-scope
3 (tonnes CO2e/USD mn), and carbon intensity of all scopes (tonnes CO2e/USD mn). They are
transformed using the inverse hyperbolic sine as well as other level variables.

Table 9 reports the sectoral impact of carbon intensity on CDS spreads, which corresponds
to Table 6; however, carbon intensity is used to replace the fractional rank. As can be seen, the
results are qualita