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Introduction

The last decades have witnessed a surge of interest among practitioners and
scholars in corporate reputation. Managers have characterized corporate reputation
as the most relevant asset of the firm (Hall 1992, 1993), and scholars have made a
growing effort to find theoretical and empirical support for these managerial
perceptions, by specifying what advantages well-reputed firms may enjoy. Repu-
tation signals the underlying quality of products and thus affects the customer’s
choice among competing products (Akerlof 1970). This translates into increased
sales, higher customer retention (Caminity 1992; Selnes 1994), and a premium
price (Shapiro 1983; Klein and Lefler 1981; Milgrom and Roberts 1986; Obloj and
Obloj 2006; Graham and Bansal 2007). And corporate reputation influences not
only incomes but also operation and financial cost (Podony 1993). A good corpo-
rate reputation makes the firm an employer of choice (Fombun and van Riel 2004)
that may choose employees with higher productivity (Stigler 1962; Williamson
1985), and also leads to lower contracting and monitoring costs because suppliers
and partners are less concerned about contractual hazards (Milgrom and
Roberts 1992).

All these advantages of corporate reputation in relations with diverse stake-
holders should increase, via cost or revenue, the firm’s cash flows. Furthermore,
corporate reputation also supports new product introductions and recovery
strategies in the event of crisis (Dowling 2001) and, therefore, reduces the firm’s
risk. The increased cash flows and the reduced risk should finally increase the firm’s
value.

This chapter reviews the empirical research on the financial impacts of corporate
reputation in order to test managerial perceptions about the interest of corporate
reputation. For this chapter, we focus our review on studies published in academic
journals that analyze explicitly or implicitly the influence of a measure of corporate
reputation on firm performance. Some papers (Dunbar and Schwalbach 2000; Rose
and Thomsen 2004; Inglis et al. 2006) have researched the two-way interaction
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between corporate reputation and financial performance, but we have covered only
their analysis of the corporate reputation effect. The relationship among firm
profitability, risk, and market value has led us to organize the chapter as follows.
In the next section, we review the papers that analyze the influence of corporate
reputation on profitability. The third section summarizes the efforts to explore the
impact of corporate reputation on risk. The fourth section surveys articles that
have tried to validate the effect of corporate reputation on firm value. We conclude
with a discussion of the evidence and possible causes of inconsistent findings, as
well as directions for future research.

Impacts of Corporate Reputation on Profitability

It is true that the multiple benefits of corporate reputation should affect profitability
first. The improvement of stakeholders’ attitudes towards the firm derived from
corporate reputation should translate into higher cash flow, via reduced cost or
increased revenue, and should have its most immediate impact on accounting data.

McGuire et al. (1990) and Nanda et al. (1996) examine the formation of
corporate reputation and its effects on financial performance in USA and UK,
respectively. After controlling the effect of prior on subsequent financial perfor-
mance,' both papers find little correlation between corporate reputation and finan-
cial performance for US and UK firms (Fig. 1).

However, Roberts and Dowling (1997) reach fairly contrary conclusions. Their
results from a proportional hazard regression — where the dependent variable is the
likelihood that, given a specific position of performance at time ¢, the firm enters (or
leaves) a higher (or lower) financial performance position — verify that firms with
better reputation not only have an easier time attaining superior performance (the
lead indicator effect) but also can sustain superior performance outcomes for longer
periods of time (the carry over effect). In later work, Roberts and Dowling (2002)
enlarge their sample period and decompose overall reputation into financial and
residual reputation to ensure that their findings are not manifestations of a financial
halo.” Their autoregressive profit models and proportional hazard regression
models consistently verify that well-reputed firms are better able to sustain superior
profits over time. These results hold for both components of corporate reputation. A
firm’s residual and financial reputation has an impact on profit persistence.

'To solve the problems derived from the high correlation between prior and subsequent financial
performance, they define their dependent variables as the residuals obtained in a regression in
which they used prior or subsequent financial performance to explain corporate reputation.

2Fryxell and Wang (1994) challenged most of the corporate reputation measurements because they
are based primarily or exclusively on the perceptions of executives and industry analysts, whose
strong interest in firm performance leads them to issue evaluations of qualitative items greatly
influenced by financial data. Thus, began the debate surrounding the so-called financial halo
(Brown and Perry 1994; Logsdon and Wartick 1995; Szwajkowski and Figlewicz 1997; Capraro
and Srivastava 1997), still argued even today.
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Therefore, these findings suggest a self-reinforcing dynamic. Profitability improve-
ment enhances reputation. This reputation, in turn, makes it easier for firms to
sustain superior performance outcomes over time.

Dunbar and Schwalbach (2000), Rose and Thomsen (2004), and Inglis et al.
(2006) have analyzed this self-reinforcing dynamic in different country contexts.
For Germany, Dunbar and Schwalbach (2000) find support for the prior perfor-
mance effect on future corporate reputation and for the prior reputation effect on
future performance. However, for a Danish case, Rose and Thomsen (2004) show
that performance affects reputation but reject the hypothesis that reputation
improves performance. They explain these surprising results by arguing that the
effects of corporate reputation would presumably show up only in the long run and
are not fully captured in accounting profitability measures. Although Inglis et al.
(2006) apply the same model used by Rose and Thomsen (2004) to Australian data,
their results are inconsistent. This study fails to establish any relationship between
corporate reputation and profitability.

Eberl and Schwaiger (2005) and Fernandez and Luna (2007) focus on the
influence of corporate reputation on firm performance. For the largest German
firms, Eberl and Schwaiger (2005) disentangle four components of corporate
reputation that may have different effects on future financial performance. Their
results show that reputation’s cognitive component has a positive impact on future
financial performance, while they find strong evidence that its affective component
has a negative impact. Fernandez and Luna (2007) argue that the poor results
obtained in previous studies could have been caused by a nonlinear relationship
between corporate reputation and financial profitability that suggests the existence
of a maximum beyond which improvements in corporate reputation fail to be
accompanied by improvements in financial results. This paper finds support for a
nonlinear relationship for the Spanish case.

Deephouse (1997) proposes media reputation as a useful measure of overall
reputation because media provide a forum where reputations can be debated and
affirmed. Media reputation avoids the possible financial bias of Fortune ratings and
can be applied outside the large companies that are evaluated by reputation
rankings. The results confirm that media reputation also influences performance,
even when financial reputation is controlled.

Annualized profitability sums up only short-term effects, but corporate reputa-
tion has a long-term effect on the firm, so the use of accounting profitability could
lead observers to underestimate the value of corporate reputation. Even though
annual accounting data clearly do not fully capture the influence of corporate
reputation on firm performance, these data should allow isolating its real effect
on operative performance. However, all the papers reviewed here, using diverse
data, samples, methodologies, and institutional contexts, still do not wholly con-
verge in finding support for the impact of corporate reputation on profitability.
These inconclusive findings call for explanation and for further efforts to find new
evidence that will allow more reliable conclusions.
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Impacts of Corporate Reputation on Risk

Theoretically, corporate reputation should not only enhance performance, but also
increase the likelihood of maintaining superior performance over time (Roberts and
Dowling 2002), and should induce a positive frame for interpreting events related to
the firm (Dowling 2001). Therefore, it seems that corporate reputation should
reduce the company’s risk. Some initial research seems to confirm this assumption
(Fig. 2).

In a descriptive paper, Gregory (1998) compares the evolution of stock prices of
companies on the New York Stock Exchange following the market crash of 1997.
He finds that companies with higher corporate reputation weathered the market
drop better than those with weaker reputations.

Jones et al. (2000) reach similar conclusions analyzing the volatility of shares
during the New York Stock Exchange crashes of 1987 and 1989. Results show no
significant differences between companies with higher and lower reputations in
1987, when the market dropped over 20% in 1 day and investor panic precluded
rational investment decision making. However, when the market took a less sudden,
expected downturn in 1989, corporate reputation provided a reservoir of goodwill
that buffered companies from market decline.

In accord with these results, Srivastava et al. (1997) find support for a positive
relation between corporate reputation and Beta (a widely recognized variable that is
used to measure the expected change in a particular company’s stock price relative
to changes in the market as a whole). That is, the higher the firm’s reputation, the
more willing investors will be to accept risk (measured as increasing Beta). This
result confirms that corporate reputation reduces the risk perceived by current and
potential shareholders.

In sum, these studies very consistently find that corporate reputation influences
risk. But the scarcity of studies and the focus exclusively on market measures call
for more research effort, not only using market measures but also other variables
like variance of return, to try to get more robust conclusions about the risk reduction
effect of corporate reputation.

Impacts of Corporate Reputation on Firm Market Value

The effect of corporate reputation on profitability and on risk should translate into
firm value. From a financial point of view, investors discount the net cash flow of
the firm at the rate of return appropriate to its riskiness. So the higher cash flows and
lower risk of well-reputed companies should raise firm value. This relation has been
analyzed with reference to either short-term stock return or long-term stock price
(Fig. 3).

Among scholars who have analyzed the impact of reputation rankings on stock
returns, Vergin and Qoronfleh (1998) compare average stock returns of the ten
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Fig. 2 Impacts of corporate reputation on risk

corporations at the top, the ten at the bottom of the Fortune list, and the S&P500 in
the year following the publication of the ranking. Their results show that future
stock performance is positively related to corporate reputation. However, Chung




Financial Impacts of Corporate Reputation 173
Financial Other
Reputation Perfor- | Metho- | Indepen- .
Author Ve mance | dology o Sample |Industries | Lags |Results
Measure Variables
Vergin Ane(l)llysis E%Ft)tct)?‘r? Multiol
and Qo- Average s&pP 500 Multple | +
ronfleh Fortune return a:/:t[i?]e i (1984- |industries
(1998) 1996)
T-test USA
Reputation with
shareholders: 3
financial halo-
adjusted attribute '?1_ 938 f
from Fortune: and +
long term in- 1995) | ?)lll va- ]
vgstmgnts value, Company| (JSA riables ex
financial sound- size cept firm
ness and widely Securit Return size are
Cordeiro | _Used assets anal stg’ on assets adjusted | | |
and Reputation with five-years Regres-| Market o e
Samb- stak%holderS' the ear)r/ﬂn sions | value vs. |N=303 |11V effects | ©
harya "/ remaining fi- | gro Wﬂ? analysis| Book | (1994 Y dethCt'
(1997) nancial halo- |forecasts value and g e *
. : Number | 1995) [correspon-
adjusted attribute ding in-
from Fortune of ana- | USA dust
lysts nl::arril ______
Overall reputa-
S N=303
tion: the 8 re- (1994
maining financial and +
halo-adjusted 1995)
attribute from USA
Fortune
Fortune L
Financial compo-
nent of corporate +
reputaton || | | | ____
Black Nonfinancial E;SZ
’ component of | Market Net N=2769 ) +
Carnes corporate reputa-| value of | €97€S" income | (1982- Multiple |
and Rich- tion common sion Total 1996) industries
ardson 2 lanalysis| Tota Al
(2000)  |Financial compo- equity asets us
p Anual year
nent of corporate dummy
reputation +
Nonfinancial +
component of
corporate reputa-
tion

ns=non significant

Fig. 3 (continued)



174 E. de Quevedo Puente et al.

Financial
. Other Inde-
e e e pendent Sample |Industries |Lags R
Measure mance | dology ) sults
Variables
Measure
67 firms
FTSE
Average . (1990-1999) +
monf[hly UK 1
equity
returns
The Econo- Size ] ns
mist —————— [T 67 firms
Average FTSE 100;
monthly 250 and
adjusted ] small cap 1 | ns
equity Size indices
returns (1990-1999)
UK
Analysis
Chung, of portfo- Top ten and
Schnee- lio return bottom ten | Multiple
WEe's a'Ld Correlation in reputation | industries
nero ) :
analysis ratings 100
(1999) Average - firms S&P ! *
monthly 5000 (1990-
equity 1999) USA
returns
Fortune Size Top ten and 1
ns
bo ttom ten
__________ in reputation
ratings 100
Average firms Frank
momhgly Russell 100,
X . 250, 2000 1| ns
adju§tted Size (1990-1999)
equity USA
return
Event ) Multiple | 21 |+ and
window industries|days| -
Brammer, One year
1994-2003
Brooks |Management stock | Analysis Value ‘ .
and Pave-| Today returns | of port- Size 451 firms | Multiple 1
lin (2004) . push the All jindustries ns
folio Beta sh
are Index
return | Momentum itself

ns=non significant

Fig. 3 Impacts of corporate reputation on firm value

et al. (2003) and Brammer et al. (2004) reach somewhat contrary conclusions.
Chung et al. (2003) show that the outperformance, on a basis of total equity return,
of “firms highly ranked in reputation” over “firms lowly ranked in reputation” after
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the publication date of reputation rankings may be due solely to firm size
differentials. In fact, after adjustment for relative risk, the actual performance of
high-ranked and low-ranked portfolios is not significantly different. These results
suggest that The Economist (UK) and Fortune (US) do not offer additional investor
information. Consistently, Brammer et al. (2004) find that around the time of the
reputation ranking announcement stock prices rise even for firms whose reputation
scores have slipped. Similarly, long-run returns on reputationally damaged stocks
are on average slightly higher than those of the market index. However, when they
allow for the financial characteristics of the firms (value, size, beta, and momen-
tum), the returns of the companies all fall below expectation. So the authors
conclude that, when an appropriate benchmark is used, there is no trading profit-
ability in examining the results of the UK’s most admired companies.

In contrast, the papers that have analyzed the influence of corporate reputation
on market valuation have validated a positive impact (Cordeiro and Sambharya
1997; Black et al. 2000; Dunbar and Schwalbach 2000; Rose and Thomsen 2004;
Fernandez and Luna 2007) for different contexts. The exception is Inglis et al.
(2006), who fail to support this relationship for the Australian case. Cordeiro and
Sambharya (1997) and Black et al. (2000) obtain consistent results for the US case.
Cordeiro and Sambharya (1997) demonstrate a positive relationship between cor-
porate reputation and security analysts’ earnings forecasts. Firms with higher
reputations on items that reflect the interest of stockholders and other stakeholders
leverage this reputation to generate higher performance expectations among well-
informed analysts. Black et al. (2000) also show that corporate reputation
contributes to firm value.

The results of Rose and Thomsen (2004) and of Inglis et al. (2006) analyzing the
effect corporate reputation on market value are consistent with their respective
results concerning the impact of reputation on profitability. However, the two
groups of authors somewhat disagree with each other, although both papers apply
the same model to different country data. While Rose and Thomsen (2004) find
support for the positive effect of corporate reputation on financial performance for
the Danish case, Inglis et al. (2006) reject this effect for the Australian data.

For the Spanish case, Fernandez and Luna (2007) verify that the relationship
between corporate reputation and financial performance is nonlinear, i.e., there is a
maximum beyond which the increase in corporate reputation fails to be
accompanied by an improvement in financial results. This fact would mean that
there is a limit on the profitability of corporate reputation.

In sum, empirical research seems to validate the influence of corporate reputa-
tion on firm value, but not to find any impact on stock returns. This difference could
result from the fact that corporate reputation has a high degree of persistence over
time (Vergin and Qoronfleh 1998; Roberts and Dowling 2002; Schultz et al. 2000),
in such a way that well-reputed firms are highly valuated in markets but may not
have a high stock return. The not wholly consistent results also highlight that there
is still not enough empirical evidence to draw a reliable overall conclusion.
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Conclusion

A global view of the empirical research on the financial impacts of corporate
reputation seems to confirm, although not unanimously, that the benefits of corpo-
rate reputation in the relations of the firm with its different stakeholders translate
into a higher profitability and a lower risk that are reflected on firm value.

The lack of consistency in findings may be caused by different measures of
corporate reputation and samples. The researchers use concentric but different
measures. Besides using diverse measures of corporate reputation, some of them
(Cordeiro and Sambharya 1997; Black et al. 2000; Roberts and Dowling 2002;
Eberl and Schwaiger 2005) have removed possible financial performance bias from
their measurements to avoid suspicion over their results. Although the diversity of
measures of corporate reputation could generate inconsistency, the possible finan-
cial halo does not do so, because all the researchers with halo-adjusted data do find
support for the financial impact of corporate reputation. Another potential source of
inconsistency could be sample differences, not only in size, but also in industry
composition. The value of corporate reputation may vary from one industry to
others. The level of market competition, the dependence on stakeholders, and the
degree of uncertainty about the quality of the exchanges (i.e., product quality,
employer characteristics, or future stock performance), among other factors, may
influence the value of corporate reputation in a particular sector. Researchers have a
hard task to uncover new evidence that allows more reliable conclusions and
reveals the origin of the current incomplete consistency in results.

Previous literature has analyzed not only the financial impacts of corporate
reputation, but also the inverse relationship, namely the influence of financial
characteristics on corporate reputation. This points out a possible endogeneity
that calls for further analyses with longitudinal methodologies, which may in
addition enlarge the samples and thereby gain robustness in the analyses.

The financial impact of corporate reputation is a flourishing line of research.
While conventional wisdom and managerial perceptions suggest that corporate
reputation matters to performance, findings are not wholly consistent. This
indicates that there are factors that have not yet been accounted for, and calls for
new research.
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