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CHAPTER 1

INTRODUCTION

1.1 Introduction

Charles Dickens described in his 1857 novel, Little Dorrit, a scam scheme, which pays returns to
investors from the money paid by subsequent investors. Such a scheme was latterly perfected by Charles
Ponzi in the 1920s and named “Ponzi scheme” after him. Based on the arbitrage of international reply
coupons for postage stamps, Charles Ponzi promised investors to double their investments in three
months, and really did so for the initial investors. Since then, his personal reputation boomed and
thousands of people invested their life savings, borrowed money or mortgaged their homes to get in on
this investment. Clarence Barron, the publisher of Barron’s financial newsletter, discovered that there
were only 27,000 postal coupons in existence, while to cover Ponzi’s investors, about 160 million are
needed (Markopolos and Casey 2010). Even by then, enthusiastic people simply ignored these warnings
and kept on pursuing this get-rich-quick opportunity. However, this scheme was doomed to eventual
failure as no real value is created and no extra wealth is generated. At the collapse of the scam kingdom,
Ponzi’s investors lost about 20 million in 1920 dollars (approximately 225 million in 2011 dollars), and
he was sent to jail and died in poverty (Burnsed Novermber 18, 2011). Rather than investors getting
smarter, Ponzi schemes have become common since then. More recently, the former non-executive
chairman of the NASDAQ stock market, Bernard Madoff, operated the world’s biggest and longest-
running Ponzi scheme from the 1970s until his arrest in 2008, which caused investors to suffer huge

losses around the world, estimated at 65 billion US dollars.
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The substantial successes of these Ponzi schemes can be partially attributed to the impeccable
personal reputations of the operators. For instance, Madoff was recognized as “the first prominent
practitioner of payment for order flow” (Wilhelm and Downing 2001, p. 153) and “a prominent
philanthropist” (Appelbaum, Hilzenrath and Paley December 13, 2008, p. DO1). Harry Markopolos, who
figured out Madoff’s scheme before anyone else, said in an interview that “He had the patina of being a
respected citizen, one of the most successful businessmen in New York, and certainty, one of the most
powerful men on Wall Street. You would never suspect him of fraud.” (Court and Sharman June 10,
2009). One of the largest fund feeders of Madoff, the Fairfield Greenwich Group, declared that they were

the victims of Madoff’s impeccable reputation.

“Contrary to speculation that has appeared in the media, Fairfield engaged in continuous,
ongoing monitoring of Madoff’s activity. That monitoring and the fact that every redemption
request was honored -- combined with Madoff’s then-impeccable credentials, reputation and
technology, multiple reviews of Madoff by the SEC, the NASD and numerous auditors and
investors, high credit ratings assigned to Madoff-related products by Fitch, S&P and Moody's,
and an unblemished course of dealing over many years -- all contributed to our confidence that

the investments with Madoff were appropriate and safe.”

————— Fairfield Greenwich statement in Court and Sharman (June 10, 2009)

In light of Madoff’s scam, it turns out that the confidence of overwhelming investors, such as the
Fairfield Greenwich Group, has been tragically misplaced. Nevertheless, the power of reputation
demonstrated in these scams reflects its importance in three aspects. First, its role in maintaining investors’
confidence is in line with discussions by academic scholars (see e.g. Beatty and Ritter 1986; Helm 2007).
Although known as rational decision-makers, investors can hardly ignore the signals of a good reputation
for their investment decisions (Shefrin and Statman 2000; Shiller 2003). This view is well supported by
the signalling theorists, who believe that in an incomplete information setting in which the information
available is insufficient or too abundant to make a sound judgement, the asymmetric information forces
external observers to rely on proxies to describe the preferences of rivals and their likely courses of action

(Weigelt and Camerer 1988). The importance of reputation information, as a consequence, is enforced on
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external observers, such as investors for reducing uncertainties in decision making (Milgrom and Roberts
1986; Poiesz 1989). Second, the beneficial consequences of establishing a good reputation for the scam
operators are substantial. Madoff rightly had recognized the crucial role of reputation in building up his
scam kingdom. The sophisticated manipulation of his personal reputation, as a consequence, brought him
long-lasting glory and fortune, even without creating any real value or generating any extra wealth. Third,
Madoff also demonstrated the possibilities to manage reputation effectively. As a prominent
philanthropist, he served on boards of non-profit institutions. He donated approximately 6 million US
dollars to lymphoma research (Friedman December 13, 2008) and gave over 230, 000 US dollars to
political causes since 1991 in support of the Democratic Party (Zajac and Hook December 22, 2008). All
these charitable contributions could be strategically made to raise his reputation, as well as to increase the
value of his “moral capital” (see, e.g. Brammer and Millington 2005; Godfrey 2005). Although it turned
out that Madoff was just playing these “philanthropy games” to boost his scam, it is undeniable that he
manipulated his reputation so successfully that neither the financial analysts nor the institutional investors

could escape from its attractiveness.

In contrast to these scams, other organizations, though committed to real value-creating activities,
may be trapped in financing difficulty in attracting investors due to poor corporate reputations. For
instance, after the Gulf of Mexico spill, “BP is definitely on the watch list at many banks and
counterparties”, because investors and creditors are afraid of the “uncertainties created by the Obama
Administration’s approach to penalize BP”, which may accentuate BP’s potential funding crisis (Sandler
August 12, 2010). Similarly, many giant financial institutions suffered a severe liquidity problem after the
financial crisis in 2008, because the reputation of the whole industry is catastrophically damaged in this
event. Comparing these organizations’ difficulties in raising funds to the conveniences of those Ponzi
scheme operators, the questions are, then, whether the three aspects of reputation management that
appeared at the individual level in Madoff’s example also apply in an organizational context (i.e.
corporate reputation). These aspects are (1) the power of reputation in creating confidence among
financial stakeholders, (2) its beneficial consequences to the actor by attracting financial stakeholders and

(3) the strategies of managing a good reputation.
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1.2 Research Question Development

Corporate reputation is an overall assessment of an organization by stakeholders (Fombrun 1996; van
Riel and Fombrun 2007). Organizational theorists have distinguished it from other corporate intangible
assets, such as legitimacy (Deephouse and Carter 2005), celebrity (Rindova, Pollock and Hayward 2006;
Pfarrer, Pollock and Rindova 2010) and status (Podolny 1994; Benjamin and Podolny 1999). In addition,
it has been labelled in various disciplines in management, marketing and strategy literature as: Corporate
associations (Brown and Dacin 1997), corporate awareness (Roberts and Dowling 2002), generalized
favorability (Rindova, Pollock and Hayward 2006), etc. (for an overview of the terminology, see
Fombrun and van Riel 1997; Barnett, Jermier and Lafferty 2006; Lange, Lee and Dai 2011).

In spite of the variety in conceptualizations, several features of corporate reputation can be
abstracted from these definitions. First, corporate reputation is viewed as a social aggregate—a perception
among collectivities or groups of individuals. It suggests that it matters among which group a perception
holds in defining and interpreting reputation (Deutsch and Ross 2003). For instance, a firm may be seen
as having a reputation for high-quality products by customers, but as having poor labor relations by
employees or as having questionable environmental practices by communities (Deutsch and Ross 2003).
Therefore, distinguishing reputations among different stakeholder groups is an important pre-condition
for clarifying the role of corporate reputation. Second, corporate reputation is a perception by
stakeholders of an organization, rather than a property owned by the organization. As a type of feedback,
it concerns the credibility of an organization’s identity claims (Whetten and Mackey 2002). Thus
establishing a good corporate reputation requires an appropriate and effective management of the
perceptions of stakeholders. Last but not the least, reputation reflects a relative assessment by
stakeholders. Because the information processing that lies at the basis of stakeholders’ perceptions takes
place in a shared institutional environment, the assessments of a firm also depends on the goodness of its
peers (Ashforth and Gibbs 1990). Reputation rankings, for instance, are social constructions reflecting
such a relative evaluation of the relationships of a focal firm with its stakeholders. The most well-known

example is the America’s Most Admired Companies survey, first published in 1982 by Fortune magazine.

Building on this definition of reputation, I focus my attention on perceptions among financial
stakeholders. The relationship between corporations and financial stakeholders is a typical agency
problem, discussed by agency theory (Demski and Feltham 1978; Harris and Raviv 1979; Holmstrom

1979). At contracting, due to high asymmetric information between these two parties, financial

4
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stakeholders do not know exactly what actions the corporation is going to take. As a consequence, given
the self-interest of the corporation, it may or may not behave as agreed, which increases managerial
opportunism (Eisenhardt 1989). Two aspects of such an agency problem are documented in literature. On
the one hand, a potential moral hazard problem refers to the possibility that the corporation may simply
not put forth the agreed-upon effort. For example, Madoff used an inappropriate technique (i.e. generating
fake trading if needed) to cover his scam, rather than working on any real-value-creation investments.
However, since an investment strategy by itself is so complex, financial stakeholders could hardly detect
what he was actually doing. On the other hand, an adverse selection exists. It refers to the
misrepresentation of ability by the corporation. For instance, the corporation claims to have certain skills
or ability to deliver attractive returns at contracting, and financial stakeholders cannot judge whether this
is the case. Thus, a higher risk premium must be contracted to compensate for the uncertainty, which

potentially punishes good firms with a promising performance.

Nonetheless, since the reputation literature suggests that a good corporation reputation reflects
consistent strategic behaviors of a corporation in fulfilling the expectations of stakeholders (Fombrun and
Shanley 1990; Roberts and Dowling 2002), it may help in mitigating the moral hazard and adverse
selection problems in the financial market. Eisenhardt (1989) proposes two options for financial
stakeholders to mitigate the agency problem. One is to discover the corporation’s behavior by investing in
information systems (e.g. reporting procedures), which reveals the corporation’s behavior to financial
investors. The other is to contract on the outcomes of the agent’s behavior. In line with these options, by
establishing a good reputation, a corporation signals financial stakeholders the credibility of its behaviors,
which reverts the incomplete information case into a more transparent situation (Weigelt and Camerer
1988). In addition, because a good reputation reflects a high assessment of a corporation’s performance
relative to norms and expectations in an institutional field (DiMaggio and Powell 1983; Shapiro 1987),
with a good reputation, the outcome uncertainty is low, the costs of shifting risk from a corporation to
financial stakeholders are low and outcome-based contracts will become attractive. Therefore, the
economic value of corporate reputation for financial stakeholders stems from a crucial role of reputation

in reducing the agency problem.

Motivated by the importance of corporate reputation in attracting financial stakeholders, this
dissertation sets out to understand the relationship between corporate reputation and a company’s
attractiveness to financial stakeholders. Despite the extant literature on the determinants and
consequences of reputation among different stakeholders such as customers, employees and financial

5
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analysts, gaps remain in explaining the relationship between corporate reputation and attracting financial
stakeholders. First, the mechanisms by which reputation influences financial stakeholders are not clearly
identified in literature. In other words, why does corporate reputation play an important role in attracting
investors? Second, what are the potential beneficial consequences to a corporation by establishing a good
reputation among financial investors? For instance, besides the profitability, does a good reputation
influence the costs and financing flexibility of a firm too? These positive consequences are likely the
main driving forces of a firm for committing to reputation-promoting activities. Therefore, it is necessary
to address the economic value of corporate reputation in the financial market by analysing its benefits in
improving various performances. Last but not the least, how to achieve a good corporate reputation
among financial stakeholders? Because the interests and expectations of investors differ from other
stakeholders, their concerns may also vary in terms of reputation. Thus, an investigation into the
antecedents of corporate reputation with respect to financial stakeholders is indispensable. Moreover,
achieving a good reputation is never a free lunch. Hence, how to allocate limited resources in order to

achieve a good reputation for attracting investors is an important question.

1.3 Contents of this Dissertation

While all three studies fit within the main topic of this dissertation, they address different literature gaps
and answer corresponding research questions. The diversity in research questions mirrors the idea that the
relationship between corporate reputation and attracting financial stakeholders is not straightforward, and

needs an in-depth examination from different angles.

Study 1 in Chapter 2 addresses the need for identifying whether a good corporate reputation
benefits firms financially. I reveal the influences of reputation on equity investors, compared to those of a
pre-condition of reputation—visibility, and analyse the specific economic outcomes of visible and
reputed firms in the stock market with respect to stock return and risk, respectively. Theoretically, this
study sheds light on the management-finance interface by drawing attention to the formation, importance
and impact of corporate reputation and visibility. Empirically, it identifies the economic values of

reputation and visibility by investigating their risk-reduction potential.
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In Study 2 in Chapter 3, I address the lack of research on comparing reputations among different
stakeholder groups, by developing novel theoretical arguments about the mechanism through which two
distinct types of perceptions—public reputation and financial reputation—may affect firm outcomes.
Further, 1 test those theoretical arguments empirically. In addition, this study shows that a firm can
establish a good reputation among different stakeholders through engaging in different types of socially
responsible activities. In other words, I identify different corporate social performance antecedents of

public reputation and financial reputation.

Study 3 in Chapter 4 focuses on the impact of corporate reputation on reducing different
uncertainties stemming from the agency problem, in the investment decision process of financial
stakeholders. [ distinguish two aspects of corporate reputation among financial stakeholders—
trustworthiness and attractiveness—and identify their distinct impacts on reducing management and
business risks of investors. Furthermore, I also study the impacts of the key antecedents associated with
trustworthiness and attractiveness, which may provide guidelines for reputation management. Table 1

lists the main study constructs and methodologies used in the studies.

The remainder of this dissertation is organized as follows. From Chapter 2 to Chapter 4, I present
the three studies in their totality, i.e. theoretical developments, data and variable construction, methods,
results, and discussion. Chapter 5 provides a discussion of the overarching contributions, managerial

implications, limitations and suggestions for future research of this dissertation.
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Chapter

Chapter 2

Chapter 3

Chapter 4

Table 1. The research designs of the studies included in this dissertation

Study

1. Being known or
being appreciated?
The economic
values of corporate
reputation for
investors

2. Corporate social
performance and
corporate financial
performance: The
mediating roles of
corporate
reputations among
financial and public
stakeholders

3. Competing in the

capital market with a

good reputation*®

* This paper has been

published as: Wang, Y.,

G. Berens and C. van
Riel, B. M. (2012).
Competing in the
capital market with a
good reputation,
Corporate Reputation
Review, Vol. 15 (3), p.
198-221.

Reputation

Antecedents

Visibility

Economic, legal,
ethical and
philanthropic
corporate social
performances

Performance,
citizenship,
workplace, products,
innovation,
governance and
leadership

Reputation

Dimensions

Overall corporate
reputation

Public reputation vs.
financial reputation

Trustworthiness vs.
attractiveness

Dependent

Variable

Stock performance

Free cash flow

Leverage level
determination
model

Methodology

Portfolio
analysis

Structural
equation
modelling
through partial
least squares

Multivariate
regression
analysis



CHAPTER 2

STUDY 1 — BEING KNOWN OR BEING APPRECIATED? THE ECONOMIC VALUES OF
CORPORATE REPUTATION FOR INVESTORS

Abstract

Whether a good corporate reputation benefits firms financially has been a hot debate among
academics and practitioners since decades. This paper aims at increasing understanding about this
issue, by revealing the economic value of the reputation of a firm, compared to the visibility of the
firm. We analyze the specific economic outcomes of visible and reputed firms in the stock market
with respect to stock return and risk. Theoretically, we shed light on the management-finance
interface by investigating the risk-reduction potential of visibility and reputation. We find that a high
visibility generates a higher total risk and idiosyncratic risk to firms, but not a higher expected stock
return. On the contrary, a higher generalized reputation endows lower risks to a firm, but not a lower
expected stock return. In addition, the risks of less visible firms are higher than those of reputed
firms, but lower than those of less reputed firms. Practically, the results empower managers to
manage firms’ reputation and visibility strategically, in order to communicate with investors in an

effective way.

Keywords: reputation, visibility; stock performance; idiosyncratic risk; reputation ranking
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2.1 Introduction

With the goal of enhancing reputation, firms devote tremendous efforts to establishing a high visibility,
by substantial expenses on advertisements or sponsoring. However, a high visibility does not necessarily
bring positive consequences (Brooks, Highhouse, Russell and Mohr 2003). It can even be harmful to a
firm’s survival under some circumstances, such as a negative event. One example is the US insurance
giant, the American international Group (AIG). As the principal sponsor of English football club
Manchester United from 2006 to 2010, its logo was prominently displayed on the front of the club’s
jerseys and other merchandise. As a consequence, it became one of the most visible insurance firms all
over the world. After experiencing the most tremendous quarterly loss in corporate history,' AIG
accepted a rescuing program—the Federal Reserve bailout. Meanwhile, it planned to payout bonuses to
its executives reaching an amount of $1.2 billion in March, 2009. Such behavior was highly criticized by
media and politicians as “horrible” and “outrageous”, since the bonus budget is recognized as part of the
rescuing program, which is eventually covered by the US taxpayers. From investors’ perspective, the
bonus payment controversy does not necessarily hurt investors’ value, because such a bonus payment is
pre-agreed in the purpose of stimulating executives to behave towards investors’ interests. Nevertheless,
this payment controversy further weakened investors’ confidence, which evoked a global negative
reaction on AIG’s stock price in that month. The consequent negative stock market reaction is
catastrophic to AIG’s survival. Although AIG presumably intended to enhance its reputation through its
highly visible sponsoring activities, it seems that during the payment controversy, the company’s high

visibility did little to protect its reputation of AIG, and might even have increased the damage.

The story of AIG suggests that a high visibility of a company might broaden a crisis due to intensive
media attention and concerns among the general public, which directly influences investors’ evaluations
and confidence. Nevertheless, a high visibility can be seen as one of the necessary conditions of a good
reputation (Pfarrer, Pollock and Rindova (2010), implying that it is not straightforward to distinguish the
consequences of visibility from those of reputation. A good reputation can help maintain investors’
confidence (Helm 2007) and thus protect a firm’s stock performance from unappealing market reactions

after a negative event. Such an impact might eventually reduce the vulnerability induced by a high

"' In September 2008, AIG suffered from a liquidity crisis when its credit ratings were downgraded to below “AA” levels, and
its share price had a catastrophic decline over 95% to just $1.25 by September 16, 2008 from a 52-week high of $70.13
(Morgensen and Walsh 2008).
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visibility. This phenomenon raises our interest in distinguishing the economic values of visibility and

reputation in terms of stock market performance.

This paper aims at clarifying the effects of visibility and reputation on stock market performance. We
investigate the specific economic outcomes of visible and reputed firms in the stock market in terms of
stock return and risk. The contributions are twofold. Firstly, we shed light on the management-finance
interface by drawing attention on distinguishing the formation, importance and impact of visibility and
reputation. To explain the relationship between reputation/visibility and market performance, we develop
a theoretical framework to clarify the effects of visibility and reputation on investors’ propensities to
invest in a firm. Secondly, we empirically identify the distinct economic values of visibility and
favorability. To our knowledge, this study is the first to elaborate understanding of the impact of visibility
and reputation as risk reduction proxies (specifically, idiosyncratic risks) on decision making processes
among investors. Based on the theoretical and empirical findings, we provide managerial implications
regarding the way in which firms intending to gain competitiveness in the equity market can attract

investors.

2.2 Theory Development

2.2.1 The importance of a sustainable stock market performance

Stock performance is a market-based measure of a firm’s general performance. It reflects the market’s
perception of a firm’s future value. Edmans (2011b) suggests that stock market performance is more
directly linked to shareholder value than profitability is, since stock performance captures all the channels
through which an asset (e.g. corporate reputation) may contribute to the market value of a firm. In
addition, stock performance provides the possibility to evaluate the risk-adjusted performance of a firm,

which is highly important for investors (Becchetti, Ciciretti and Hasan 2007).

Firms generally strive for a good and stable stock performance for several reasons. The most
straightforward reason is that with a sustainable stock performance, they are more capable of attracting
new equity investors, as well as maintaining incumbent long-term equity investors. The empirical
findings in finance literature confirm that institutional investors prefer to invest in blue chips because of a
lower volatility associated with their stock performance (Falkenstein 1996; Frieder and Subrahmanyam
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2005). Particularly, when there exists a high uncertainty in the market due to information asymmetry,
firms with a lower risk become more attractive to foreign investors since their costs of evaluating other
firms are higher (Kang and Stulz 1997). A superior stock performance also enhances the confidence of
other investors, such as debt investors. Debt holders not only consider a firm’s payback of interests, but
also the probability of financial distress (Marsh 1982). Since a firm’s stock price reflects the potential to
default of a firm, it is also associated with the probability of distress. A high volatility of a firm’s stock
price may correspond to a higher probability of default, which is harmful to the profits of debt investors.
In a broader context, stock performance can also influence the perceptions of other stakeholders. For
instance, to mitigate the negative consequences of agency problems, CEOs’ compensations have been
gradually linked to stock performance to improve their incentives for maximizing their firms’ value
(Mehran 1995; Leone, Wu and Zimmerman 2006). A similar strategy is carried out to improve employees’
incentives by awarding them stock options (Bens, Nagar and Wong 2002). As a consequence, the profits
of both CEOs and employees are highly associated with a firm’s stock performance, and their incentives
and perceptions will change according to variations in the stock price. And last but not least, a sustainable
stock price also contributes to the formation of a firm’s reputation. Because stock performance signals a
firm’s inherent quality to investors, their intentions of purchasing these valuable stocks “also signal other
publics that the firms have the inherent potential to meet some of their objectives, be they economic or
social” (Fombrun and Shanley 1990: 238). Therefore, a greater stock performance is usually associated

with a better corporate reputation.

To summarize, achieving a sustainable stock performance is important for a firm not only because
it signals a firm’s quality and risk vulnerability to investors, but also because it influences perceptions of
other corporate constituents. These effects create a feedback loop, in the sense that the better a firm’s
stock performance, the more funds it will attract from new investors and the more support it will receive

from other stakeholders, which will further enhance its value.

In the classical finance theory, stock market performance is evaluated on two aspects: expected
return and risk (Tobin 1958; Fama and MacBeth 1973). After half a century, these two indicators are still
the most popular proxies of stock performance (see e.g., Bauer, Koedijk and Otten 2005; Statman, Fisher
and Anginer 2008; Edmans 2011b; Anginer, Warburton and Yildizhan September 2011). The expected
return reflects investors’ expectations on the differences between a firm’s present stock price and the
expected price in the future (Fama 1990; Fama and French 1992). A positive expected return tells
investors that a firm is devalued for now, and has a potential to grow in the future. Risk is defined as an
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uncertainty about outcomes or events, especially with respect to the future (Bloom and Milkovich 1998).
On the one hand, by understanding the degree of risk and a firm’s risk taking, investors can judge a firm’s
adaptability to change and its growth potential. This information is crucial to investors for their decision
making, especially during harsh economic times. On the other hand, a firm’s ability to manage its risk
makes a difference in attracting investors, since greater risk suggests vulnerable and uncertain cash flows
in the future (Luo and Bhattacharya 2009). As a consequence, risk management plays an important role in
the organization’s health. Miller and Bromiley (1990) suggest that stock market risk is the market-based

performance measure that is most relevant to investors.

Because expected return can be considered as a compensation of risk (Fama and MacBeth 1973),
a firm with a higher expected return, bearing the same level of risk, is regarded as having a better
performance. Similarly, a firm with a lower stock market risk, with the same level of expected return, is
preferred by investors. In this study, we compare the effects of being known and being appreciated on

these two aspects of stock market performance.

2.2.2 The economic value of a high visibility

Visibility refers to the level of public attention for a firm (Rindova, Pollock and Hayward, 2006). A high
visibility implies that a firm is familiar to the general public, or that the public holds a certain extent of
knowledge of the firm (Brooks, Highhouse, Russell and Mohr 2003). In other words, visibility only
reflects the degree of familiarity to the public or the knowledge of a firm by outsiders, for instance, the
ability of a firm to develop a visible brand or a high level of awareness for itself (Saxton and Dollinger
2004). Here, the central features of visibility are the depth and content of this collectively held mental
image of a firm (Lange, Lee and Dai 2011: 164). Rindova, Williamson, Petkova and Sever (2005) and
Barnett, Jermier and Lafferty (2006) both emphasize the importance of a high visibility as a necessity for
corporate reputation. Without it, the general public is not aware of a firm’s quality, and as a consequence,
is unlikely to be in favor of the firm. Therefore, visibility is an indispensable condition for reputation.
With a high visibility, the general public will hold a clear perception of the central attributes of this firm
(Whetten and Mackey 2002), and can easily distinguish it from other firms (Deephouse and Carter 2005).
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Rindova, Williamson, Petkova and Sever (2005) describe a high visibility as “prominence” and show
that the degree to which a firm is widely recognized and the extent to which it stands out relative to peers
significantly contribute to the price premium associated with a good reputation. On the other hand, Rhee
and Valdez (2009) show that a high visibility “may determine the extent to which market audiences
criticize and devalue the firm following reputation-damaging events.” (2009: 155) Thus, by affecting the
extent to which information on reputation-damaging events is available to and scrutinized by market
audiences, a greater visibility of a firm will make it more difficult to recover. Pfarrer, Pollock and
Rindova (2010) consider visibility as a necessary condition of reputation, but not a sufficient one. For
instance, they propose that visibility is a precondition of two types of intangible assets--reputation and
celebrity. By examining the effects of visibility during earnings surprises, they find that “visibility alone
may not be a good thing” (2010:1147). Without an awareness of a firm’s ability to create value or

positive emotional resonance, visibility may not be beneficial to a firm.

A similar viewpoint applies to visible firms in terms of stock market performance. Investors are more
likely to commit to herding behaviors for visible firms, such as trading the stock of a firm, after a positive
or negative event (Trueman 1994; Graham 1999; Hong, Kubik and Solomon 2000; Pollock, Rindova and
Maggitti 2008; Ramnath, Rock and Shane 2008). On the one hand, since negative events concerning
visible firms are more likely to be perceived by investors due to a high media coverage, a “panic” among
investors can cause a high variation of the stock prices of visible firms, in other words, a higher stock
market risk. On the other hand, for the same reason, positive events concerning highly visible firms can
generate a stronger positive reaction from investors. A high extent to which investors find the stock of
these firms attractive will also cause a high stock price volatility. Therefore, a visible firm bears a higher
risk than a less visible firm, irrespective of whether a positive or a negative event occurs. As a
consequence, investors are more likely to devalue the stocks of visible firms at present, which creates a
potential gap between the stocks’ present price and that in the future, in other words, a potential high
expected return. In sum, we propose that visible firms bear a higher stock market risk, but earn a higher
expected stock return, compared to less visible firms. These predictions culminate in the following

hypotheses.

Hypothesis la: Firms with a high degree of visibility bear a higher stock market rvisk than firms with

a low degree of visibility.
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Hypothesis 1b: Firms with a high degree of visibility earn a higher expected stock return than firms

with a low degree of visibility.

2.2.3 The economic value of corporate reputation

A frequently cited definition of corporate reputation is that it is “a perceptual representation of a
company’s past actions and future prospects that describes the firm’s overall appeal to its key constituents
when compared to other leading rivals” (Fombrun 1996: 72). Such a generalized favorability is about
evaluations of a firm as a whole, which is different from the evaluations of a firm on its ability to provide
certain outputs that meet the idiosyncratic interests of certain firm constituents (Deephouse 2000; Roberts
and Dowling 2002; Martins 2005; Barnett et al. 2006; Fischer and Reuber 2007; Highhouse, Brooks and
Gregarus 2009; Love and Kraatz 2009; Bergh, Ketchen, Boyd ef al. 2010). To achieve a high reputation,
a persistent commitment to fulfill global constituents’ interests in general and a consistent superior
performance compared to other firms in the field is necessary (Fombrun and Shanley 1990; Fischer and

Reuber 2007; Rindova, Petkova and Kotha 2007; Pfarrer et al. 2010).

Taking the resource based theory (Dierickx and Cool 1989; Barney 1991) as a starting point,
Deephouse (2000) as well as Roberts and Dowling (2002) argue that a good reputation serves as an
important asset that works in achieving a superior performance and creating a competitive advantage to a
firm. They state that since reputation is built through consistent management behaviors over time, and
provides information on the overall esteem associated with a firm compared to its peers, its level may
signal a firm’s quality in general. A firm with a good quality, signaled by a high favorability, will
ultimately achieve a superior performance in different aspects. For instance, Deephouse (2000) finds that
media reputation, measured by media favorableness, has a positive effect on the general profitability of a
firm. Turban and Cable (2003) show that employers with a higher generalized reputation are more

attractive to applicants.

Because a generalized corporate reputation, stemming from a global positive assessment, can
generate positive consequences to a firm, it is particularly important in an uncertain context. For instance,
Milgrom and Roberts (1986) argue that in an incomplete information setting, reputation works in

attracting customers, because of the uncertainties on a firm’s product quality. In the financial market,
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uncertainty is a fundamental problem in investors’ decisions. Therefore, the quality of a firm, signaled by
the level of generalized reputation, is associated with a firm’s riskiness from an information processing
perspective. Supporting evidence from Mazzola, Ravasi and Gabbioneta (2006) and Gabbioneta, Ravasi
and Mazzola (2007) suggests that a good reputation helps reduce the ambiguity associated with the plans
of managers. This finding helps in explaining the reputation-risk relation in the stock market. Because
information on firms with a high reputation is less ambiguous (Shapiro 1983; Weigelt and Camerer
1988), their behaviors are more predictable and reliable. Thus, investors will bear a lower uncertainty (i.e.
a lower stock market risk) by investing in these firms with a high reputation. With respect to the expected
stock return, since investors hold more confidence in these firms, they are more likely to value their
present stock price high. As a consequence, the gap between the stocks’ present price and that in the
future is small (i.e. a lower expected return). Conversely, investors will bear a higher risk by investing in
less reputed firms due to their unpredictable behaviors or unreliable commitments, and are more likely to
devalue their stocks for now. So these firms may, on the contrary, earn a higher expected stock return.
Therefore, we propose that firms with a high reputation bear a lower stock market risk, but earn a lower
expected stock return, compared to firms with a lower reputation. These predictions lead to the following

hypotheses.

Hypothesis 2a: Firms with a high reputation bear a lower stock market risk than those with a low

reputation.

Hypothesis 2b: Firms with a high reputation earn a lower expected stock return than those with a

low reputation.

Comparing our hypotheses with the findings of previous literature examining the relation between
reputation and market-based performance, we see a mixed picture. Table 2 provides an overview of
findings in the literature in terms of expected stock return and stock market risk respectively. The
empirical observations on the reputation-expected stock return relation are mixed. Brown (1997) and
Statman, Fisher and Anginer (2008) do not find a significant difference between the expected stock return
of high-and low-reputation firms. Antunovich, Laster, and Mitnick (2000), Derwall, Guenster, Bauer and

Koedijk (2005) and Kempf and Osthoff (2007) observe a significantly higher risk-adjusted expected
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return of reputed firms. On the contrary, Anginer and Statman (2010) find that high-reputation firms earn
a significantly lower abnormal return than the low reputation firms, in line with our conjecture in
Hypothesis 2b. The results in terms of the stock market risk are relatively consistent, with the exception
of Srivastava, Mclnish, and Wood (1997), who find a higher systematic risk of high-reputation firms, all
the rest agree on a negative relation between reputation and stock market risk (Derwall et al. 2005;
Brammer and Pavelin 2006; Statman et al. 2008; Luo and Bhattacharya 2009). Those empirical findings

are consistent with our predictions in Hypothesis 2a.

2.2.4 Distinguishing the economic values of a high visibility and a good reputation

The predictions in Hypotheses 1 and 2 concern visibility and reputation respectively. Since visibility is
regarded as a necessary condition for reputation to occur (Rindova et al. 2007; Pfarrer et al. 2010), or an
important antecedent of reputation (Brooks, Highhouse, Russell e al. 2003), a firm with a good
reputation is necessarily a firm with a high visibility. An ambiguity remains regarding our predictions.
For instance, we predict that visible firms bear a higher stock market risk than less visible firms, while
firms with a good reputation bear a lower stock market risk than less reputed firms. Yet, it is unclear how
the stock market risk of a firm with a good reputation (or a bad reputation) is different from that of an less
visible firm. Therefore, our next attempt is to clarify the hierarchy among these firms, and consequently,

the difference of their economic values.

The role of mass communication is indispensable in establishing a firm’s visibility. As mentioned by
Deephouse (2000), the media both record and influence public knowledge and opinions about firms,
because they control both the technology that disseminates information about firms to large audiences and
the content of the information disseminated (Rindova, Pollock and Hayward 2006). The media strive to
tell stories to engage their audience and to increase their audiences’ desire for more information on the
subject of a story (McCartney 1987). A tremendous market competition for audience attention also
contributes to this reader-focused orientation of the media. On the other hand, humans have a strong need
for understanding their social and physical environment. The media capture such a desire, and dramatize
the activities of firms to set the agenda of public discourse and to direct the public’s attention toward
particular actors and issues (Rindova et al. 2006). In this process, both positive and negative information

are in favored by media as long as the stories based on this information can raise the interests of audience
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Chapter 2

to a broad extent. For instance, the new mobile phone product of Apple, the iPhone5, has led to more than
2150 articles in the US and UK news between 15" of August and 15" of November, 2011 (source:
Factiva). On the other hand, the BP oil spill in 2010 led to more than 3700 articles in the US and UK
news, and 126 press releases produced between 20" of April and 27" of August (Schultz, Kleinnijenhuis,
Oegema et al. 2011). Therefore, both reputed and less reputed firms have a potential to be pursued by

media for dramatized stories, and thus should not differ in their visibility.

Although both reputed and less reputed firms have a high visibility, they are not necessarily better
than other firms with a low visibility (i.e. less visible firms) in terms of stock market performance.
Because visibility determines the extent to which market audiences criticize a firm when a crisis occurs
(Rhee and Valdez 2009), a high visibility also implies more potential devaluations and damage to a firm
after a negative event. Therefore, to compare the stock market performance of reputed, less reputed and
less visible firms, it is necessary to identify the underlying reasons for the high visibility of the first two:

In other words, what are they known for?

On the one hand, Rindova, Williamson, Petkova and Sever (2005) and Fischer and Reuber (2007)
suggest that a high reputation signals future performance based on perceptions of past performance. So
the actions of firms with a high reputation are more consistent with observers’ expectations than those of
firms with a low reputation, and reputed firms are more striving for, or capable of, fulfilling constituents’
expectations. Firms with a high reputation, as a consequence, are more engaged in predictable behaviors
and performance. Conversely, due to a low visibility, the behaviors and outputs of less visible firms are
less predictable. Therefore, we propose that firms with a high reputation bear a lower stock market risk
than less visible firms. With respect to the expected stock return, due to a higher confidence of investors
in reputed firms compared to less visible firms, investors’ high evaluation of the present value of these
firms will result in a lower expected return. On the other hand, firms with a low reputation are more
visible for their misbehaviors, incapability of fulfilling observers’ expectations or a negative judgment in
general (Love and Kraatz 2009), such as accounting fraud, product recalls, or environmental disasters.
Compared to these firms, less visible firms may experience less negative judgments because of a lower
observer expectation, and less media impact or less negative word of mouth due to a lower audience
attention. Therefore, we expect a higher stock market risk for firms with a low reputation than for less
visible firms. Due to such a high risk, investors are more likely to devalue the stocks of firms with a low
reputation, so that these firms have a higher potential of earning a higher expected stock return than less
visible firms. These predictions lead to the following hypotheses.
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Hypothesis 3a: Firms with a high reputation bear a lower stock market risk than firms with a low

degree of visibility.

Hypothesis 3b: Firms with a high reputation earn a lower expected stock return than firms with a

low degree of visibility.

Hypothesis 4a: Firms with a low reputation bear a higher stock market risk than firms with a low

degree of visibility.

Hypothesis 4b: Firms with a low reputation earn a higher expected stock return than firms with a

low degree of visibility.

2.3 Data and Methods

Despite the fact that some empirical results in previous studies support part of our theoretical predictions,
a systematic empirical analysis aimed at clarifying the different economic values of corporate reputation
and visibility in terms of expected stock return and stock market risk is still missing. Especially, to our
knowledge, there is no empirical literature comparing these firms with respect to their idiosyncratic risks,
whereas the impact of idiosyncratic risk on expected stock return have been gradually confirmed (Goyal
and Santa-Clara 2003; Fu 2009). Therefore, we develop an empirical framework to examine our
theoretical predictions by comparing the performances of several groups of constructed portfolios. Most
of the studies on reputation and stock market performance consider a portfolio approach. Because
individual firms vary in fundamental characteristics, such as size and growth, which may have
deterministic effects on expected stock returns (Fama and French 1992), considering firm level data leads
to a difficulty in clarifying the role of reputation. By aggregating the performances of a number of firms,

a portfolio approach helps mitigate the influence of other firm characteristics.
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2.3.1 Comparing performances of visible and less visible portfolios

To test Hypotheses 1a and 1b, we constructed portfolios of visible and less visible firms. We considered
the population consisting of firms listed in the S&P500 index, so that we can carry out a more
conservative test by studying large firms only. We excluded firms from the financial industry in the
sample (SIC codes starting with 6), because their stock performances are usually not comparable with
other firms due to different capital structures (Fama and French 1992; Fama and French 2002). Visibility,
here, is indicated by the total number of analysts’ estimations per year, which is aggregated from the
monthly data collected from the IBES database. Such a number captures the coverage by financial
analysts of a firm. Since the main role of financial analysts is to gather information about stocks, interpret
it, and pass this information to investors for their trading decisions, a high analyst coverage implies a
lower information asymmetry and a higher visibility of a firm for investors (see, e.g. Best, Hodges and
Lin 2011; Giraldo 2011). We formed portfolios according to firms’ visibility in each year, between 2005
and 2009, and evaluated portfolio performance in the next year, between 2006 and 2010. We sorted the
S&P500 firms by the number of analysts’ estimations, and formed six portfolios by selecting the top and
bottom 10, 20, and 30 firms respectively. In other words, the composition of each portfolio varies

depending on the ranking of firms’ visibility in that year.

We collected the daily stock returns of each firm from COMPUSTAT between the first trading day
of 2006 and the last trading day of 2010. We aggregated the firm-level daily returns to form a portfolio
return, weighted by either equal weights or firms’ market values, which resulted in 12 portfolios in each
year. For each portfolio, the expected stock return is calculated from the average daily return, and the

total risk is measured by the variance of daily returns.

Although these two measures provide a first glance of firms’ stock performance, it is necessary to
further control the impacts of other pricing factors, such as the market factors (Fama and French 1992;
Fama and French 1993; Carhart 1997). Therefore, we also compared the risk-adjusted expected return and
the idiosyncratic risks between visible and less visible portfolios after applying several pricing factor
models. The simplest risk-adjusted measure is based on the Capital Asset Pricing Model (CAPM). The
CAPM assumes that stock return volatility consists of a systematic market risk and an idiosyncratic risk.
Only the systematic market risk is priced in the expected stock return. In other words, theoretically, by
adjusting the systematic market risk for the expected return, the expected risk-adjusted return (i.e.

Jensen’s alpha) should be zero (Jensen 1972). Thus, an asset with a positive risk-adjusted return is
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regarded as having a better stock market performance than the market. To compare the risk-adjusted
returns, we decomposed returns of the reputation portfolios into risk-adjusted return, systematic market

risk and idiosyncratic risk according to the CAPM. We collected the market risk factor data from the
website of Kenneth R. French, which consists of the daily risk-free rate (7, ) and the spread between the
market return and the risk free rate (R, —7,) from January 2006 to December 2010. Then, we ran the

following regression for each portfolio:
R,—r, =a, +B,(R,~r )+e, (1)

where the indexes “1” indicates the risk-adjust procedures following CAPM, and R, indicates the
return of a portfolio p . The regression coefficient /3, reflects the systematic market risk of the portfolio
while &, indicates the risk-adjusted expected return that is not priced by the market risk. Besides the

market factor, Fama and French (1993) and Carhart (1997) find that size, growth and momentum also
contribute to pricing a stock value. To make the comparison of stock performance more complete, we
also calculated the risk-adjusted expected returns in terms of these pricing factors. We collected the size,
growth and momentum factors from the website of Kenneth R. French from January 2006 to December

2010. The corresponding regressions are
R,—r =a,+p,(R, ~r )+, SMB+5 HML+¢,,, )
R,~r,=a,,+ (R, ~r )+ 2, SMB+8, HML+ 11 MOMENTUM +¢,,,  (3)

Where the indexes “3” and “4” indicate the risk-adjust procedures following Fama and French three-
factor and Carhart four-factor models, and «,;and «,, indicate the risk-adjusted expected returns that are

not priced by the three factors in Fama and French (1993) or by the four factors in Carhart (1997)

respectively.

In contrast to the systematic market risk, the idiosyncratic risk stemming from firm or industry
characteristics is not shared by the market in general (Miller and Bromiley 1990). Aaker and Jacobson
(1987) find that this risk also has an influence on a firm’s profitability. If managers can reduce the firm’s
exposure to idiosyncratic risks “that give rise to deadweight costs in a way that investors cannot diversify

away, then value is added through risk management” (Godfrey, Merrill and Hansen 2009, p. 427). Goyal
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and Santa-Clara (2003) and Fu (2009) confirm a positive relation between idiosyncratic volatilities and
expected returns. Since the high visibility-high risk relation may also apply to idiosyncratic risk, we

further compare portfolios’ idiosyncratic risks, measured by the variances of¢,, ¢, and¢,,.

p1>

2.3.2 Comparing performances of reputed and less reputed portfolios

To test Hypothesis 2a and 2b, we constructed reputed and less reputed portfolios to proxy firms’ high and
low generalized favorability. A firm’s reputation, here, is measured by the RepTrak Pulse score, which is
an average score of four affective aspects of reputation (i.e., Feeling, Trust, Respect, and Admiration).
This dataset is constructed by the Reputation Institute (RI) annually from 2006, based on a survey among
general public of the biggest 600 firms’ reputations worldwide (Ponzi, Fombrun and Gardberg 2011a).
Because it is developed on the basis of the perceptions of a broad set of observers, it fits our
conceptualization of generalized favorability--describing firms’ overall appeal as a whole. As suggested
by Shefrin (2001), investors facing uncertainties are inclined to consider the level of affect associated
with a firm rather than a firm’s characteristics, so that a company’s reputation among the general public

may better reflect how well a firm lives up to general social norms and expectations.

We restricted our sample to US firms to make the results comparable with that of the visibility
portfolios. We matched the US firms within Pulse ranking to their stock return data according to the
GVKEY code. Between 2006 and 2010, 207 US firms were listed in the Pulse ranking, and only 190 are
with an available GVKEY code. We excluded firms in the financial industry, which result in a sample of
153 firms in the study period. Similar to the approach of constructing the visibility portfolios, we selected
the top and bottom 10, 20, and 30 firms in the Pulse ranking to form reputed and less reputed portfolios
respectively. Because data for the reputation survey is collected in January of each year, we formed the
reputation portfolios from January 2006 to December 2010. The daily stock returns of each firm are
collected from COMPUSTAT. To compare the stock performances of reputed and less reputed portfolios,
we calculated their expected stock returns and total risks, as well as the risk-adjusted expected returns and

idiosyncratic risks by applying the same approaches in model (1), (2) and (3).
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2.3.3 Comparing performances among reputed, less reputed and less visible portfolios

To test Hypotheses 3 and 4, we need to control the impact of visibility first. Only if we do not observe
any differences between high- and low-reputation firms in terms of visibility, we can compare high- and
low-reputation firms to low-visibility firms. To do this, we used the presence of a firm in a reputation

ranking as an additional proxy for visibility.

Publications about reputation rankings, among all the stories produced by media, are highly
associated with a firm’s visibility (Gioia and Corley 2002; Martins 2005). Examples are the Fortune Most
Admired Companies studies (Stark 2002), the RepTrak (Ponzi, Fombrun and Gardberg 2011b), and the
Best Companies to Work For (Kaplan and Keegan 2010). Since these rankings are published by media
organizations that are regarded as authoritative sources of information about organizations, the
transparency provided by reputation rankings makes firms more accountable to their corporate
constituents (Rindova et al. 2005). As a consequence, firms listed in a ranking achieve a higher visibility
compared to other firms. In addition, because media pursue stories attractive to readers, both firms with
high and low reputation in these rankings are potential candidates for dramatized stories for setting the
agenda of public discourse. Therefore, firms with a high or low reputation in a reputation ranking should

not differ in their visibility.

We compared the total number of analyst estimations per year of firms in the Pulse ranking with
those out of the ranking. Visibility is again measured by the total number of analyst estimations per year.
We compared the visibility of all US firms in the Pulse ranking between 2006 and 2010 to that of the
firms in the S&P500 sample, excluding those in the Pulse ranking. The S&P500 sample is restricted to

the firms constantly appearing in the list in the study period for a more conservative comparison.

To compare the performances of firms with a high or low reputation to less visible firms, we used
firms in the S&P500 sample excluding those in the Pulse ranking to represent less visible firms and
constructed less visible portfolios based on these firms. To test Hypothesis 3a and 3b, we compared the
stock performances of reputed portfolios (i.e. Top 10, Top 20 and Top 30 in the Pulse ranking) with those
of less visible portfolios in terms of expected stock return, total risk, risk-adjusted expected return and
idiosyncratic risk. To match the number of firms in less visible portfolios with that in reputed portfolios,
we use a bootstrapping procedure with 100 iterations (see a similar approach in Deephouse and Carter

2005). Each iteration drew a random sample without replacement from less visible firms with the same
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number of firms in reputed portfolio under comparison. Then, we calculated the relevant test statistic (i.e.
a t- or F-statistic). With 100 iterations, the average of the 100 test statistics reflects the difference in
performance between reputed portfolios and less visible portfolios. A similar approach is applied to
compare the stock performance of less reputed portfolios (i.e. the bottom 10, bottom 20 and bottom 30 in

the Pulse ranking) and less visible portfolios for testing Hypotheses 4a and 4b.

2.4 Results

Table 3 presents the stock performances of the visible and less visible portfolios of the entire period from
2006 to 2010 Portfolios in the upper panel of the table are formed by the equal-weighted method, while
those in the lower panel are formed by the market value-weighted method. We compared the differences
of the stock return and the risk by a Student t-test and an F-test respectively. We expect higher total risks
and idiosyncratic risks for the visible portfolios than for less visible portfolios, as predicted in Hypothesis
la. We observe that in all six portfolios, irrespective of the number of firms in each portfolio and the
portfolio constructing method, the visible portfolio bears a significantly higher total and idiosyncratic risk.
In terms of the idiosyncratic risk, the results are robust to different assets pricing models. Therefore, we
confirm Hypothesis la, which states that visible firms bear a higher stock market risk than less visible
firms. With respect to Hypothesis 1b, which predicts that visible firms earn a higher expected stock return,
we do not find a significant difference between visible and less visible firms. Contrary to our conjecture,
the general pattern is that the visible portfolio earns a lower, albeit not significantly different, expected

return. Therefore, we cannot confirm our prediction in Hypothesis 1b.

The comparison of the stock performances of reputed and less reputed portfolios is shown in
Table 4. The second and third columns present the performances of reputed and less reputed portfolios
respectively, while column five shows the significance of their differences. Irrespective of the weighting
method, we find that reputed portfolios always bear a significantly lower total risk and idiosyncratic risk
than the less reputed portfolios. Similar to the visibility portfolios, we do not observe a significant

difference in expected stock return and risk-adjusted expected return either, in spite of the weak evidence

Here we only report the results over the entire study period. The results in individual years are comparable, and thus are
omitted here. They are available on request.
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Chapter 2

that returns of less reputed portfolios are in general higher than those of reputed portfolios, mostly not
significantly. For instance, the risk-adjusted expected returns of the equal-weighted Bottom 30 portfolio
and the value-weighted Bottom 30 portfolio are significantly different from zero. Therefore, we only
confirm Hypothesis 2a which states that reputed firms bear a lower stock market risk than less reputed

firms.

Table 4. Comparing visibility: presence and position in the Pulse ranking

2006 2007 2008 2009 2010
In & Out of Pulse Ranking

Mean_In Pulse 238.3827 225.6667 196.0236 221.3433 248.1481
N= 81 84 127 134 135
Mean_Out 200.8571 194.7806 175.7551 189.2449 217.1531
N= 196 196 196 196 196
t-value 22.913%**  24.92%**  28751%**  30.151*** 28.690***

In Pulse Ranking (Top 10 vs. Bottom 10)
Mean_Top10 238.7000 225.7000 241.4000 250.8000 274.0000
Mean_Bottom10 255.1000 221.8000 205.2000 174.4000 198.0000
t-value -0.3717 0.113 0.9358 1.86337 1.2567

In Pulse Ranking (Top 20 vs. Bottom 20)
Mean_Top20 247.6500  254.1000 226.6500 251.7500  274.5500
Mean_Bottom20 234.3500 217.4500 199.0500 194.7000 237.6000
t-value 0.3737 1.0666 0.9424 1.8574% 0.9590

In Pulse Ranking (Top 30 vs. Bottom 30)
Mean_Top30 257.4667 257.2667 216.2667 243.0000 268.4333
Mean_Bottom30 226.0333 210.6000 181.2667 203.9667 238.4000
t-value 1.1182 1.7842% 1.4343 1.4608 0.9664

***%p<0,001; **p<0,01; *p<0,05; tp<0,1

In Table 4, we present the comparison of firms’ visibility with respect to their presence and position
in the Pulse ranking. The upper panel shows the visibilities of firms listed and not listed in the Pulse
ranking, while the three lower panels illustrate the comparisons of three pairs of firms with a high or low
reputation respectively. The means of visibility of the two groups are compared by a Welch two sample t-
test. Because the Welch’s test does not assume equal variances of two samples, it is a more appropriate
test for comparing samples with different numbers of observations (Welch 1937; Sawilowsky 2002). We
also compared the means of visibility of reputed portfolios with less reputed portfolios (i.e. the top 10, 20,
30 vs. the bottom 10, 20, 30 in the Pulse ranking) in each year. The results suggest that, in individual
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years, firms in the Pulse ranking consistently earn a higher number of monthly analyst estimations, and
the positive differences are significant at the 99.9% confidence interval. Conversely, when examining the
difference in visibility between reputed and less reputed firms in each year, only, we do not find a
significant difference no matter what the top or bottom cohorts are, except for weak evidence in 2007 and

2009 at the 90% confidence internal.

Table 5 shows the comparison of the stock performances of reputed and less visible portfolios, as
well as those of less reputed and less visible portfolios, to examine the predictions in Hypotheses 3 and 4.
The significance tests of the differences between reputed and less visible portfolios are presented in
column six. We find that with the value-weighted method, the total risks and the idiosyncratic risks are
significantly lower for reputed portfolios than for less visible firms at the 99.9% confidence interval. With
the equal-weighted method, such a significant difference remains consistent for total risk. But for
idiosyncratic risk, we observe some insignificant and even opposite results. For instance, for the
comparison between the Top 20 reputed portfolio and less visible portfolio, the idiosyncratic risks based
on the Fama French three-factor model do not show a significant difference between these two. On the
other hand, the idiosyncratic risks of the Top 30 equal-weighted portfolio are significantly higher than
that of less visible portfolio. The difference between the equal-weighted and value-weighted methods
suggests that the latter amplifies the impacts of firms with a higher market value in the portfolio. Thus,
with more weight on firms with lower market values in the equal-weighted portfolio, the influence of a
high generalized favorability is weakened, which may result in the opposite difference in idiosyncratic
risk. Combining these findings, we confirm our prediction in Hypothesis 3a that reputed firms bear a
lower stock market risk than less visible firms. With respect to the expected stock return, we do not find a
significant difference, though a general pattern is that less visible firms earn both a higher expected stock

return and a higher risk-adjusted expected return. Therefore, Hypothesis 3b is not confirmed.

Regarding the difference in stock performances between less reputed and less visible portfolios,
we observe some evidence supporting our prediction in Hypothesis 4a that less reputed firms bear a
higher stock market risk. For instance, the risk comparison in panel A suggests that less reputed portfolios,
with an equal-weighted method, always bear both a higher total risk and a higher idiosyncratic risk than
less visible portfolios. In panel B with a value-weighted method, however, we only observe such a
difference for the idiosyncratic risks of CAPM. The difference in the total risk is ambiguous for the
portfolios constructed using a value-weighted approach. This inconsistency can again be explained by the
difference between the two weighting methods. The value-weighted method emphasizes more on the
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large firms, which results in weaker evidence on the total risk compared to the equal-weighted approach.
Therefore, we confirm the prediction in Hypothesis 4a. With respect to expected stock return, again, we
do not observe a significant difference between less reputed and less visible portfolios. Thus, Hypothesis

4b is not confirmed.

In sum, our findings suggest that the results on the risk side are in line with our predictions in all
the hypotheses. We observe the lowest stock market risk for firms with the highest generalized
favorability, while the least appreciated firms bear the highest stock market risk. In addition, the
insignificant difference in visibility between reputed and less reputed firms tells us that a lower risk is
associated with a higher reputation rather than with a higher visibility of a firm. Conversely, the results
for the expected stock returns are different from our conjecture. We cannot conclude that the most
reputed firms earn a lower stock return, or that the most visible firms gain a higher stock return, since we

do not find any significant differences among the reputed, less reputed and less visible firms.
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Table 5. The stock performances of the reputed, less reputed and less visible portfolios between

2006 and 2010

Panel A Stocks are equal weighted in the portfolios

Equal Weighted 10

High Low Low Sig. . Si.gnificance Significance
. . . Low —high  Highrep.& Lowrep. -
Methods reputation reputation visibility reputation Low vis. Low vis.
Expected Return 0.031481 0.042854 0.044640
Alpha (CAPM) 0.008733 0.014223 0.017687
Alpha (FF3) 0.009542 0.019123 0.015702
Alpha (FF4) 0.008048 0.019658 0.015319
Total Risk 1.770 3.510 2.940 *Hk HHk roxk
Idiosyncratic Risk (CAPM) 0.281 0.513 0.410 *Ek *Ek HoEk
Idiosyncratic Risk (FF3) 0.279 0.447 0.384 FEE FEk HEk
Idiosyncratic Risk (FF4) 0.268 0.446 0.378 HAE FAE HEE
Equal Weighted 20
. Sig. Significance Significance
rep'l-llltga':ion reptct,:tion visl}z‘il;’ity Low - h.igh High rep. & low rep. -
Methods reputation Low vis. Low vis.
Expected Return 0.027629 0.047728 0.043996
Alpha (CAPM) 0.003346 0.019147 0.017221
Alpha (FF3) 0.003348 0.022321 0.015239
Alpha (FF4) 0.002125 0.022086 0.014835
Total Risk 2.040 3.280 2.710 HEE HEE xRk
Idiosyncratic Risk (CAPM) 0.209 0.292 0.234 FEE ** HEE
Idiosyncratic Risk (FF3) 0.203 0.270 0.215 HEE rxE
Idiosyncratic Risk (FF4) 0.195 0.270 0.213 HHE * il
Equal Weighted 30
High Low Low Sig. ) Si.gnificance Significance
. . . Low —high  Highrep.& Lowrep.-
Methods reputation reputation visibility reputation Low vis. Low vis.
Expected Return 0.031133 0.053119 0.044102
Alpha (CAPM) 0.006244 0.025064* 0.017263
Alpha (FF3) 0.005290 0.026854* 0.015238
Alpha (FF4) 0.003902 0.026688* 0.014823
Total Risk 2.170 3.090 2.670 *oHk HEk roxk
Idiosyncratic Risk (CAPM) 0.191 0.259 0.177 *Ek * HoEk
Idiosyncratic Risk (FF3) 0.183 0.253 0.159 *Ek FEk HEk
Idiosyncratic Risk (FF4) 0.174 0.253 0.157 FEE ** HEk

**#%p<0,001; **p<0,01; *p<0,05; Tp<0,1
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Panel B Stocks are value weighted in the portfolios

Value Weighted 10

Sig. Significance Significance

rep?llcga\':ion rep:-:::::ion visLi‘l))‘il;’ity Low - h-igh High re;.). & low reP. )
Methods reputation Low vis. Low vis.
Expected Return 0.023074 0.040476 0.041758
Alpha (CAPM) 0.001371 0.014033 0.014780
Alpha (FF3) 0.003335 0.021527 0.013692
Alpha (FF4) 0.002915 0.024452 0.013607
Total Risk 1.580 3.070 3.130 HxE rrE
Idiosyncratic Risk (CAPM) 0.298 0.695 0.578 *xk *rx *xx
Idiosyncratic Risk (FF3) 0.278 0.511 0.550 *okk *oxk *
Idiosyncratic Risk (FF4) 0.277 0.466 0.544 *okk *oxk *okk
Value Weighted 20
High low lw e & Lowrep.
Methods reputation reputation visibility reputation Low vis. Low vis.
Expected Return 0.022415 0.039419 0.040533
Alpha (CAPM) -0.001678 0.013489 0.013483
Alpha (FF3) -0.000413 0.019634 0.012451
Alpha (FF4) -0.001202 0.021164 0.012309
Total Risk 2.050 2.660 2.890 *okk *oxk *
Idiosyncratic Risk (CAPM) 0.264 0.419 0.336 *okk *oxk *okk
Idiosyncratic Risk (FF3) 0.252 0.305 0.315 *oEk *xk
Idiosyncratic Risk (FF4) 0.249 0.293 0.312 ol el
Value Weighted 30
. Sig. Significance Significance
rep?xlcga\':ion rep:(::‘.ion visLi‘l))‘il;’ity Low - h-igh High re;.). & low re!.). )
Methods reputation Low vis. Low vis.
Expected Return 0.028016 0.041568 0.039892
Alpha (CAPM) 0.004491 0.015776 0.012859
Alpha (FF3) 0.005369 0.021204 0.011663
Alpha (FF4) 0.004923 0.022678* 0.011487
Total Risk 1.850 2.540 2.800 HxE rrE *x
Idiosyncratic Risk (CAPM) 0.186 0.334 0.259 o ok ok
Idiosyncratic Risk (FF3) 0.171 0.244 0.239 *xk *rx
Idiosyncratic Risk (FF4) 0.170 0.233 0.237 *okk *okk

***p<0,001; **p<0,01; *p<0,05; tp<0,1
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2.5 Discussion

By clarifying the effects of visibility and reputation on stock performance, we distinguish their specific
economic outcomes in terms of enhancing or decreasing firms’ competitiveness in the equity market. On
the one hand, we find that simply achieving a high visibility does not generate any economic value to a
firm, since it is accompanied by a high stock market risk but not by a correspondingly higher expected
stock return. The results are robust irrespective of whether high visibility refers to a high familiarity to
financial analysts or to a high general awareness in the general public. This finding is in line with the
viewpoint of Pfarrer, Pollock and Rindova (2010) that visibility alone cannot form a firm’s reputation. It
also supports the findings by Deephouse (2000) and Carter (2005) that it is the positive tonality of media
reports, rather than the absolute number of these reports (i.e. visibility), which helps in improving firms’

profitability and revenue.

On the other hand, our results suggest that gaining a high reputation endows a firm with a lower
stock market risk, but not necessarily a lower expected stock return. In other words, investing in the stock
of a reputed firm may earn a competitive return but simultaneously bear a lower risk. This finding
challenges the prediction in the classical finance theory that a high expected return is a compensation of a
high risk (Fama and French 1992). However, it is supported by the behavioral finance theory, which
departs from a broader social science perspective (Shiller 2003). For instance, Shefrin (2001) and Helm
(2007) argue that among a large amount of information about firms, investors are aware of the social
aspect of a firm when making investment decisions, such as a firm’s reputation. Therefore, investors rely
on the representativeness-based heuristic that stocks of good companies are representative of good stocks.
The empirical observations of Shefrin (1999) and Ganzach (2000) also confirm the low risk-high

expected return relation of high reputation firms.

Especially, we contribute to literature by examining the idiosyncratic risk-reduction potential of
visibility and reputation, an important aspect ignored in existing management literature. Although
financial researchers and investors have gradually realized the importance of idiosyncratic risk on pricing
a firm’s stock price (Aaker and Jacobson 1994; Goyal and Santa-Clara 2003; Fu 2009), and there is a
rapidly expanding stream of research in finance relating it to various aspects (Xu and Malkiel 2003; Wei
and Zhang 2006; Ferreira and Laux 2007), firm-idiosyncratic risk has hardly been associated to a firm’s

reputation management before. Our robust results on a negative relation between reputation and
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idiosyncratic risk support the importance of reputation management for risk-reduction. It also serves as an

effective communication instrument between managers and investors.

A potential explanation on the outperformance of the high reputation firms compared to the less
visible firms is the size effect. Because the reputation portfolios are constructed by firms among the
global 600 largest firms, the better performance of the reputation portfolio may be attributed to a larger
firm size. However, since firms selected for less visible portfolios are as large as those high reputation
firms®, it seems unlikely that the differences between the reputation portfolio and the S&P500 can be
attributed to a size effect (cf. Roberts and Dowling (2002)). Therefore, we argue that the Pulse ranking
matters, not simply because those firms participating in the rankings are large, but because they achieved

a high favorability among the general public.

Given our findings for visibility and reputation in terms of stock performance, an important topic
for future research is to understand investors’ perceptions of firms’ generalized favorability. Although the
“pleasing character traits” that constitute generalized favorability (Love and Kraatz 2009) might be
relatively universal in nature, expectations for desirable corporate behavior often differ between cultures,
and therefore may differ depending upon the set of perceivers sampled (Lange et al. 2011). Therefore, a
global favorability developed from the perceptions of the general public may misrepresent those
corporate behaviors which are desirable for investors within a certain market. Investigating the
dimensions of reputation relevant for investors, similarly to what Mazzola, Ravasi and Gabbioneta (2006)
did for financial analysts, will shed light on the psychological explanations for reputation formation and

its economic value to investors.

There are potential limitations to this study that should be addressed in future research as well.
Firstly, our empirical portfolio analysis is based on a study period over 5 years due to data availability,
which is relatively short for examining variations in portfolio performance over time (Statman et al. 2008;
Anginer and Statman 2010; Edmans 2011b). With a longer period, we would be able to identify the
effects of other variables, such as market conditions, on the reputation-stock performance relation.
Secondly, with respect to clarifying the role of reputation rankings, the test is only based on the Pulse
ranking. Although the findings support our predictions, a more comprehensive analysis on multiple

rankings may contribute to testing the robustness of these results. Last but not the least, we only discussed

* The less visible portfolios are constructed from firms listed in the S&P500 index, which are large-cap common stocks
actively traded on either NYSE or NASDA.
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the antecedents of visibility and generalized favorability from a theoretical perspective, but did not
empirically test them. Incorporating such an approach helps identify the values of different antecedents of
visibility or reputation, which will make the distinction between being known and being appreciated a

more complete story.
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CHAPTER 3

STUDY 2 — CORPORATE SOCIAL PERFORMANCE AND CORPORATE FINANCIAL
PERFORMANCE: THE MEDIATING ROLES OF CORPORATE REPUTATIONS AMONG

FINANCIAL AND PUBLIC STAKEHOLDERS

Abstract

The goal of this paper is to investigate whether and how a firm that engages in different kinds of
corporate social performance can create a favourable corporate reputation among its stakeholders,
and as a result achieve a good financial performance. Building on stakeholder theory, we distinguish
two types of reputation — public reputation and financial reputation. We argue that corporate social
performance activities affect these two reputations differently among public and financial
stakeholders. In addition, we empirically test the relationship among different types of corporate
social performance, public reputation, financial reputation and financial performance. Our results
suggest that: (1) Carroll’s four types of corporate social performance responsibilities (i.e. economic,
legal, ethical and philanthropic) affect financial performance differently, (2) their effects are
mediated by public reputation and financial reputation, and (3) public reputation affects financial
performance partially through its effect on financial reputation. Our findings have two managerial
implications. First, it provides guidelines for mangers on choosing to emphasize certain CSP
initiatives in their communication, depending on the specific stakeholder group they are targeting.
Second, to influence the company’s reputation among financial stakeholders, managers can also
strive to stimulate a positive perception among other stakeholders, such as the general public. This

generates more flexibility for managers in their stakeholder management.

Keywords: reputation, corporate social performance, stakeholder, financial performance
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3.1 Introduction

Firms, although primarily aimed at maximizing the value of their financial stakeholders (i.e., shareholders
and investors), also strive for building a strong corporate reputation, which might lead to sustainable
shareholder value in the long run (Hillman and Keim 2001; Roberts and Dowling 2002). For instance,
firms such as J&J, Apple and Google, who featured in Built to Last and Good to Great (Collins 2001),
provide compelling examples of how strong reputations are associated with value creation for financial
stakeholders. They suggest the importance of values and relationships with non-financial stakeholders as
a critical part of the ongoing success for these corporations (see e.g. Freeman, Wicks and Parmar 2004).
The core question is, then, how the perceptions of a company among other stakeholders influence

shareholder value.

In the corporate social performance (CSP) literature, a good CSP is argued to be an effective
means for establishing a good overall reputation, which eventually benefits the corporate financial
performance (see, e.g. Orlitzky, Schmidt and Rynes 2003). Because an organization’s CSP helps form a
positive perception among different external parties, it may result in supporting behaviors by these
stakeholders towards the organization (Fombrun and Shanley 1990; Waddock and Graves 1997; Greening
and Turban 2000). However, some scholars suggest that CSP conflicts with the value maximization of a
firm, since these efforts are not guided by the sole purpose of increasing the value of financial
stakeholders, and they may represent a pure corporate expenditure that diverts valuable resources to other
areas unrelated to the operational business (Friedman 1970; Aupperle, Carroll and Hatfield 1985;
McWilliams and Siegel 1997; Jensen 2002). Because the expenditures on socially responsible
commitments raise a firm’s costs, they are against shareholders’ interests of maximising firm value
(McWilliams and Siegel 1997; Jensen 2002). Therefore, financial stakeholders may regard CSP as
distracting from a firm’s financial performance, and may not appreciate it. Conversely, the public
stakeholder group, such as governments and communities, might regard the same CSP expenditures as a
firm’s commitment to conform with social norms (Brammer and Millington 2005; Godfrey, Merrill and
Hansen 2009) . Due to the limited resources a firm can access, gaining a high firm value and living up to
social norms can often not be achieved simultaneously. A firm, as a consequence, may only be able to
fulfil the interests of some groups of stakeholders, but not others, when committing to CSP (e.g. Mitchell,
Agle and Wood 1997). The potential conflicting expectations between public and financial stakeholders
raise our interest in clarifying the impact of their interactions in the relationship between CSP and

financial performance.
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The continuing debate on the financial benefits of CSP may be attributed to the fact that it is
treated as a single construct. One way to reconcile this inconclusiveness is to classify varying types of
CSP, and discuss their separate influences on firms’ reputations among different stakeholders. This paper
attempts to answer the question whether establishing a good reputation among public and financial
stakeholders through engaging in different types of CSP can achieve a good financial performance. We
follow the framework of Hillman and Keim (2001) to distinguish these two stakeholder groups in
determining the effects of CSP. However, we go beyond their work by identifying the roles of corporate
reputations amongst public and financial stakeholders in the CSP—corporate financial performance (CFP)

linkage.

3.2 Theory

The theory development in this paper consists of two steps. We first employ the stakeholder theory to
classify two groups of stakeholders, financial stakeholders and public stakeholders (Clarkson 1995). As
mentioned, financial stakeholders usually regard financial performance as the primary goal of a firm, and
may consider CSP as distracting from such a target. In contrast, public stakeholders may also take social
performance of a firm into account, besides its financial performance. As a consequence, these two
groups of stakeholders may hold a conflicting view with respect to the CSP initiatives. However, because
the intention of a firm in conforming with social norms, which are considered by public stakeholders,
may suggest its willingness to fulfil financial stakeholders’ interests as well (Hillman and Keim 2001),
financial stakeholders may also consider public perceptions as a signal of a firm’s goodness. This is in
line with the finding by Barnett (2007) that stakeholder relations may contribute to explaining the mixed
relationship between CSP and CFP. Therefore, we examine the relationship between a firm’s reputation
among financial stakeholders and its reputation among public stakeholders, as well as the mediating role
of both types of reputation in the CSP—CFP linkage. Second, to obtain a better understanding of
establishing these perceptions via CSP initiatives, we incorporate Carroll’s (1991) classification of CSP,
to distinguish the impacts of different types of CSP on reputations among financial and public

stakeholders.
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3.2.1 Distinguishing corporate reputations among financial and public stakeholders

A corporate reputation consists of stakeholders’ beliefs about what to expect from an organization in the
future, which Lange, Lee and Dai (2011) label as “being known for something”. This definition includes
two aspects: The perceived expectations about the firm’s behaviour and outputs in the future among
different stakeholder groups, and the predictions whether and to what extent the focal organization will

meet these expectations.

Corporate reputation, in the sense of being known for something, matters due to the existence of
information asymmetry between an organization and its perceivers (Healy and Palepu 2001). Because
stakeholders can only obtain limited information about organizational capabilities and intentions, their
ability to predict future firm outputs is hampered (Rindova, Williamson, Petkova et al. 2005). Since a
reputation of being known for something consists of subjective perceptions held by a specific group of
stakeholders with respect to the likelihood of desired behaviors and outputs from the firm in the future
(Deutsch and Ross 2003), it plays a specific role in resolving the information asymmetry problem. Based
on the past behaviors of a firm, stakeholders can estimate the behavior of a firm and form their
expectations on the likelihood of desired firm behavior in the future. These expectations are summarized
in the reputation of being known for something, and signal the intention and capability of a firm to serve
the interests of its stakeholders (Rindova, Williamson, Petkova et al. 2005; Boyd, Bergh and Ketchen
2010, Pfarrer, Pollock and Rindova 2010).

The fact that stakeholders may have different beliefs or expectations regarding an organization’s
future leads to the distinction of reputations among particular stakeholder groups. As suggested by Lange
et al., “an organization’s external observers have varying interests, and therefore are attuned to different
valued organization outcomes” (2011: 164). In other words, because stakeholders have different exchange
relationships with an organization, their expectations regarding the organization’s behavior may also vary.
For instance, financial investors and environmental activists may value a firm’s commitment to
conforming to social norms differently. As a consequence, an organization’s reputation among
stakeholder groups may vary substantially. Corporate reputation can be regarded as a result of evaluations

by a certain stakeholder group regarding the likelihood that a firm can meet its expectation.

To distinguish a firm’s reputations among stakeholders, we employ the stakeholder theory

discussed by Clarkson (1995). He defines stakeholders as “persons or groups that have, or claim,
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ownership, rights, or interests in a corporate and its activities, past, present, or future” (1995: 106). He
identifies two groups of primary stakeholders: key stakeholders and the public stakeholders. Key
stakeholders are those without whose continuing participation the firm cannot survive as a going concern.
They include shareholders and investors, customers, employees and suppliers. A corporation’s survival
and continuing success depends on its managers’ capability to satisfy the expectations of its key

stakeholders. A failure to fulfil their interests will result in the failure of that corporate system.

As a group of key stakeholders, shareholders and investors are sensitive to the trustworthiness of
corporate leaders, the credibility of corporate claims and the proper functioning internal control systems
(Mazzola, Ravasi and Gabbioneta 2006). Therefore, to establish and retain trust among shareholders and
investors, an organization needs to address the expectations of the financial community regarding
continuous growth, wealth creation and appropriate governance practices. In other words, reducing
information asymmetry with respect to these fundamental issues can improve a firm’s reputation among

shareholders and investors.

Public stakeholder groups are “the governments and communities that provide infrastructures and
markets, whose laws and regulations must be obeyed, and to whom taxes and other obligations may be
due” (Clarkson 1995: 106). Although public stakeholders are less crucial for a firm’s survival than key
stakeholders, they are still important for a corporation’s survival. They can cause significant damages to
the firm (Freeman, Wicks and Parmar 2004), but can also improve a firm’s financial performance
(Shefrin and Statman 1995). In addition, the interests of public stakeholders may be opposed to those of
key stakeholders, or to the policies adopted by the firm to maximize its value creation activities (Hillman
and Keim 2001; Maignan and Ralston 2002). For instance, in some societies, governments support
corporate philanthropy, because it helps reduce governmental burdens (Wang and Qian 2011). However,
the negative net impact of corporate philanthropy on corporate financial performance may not be
appealing for financial stakeholders because it may represent a corporate expenditure which diverts
valuable resources to areas unrelated to the firm’s core business. More generally speaking, public
stakeholders expect the businesses activities of a firm to conform to social norms, which can deviate from
the expectations of economic value pursued by shareholders. Therefore, to establish and retain trust and
consensus among public stakeholders, an organization needs to express its continuous to social norms. If
the information asymmetry problem is mitigated in this aspect, the organization will have a favourable
reputation among the general public (MacMillan, Money and Downing 2002; Ponzi, Fombrun and
Gardberg 2011).
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The distinction between the expectations of financial stakeholders and those of public
stakeholders leads to two different corporate reputations among the two groups. However, the conflicting
interests between the financial and public stakeholders may result in an obstacle for a firm to allocate
limited resources to match all their expectations. As a consequence, sometimes firms may only be able to
serve the interests of certain stakeholders and sometimes one group may benefit at the expense of another

group.

Although the expectations of financial and public stakeholder groups are not always identical, we
argue that a company’s reputation among the general public can influence its reputation among financial
stakeholders, and that an effective management of public stakeholders can lead to improved shareholder
value. According to behavioral finance theory, shareholders and investors do not necessarily use firm
characteristics to form their judgements consciously (Shefrin and Statman 1995; Shefrin and Statman
2000). Instead, they are aware of the social aspects of a firm, and tend to assume that good investment
opportunities stem from companies with a favorable public perception (Statman, Fisher and Anginer
2008). Especially for complex investment decisions, investors may weigh the favorability of reputation
among the public more heavily than technical financial indicators (MacGregor, Slovic, Dreman et al.
2000). For instance, by conducting two experiments among investors (i.e. high end-worth clients of an
investment company), Statman, Fisher and Anginer (2008) find that these investors not only rate
reputable firms as good investments, but also expect both a high-future-return and a low-risk of investing

in reputable firms.

The willingness of a firm to serve its stakeholders in general would indicate its willingness to
fulfil shareholders’ interests (Hillman and Keim 2001). If the expectations of other key and public
stakeholders are satisfied, financial stakeholders are also likely to benefit. Since a reputation among
public stakeholders reflects a firm’s evaluations by the general public, investors would consider it as a
signal of a firm’s intention to serve the interests of its stakeholders in general, as well as the interests of
its financial stakeholders. Therefore, the company’s reputation among the general public would influence
the formation of investors’ perceptions. Indeed, Helm (2007) shows that a favorable public perception

improves investors’ loyalty. Our reasoning leads to the following hypothesis.

Hypothesis 1: A higher reputation of a firm among the general public leads to a higher reputation
of the firm among shareholders and investors.
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3.2.2 The impacts of corporate reputations among financial and public stakeholders on CFP

Because corporate reputations among financial and public stakeholders contribute to reducing
information asymmetries between a firm and its stakeholders, we would expect a positive impact of these
reputations on a firm’s CFP. Although the reputation between reputation and CFP has been intensively
studied in marketing and strategy (e.g., Deephouse 1997; Roberts and Dowling 2002), empirical evidence
has been rather conflicting (for a review, see de la Fuente Sabate and de Quevedo Puente 2003). For
example, some studies (e.g., McGuire, Schneeweis and Branch 1990; Smith, Smith and Wang 2011) find
a positive link between reputation and CFP, whereas others (e.g., Fryxell and Wang 1994; Rose and
Thomsen 2004; Deephouse and Carter 2005) find a negative link or no link at all. Thus, de la Fuente
Sabate and de Quevedo Puente (2003) conclude that the evidence on the relationship between reputation

and CFP is mixed, and needs further examination.

As mentioned, we argue that investors consider public perception as a signal of the overall quality
of a firm. Therefore, we would expect that corporate reputation among shareholders and investors
mediates the relationship between corporate reputation among the public and a firm’s CFP. Nevertheless,
such a mediation effect may not capture the full impact of public reputation, because of the different types
of information asymmetries that are reduced by the two distinctive reputations. On the one hand, as
shareholders and investors are primarily interested in fundamental concerns, i.e., the proper functioning
of the profit-generating activities, the information asymmetry problem is usually not so big because firms
and its shareholders and investors communicate effectively on these issues (Healy and Palepu 2001). On
the other hand, shareholders and investors, and public shareholders may all face the same information
asymmetry problem with regard to broader company concerns, i.e. other activities beyond the proper
functioning of the profit-generating activities of a firm, even though the interests of shareholders and
investors on these issues may be different than those of public stakeholders. For instance, there may be a
higher degree of information asymmetry among financial stakeholders and public stakeholders about a
firm’s philanthropic strategy, because this strategy is most related to top management beliefs and values
(Buchholtz, Lubatkin and O'Neill 1999), which is likely to stimulate agency problems (Jensen 1986).
However, the consistency of this strategy with social norms may result in positive perceptions among the

general public, and the additional corporate expenditures may lead to negative perceptions among
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financial stakeholders. In contrast, public stakeholders suffer from information asymmetry problems on

both fundamental and broader concerns due to a remote connection with the firm’s day-to-day opeartions.

Therefore, we hypothesize two different pathways through which a favourable reputation among
the public is linked to a good CFP. The first entails that a favorable public reputation, which helps to
reduce information asymmetry about broader societal concerns, may lead to positive reactions among
both the financial and public stakeholders, and consequently result in a better CFP. In this pathway, the
impact of a firm’s reputation among the public would be mediated by the firm’s reputation among
shareholders and investors. The second pathway entails that, because a good reputation among the public
helps to reduce information asymmetry about fundamental concerns among the general public, it may
result in supportive behaviors of public stakeholders, such as purchasing the firm’s products by customers
or increased willingness of suppliers to contract with the firm, which lead to a good CFP directly. In this
pathway, the impact of public reputation on CFP would not be mediated by the reputation among
shareholders and investors. To conclude, we predict that the impact of public reputation on CFP is
partially mediated by the reputation perceived among shareholders. This prediction culminates in

Hypothesis 2.

Hypothesis 2: A higher reputation of a firm among the general public leads to a higher CFP of

the firm, which is partially mediated by the reputation among shareholders and investors.

3.2.3 Establishing a positive reputation with a good CSP

Many scholars have argued that a firm’s decisions regarding CSP can be made strategically to establish a
firm’s reputation, as well as to increase the value of its “moral capital”, which eventually leads to a good
CFP (Waddock and Graves 1997; Greening and Turban 2000; Orlitzky, Schmidt and Rynes 2003; Luo
and Bhattacharya 2006). After distinguishing different reputations among stakeholder groups, we
investigate different types of CSP that help establish these distinct reputations.

There are various definitions of CSP in the literature (see Carroll 1999). In this study, we use the

stakeholder definition of CSP, because it is in line with our focus on the impact of CSP on reputation
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from a stakeholder’s perspective. According to this definition, CSP consists of “behaviors [aligned] with
the norms and demands embraced by their main stakeholders” (Maignan and Ferrell 2004, p. 6). It
implies that the aims of CSP activities serve the interests of various stakeholders of a firm, rather than
improving social welfare as a whole (Clarkson 1995; Agarwal and Berens 2009). Due to different
demands by various stakeholders, certain CSP activities may be perceived positively by some
stakeholders, but negatively by others. Therefore, a classification of CSP is indispensable to

conceptualize the effect of CSP on reputation.

Several studies have contributed to identifying CSP activities (Carroll 1979; Carroll 1991;
Schwartz and Carroll 2003; Porter and Kramer 2006; Kourula and Halme 2008; Halme and Laurila 2009).
Porter and Kramer (2006) argue that to fulfil the “triple bottom line” of economic, social and
environmental performances, a firm needs to secure long-term economic performance by avoiding short-
term behaviour that is socially detrimental or environmentally wasteful. They categorize CSP into
responsive and strategic CSPs. The former refers to generic social impacts, while the latter relates to the
social dimensions of the firm’s competitive context. However, since their classification is not associated
with stakeholder management, it does not closely match with our intention to distinguish the interests of
financial and public stakeholders. A similar problem appears in the classifications of Kourula and Halme
(2008) and Halme and Laurila (2009). They both categorize CSP into three types, according to its
relationship to the firm’s core business, the target of responsibility actions, and the benefits expected from
CSP activities. Philanthropy includes charity, sponsorships, and employee voluntarism, integration refers
to conducting existing business operations more responsibly, while innovation is dedicated to developing
new business models for solving social and environmental problems. Their classification, however, is not
closely related to stakeholder management, either. Due to the potential mismatch of these studies with our
research interests, we decide to follow the classic framework developed in Carroll (1991) and to classify

four groups of CSP activities, which are most closely associated with stakeholder management.

Carroll (1991) categorizes social responsibilities into four groups: economic, legal, ethical and
philanthropic responsibilities. Economic responsibility refers to producing products and services in line
with the needs of a society, and to sell them at a profit. It is the first and foremost responsibility. Legal
responsibility refers to the laws and regulations the firm must adhere to. Ethical responsibility suggests
that society expects business to fulfil its economic mission within the framework of social norms. Ethical
activities are not necessarily codified into law. Philanthropic responsibility refers to voluntary activities
(e.g. philanthropic contributions), about which society has no clear-cut message for business. Carroll’s
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four-part model is recognized as both comprehensive and integrative by numerous theorists and empirical
researchers (e.g. Clarkson 1995; McWilliams and Siegel 1997; Hillman and Keim 2001; Maignan and
Ferrell 2003). “The strength of its influence can best be judged by its longevity and that of its progeny”
(Clarkson 1995, p. 94).

Although the four domains in Carroll’s model do not differ in terms of how advanced they are
(Schwartz and Carroll 2003), they do refer to distinct activities aligned with the norms embraced by
stakeholders. On the one hand, having a good CSP in each domain may help to reduce a particular
information asymmetry for a specific group of stakeholders. On the other hand, for each domain,
stakeholders may have distinct preferences for investing in specific socially responsible activities
(Clarkson 1995). Using the distinction between the stakeholders’ expectations and the difference between
distinctiveness and legitimacy, we categorize the four CSP domains into a two-by-two matrix as

presented in Figure 1.

The distinct positions of the four CSP domains in the matrix suggest that they contribute to
influencing financial and public stakeholders in different ways. We argue that the economic and legal
CSP are a firm’s fundamental concerns. Economic CSP can be considered a fundamental responsibility
because a firm is expected to take care of its own survival and well-being. It addresses the demand of
primary stakeholders for sound business operations (Maignan and Ferrell 2003). Legal CSP is also
considered a fundamental responsibility. A firm must comply with federal, state, and local jurisdictions,
or with legal principles as developed in case law (Schwartz and Carroll 2003). Therefore, both economic
and legal responsiveness contribute to the proper functioning of the profit-generating activities of a firm.
Having a good CSP in these two domains thus helps to reduce the information asymmetry related to

fundamental concerns, and consequently leads to a good reputation among the public stakeholders.

Conversely, the ethical and philanthropic domains capture a broader range of activities beyond the
“minimum ethical standards” (Brammer and Millington 2005; Godfrey 2005). Thus, they help to reduce
the information asymmetry regarding broader concerns, which have an impact on both the public and
financial stakeholders. Consequently, CSP in these two domains can affect reputations among public and
financial stakeholders. However, the impact may be different because the two groups have different
interests. The relationship is clear for public stakeholders: having “a good CSP” in the ethical and
philanthropic domains is in their interest and in line with social norms, and will thus result in positive

perceptions among these stakeholders. The impact is different for financial stakeholders: having “a good
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CSP” in these two domains may be perceived as a corporate expenditure which diverts valuable resources
from a firm’s core business and may result in a negative reputation among shareholders and investors (see,

e.g. Wright and Ferris 1997).

Figure 1. An explanation of Carroll’s four-part model from a stakeholder’s perspective

So far, we have distinguished the domains of CSP in terms of the interests of different stakeholder
groups. We also argue that “a good CSP” can be defined differently for each of the four domains. Some
CSP activities are aimed at creating legitimacy for the company, while others focus on creating
distinctiveness. Distinctiveness corresponds to relative standing or desirability (Shrum and Wuthnow
1988). Deephouse (2000) argues that the unique and relative position of an organization amongst its
counterparts is essential in this concept. Firms commit to distinctive behavior, not because it is required
by society, but because it can enhance a firm’s status and achieve a competitive advantage (Deephouse
and Carter 2005). For instance, strengthening product quality and R&D (i.e. economic CSP), discussed by
Luo and Bhattacharya (2006), and involvement in philanthropic activities as discussed by Wang and Qian
(2011) may both fall in this category. Focusing on maximizing profitability and market value, an
economic activity (e.g. to improve the quality of existing products/services or to generate new
products/services innovatively) helps a firm to distinguish itself from its peers by influencing customers’
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perceptions of the firm’s products or services (Brown and Dacin 1997; Luo and Bhattacharya 2006), and
by demonstrating the firm’s future growth potential (Mackey, Mackey and Barney 2007). Philanthropic
contributions to social and charitable causes not only suggest the potential financial strength of a firm, but
also show the willingness of management to meet a range of social justifications (Lerner and Fryxell 1994;
Buchholtz, Lubatkin and O'Neill 1999). Therefore, strategic philanthropy can enhance a firm’s reputation
(Porter and Kramer 2002). We conclude that “a good CSP” refers to a firm’s distinctive behaviour to

enhance positive economic and philanthropic initiatives.

To summarize, engaging in positive activities in the economic and philanthropic domains helps
establish a positive reputation among public stakeholders. These predictions lead to Hypotheses 3a and 4a.
However, engaging in positive activities in the philanthropic domain may lead to negative perceptions
among financial stakeholders (i.e., a negative reputation) because of expenditure concerns. This

prediction leads to Hypotheses 3a through 3e.

Hypothesis 3a: Positive economic CSP leads to positive perceptions among public stakeholders.

Hypothesis 3b: Corporate reputation among public stakeholders mediates the positive impact of
economic CSP on CFP.

Hypothesis 3c: Positive philanthropic CSP leads to positive perceptions among public

stakeholders.

Hypothesis 3d: Corporate reputation among public stakeholders mediates the positive impact of
philanthropic CSP on CFP.

Hypothesis 3e: Positive philanthropic CSP leads to negative perceptions among financial

stakeholders.

In contrast to distinctiveness, Ruef and Scott (1988) suggest that legitimacy refers to the
normative rules, regulative processes and cognitive meanings that organizations must conform to. As a
consequence, some expectations, either explicit or implicit, can be set by stakeholders (DiMaggio and

Powell 1983). With respect to CSP, Schwartz and Carroll (2003) emphasize the legal and ethical
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expectations mandated and expected by society, which implies that the avoidance of litigation or
unethical activities would be applauded, and recognized as legitimate CSP. For instance, installing a
legally required anti-pollution device appears rational and prudent to the social system and is, therefore,
considered acceptable by society. Because legitimacy implies complying with the social norm, a “good

CSP” in this respect refers to the avoidance of negative activities in the legal and ethical domains.

Figure 2: Research model
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To summarize, avoiding negative activities in the legal and ethical domains helps promote a
positive reputation among public stakeholders. These predictions lead to Hypotheses 4a through 4d.
However, avoiding negative activities in the ethical domain may lead to negative perceptions (i.e., a
negative reputation) among financial stakeholders because of expenditure concerns. This prediction leads

to Hypothesis 4e. The conceptual model is presented in Figure 2.
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Hypothesis 4a: Avoiding negative legal CSP leads to positive perceptions among public

stakeholders.

Hypothesis 4b: Corporate reputation among public stakeholders mediates the positive impact of
avoiding negative legal CSP on CFP.

Hypothesis 4c: Avoiding negative ethical CSP leads to positive perceptions among public

stakeholders.

Hypothesis 4d: Corporate reputation among public stakeholders mediates the positive impact of
avoiding negative ethical CSP on CFP.

Hypothesis 4e: Avoiding negative ethical CSP leads to negative perceptions among financial

stakeholders.

3.3 Data and Variable Construction

To test the hypotheses, we collected the secondary data from multiple archival sources: COMPUSTAT,
the Fortune America’s Most Admired Corporations (FAMA) survey, the Pulse Scores provided by the
Reputation Institute, and CSP ratings provided by Kinder, Lindenberg, Domini and Company (KLD),
which are described in this section. We also present our variables, such as cash flow, economic and

philanthropic strengths, and legal and ethical concerns.

3.3.1 Measuring corporate reputation

Our conceptual model implies the necessity of empirically distinguishing corporate reputation among
financial stakeholders and corporate reputation among public stakeholders. We employed the FAMA and
the Pulse Score to serve as proxies for these two types of reputations, respectively. FAMA provides a
comprehensive and large-scale survey data set to measure the corporate reputation of publicly traded
firms in the US. It has been employed by many reputation and CSP studies in literature (e.g. Luo and
Bhattacharya 2006; Pfarrer, Pollock and Rindova 2010). More specifically, in its annual ranking of the

United States’ most admired corporations, FAMA polls more than 10,000 financial analysts, senior
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executives, and Wall Street investors from more than 580 large companies. FAMA’s survey partners, the
Hay Group, ask these respondents to rate firms in their own industry on eight criteria, from investment
value to social responsibility. An average rating is computed based on these eight dimensions to represent
the corporate reputation of each firm. The rating ranges from 0 to 10, with 10 as the most favorable rating.
The reliability and validity of this data has been examined, for instance, by Fombrun and Shanley (1990)
and Houston and Johnson (2000). Because the respondents of the FAMA are mainly financial
stakeholders, it is an appropriate indicator of reputation among shareholders and investors in this study
(for a discussion about the sample's representativeness for financial stakeholders, see e.g., Brown and
Perry 1994). Following the work of Luo and Bhattacharya (2006), we used the ratings of FAMA for each
firm from 2005 through 2009, published between 2006 and 2010 due to a one-year lag in print.

Conversely, we used the Pulse Score provided by the Reputation Institute (RI) to represent
corporate reputation among the general public. The RI is a management consultancy company founded in
1997 and operates in thirty countries. It conducts an annual online survey between January and February
to measure the corporate reputations of companies in 29 countries, starting from 2001. Around 60,000
general public respondents participate in the survey annually. The survey is based on a set of questions
posed to respondents familiar with a company, and the answers are used to create scores of the four
underlying reputation dimensions: Trust, Feeling, Esteem and Admire & Respect on a scale ranging from
0 to 100, with 100 as the most favorable rating. The Reputation Institute reports the Pulse Score, which is
computed as the mean of the four dimensions, as an indicator of the overall reputation of a company. The
topline results are published annually in Forbes as a ranking of “The World’s Most Respected
Companies”. Ponzi et al. (2011) have reported evidence of reliability and validity of this data source. To
match the FAMA data, we used the Pulse Score for the U.S. firms from 2005 through 2009, published
between 2006 and 2010 due to a one-year lag in print.

3.3.2 Measuring corporate financial performance

Studies examining the relationship between reputation and CFP mainly focus on accounting-based
profitability. However, such a proxy of financial performance does not fully reflect the realities of a
firm’s successfulness in value creation (Rust, Lemon and Zeithaml 2004). For instance, a firm may be

notionally profitable but may generate little operational cash. A shortage of cash, even while the firm is
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profitable, may result in a failure of the firm due to a lack of business liquidity. In contrast, another
financial indicator, cash flows, is better at revealing the full picture of a firm’s profitability and growth
potential by capturing the liquidity aspect (Neill, Schaefer, Bahnson ez al. 1991; Sloan 1996). Several
studies have shown that CSP has a positive effect on cash flows (Russo and Fouts 1997; Waddock and
Graves 1997). Gibbs (1993) find that cash flows also unfolds the potential of a firm encountering an
agency problem (e.g. see Jensen 1986).

Because of the advantages of cash flows, compared to accounting—based profitability measures,
we used this indicator to measure corporate financial performance in our empirical model. We follow the

formulation suggested by Damodaran (2001) to compute cash flows, or free cash flows as

Cash Flow to a firm
= Earnings before Interest and Tax (EBIT) X (1 — tax rate) + Depreciation
— Capital Expenditures — Change in Noncash Working Capital (NCW ).

where tax rate is estimated by dividing current taxes (i.e. the difference between total taxes and deferred
taxes) by EBIT, and NCWC is calculated as the difference between current assets and cash in short term
investments minus the difference between current liabilities and debt in current liabilities. A similar
approach is employed by Agarwal and Berens (2009). By matching the GVKEY codes, we collected
these financial data from COMPUSTAT North America to compute the cash flows of firms available in
both the FAMA and the Pulse Score data sets. The end-year cash flows are computed for 2006 through
2010, which represent the firm’s financial performance in these years. In each year, we normalized the

cash flows by deducting the cross-sectional mean and dividing it by the standard deviation.

3.3.3 Measuring CSP

To measure Carroll’s four CSP domains, we used the performance ratings provided by KLD. KLD is a
U.S. social choice investment advisory firm that objectively rates publicly traded firms on several aspects

of social performance annually (Brammer and Pavelin 2006). The rating model includes over 50
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indicators in the following seven categories: environment, community, human rights, employee relations,
diversity, customers and governance. It also includes data on a firm’s involvement in controversial
business issues, such as alcohol and gambling. The ratings are binary, with a “1” indicating the presence
of a particular social action, which can either be a “strength” or a “concern”, while a “0” indicates the
absence of such an action. “KLD uses a variety of sources to capture these data including annual surveys,
annual reports, proxy statements, and quarterly reports, as well as external data sources such as articles in
the general business press and agencies” (Hillman and Keim 2001, p. 130). This rating model has been
used in many previous studies (e.g. Waddock and Graves 1997; Hillman and Keim 2001; Agarwal and
Berens 2009), and its validity has been tested and confirmed by Sharfman (1996).

In order to adapt the KLD measure to capture Carroll’s (1991) CSP domains, we follow Hillman
and Keim (2001) to customize the KLD rating. To create four variables indicating economic strengths,
philanthropic strengths, the avoidance of negative legal activities, and the avoidance of negative ethical
activities, two of the authors independently coded the relevant indicators into each of these four domains,
according to Carroll’s (1991) definitions of these domains. Since the indicators of KLD rating vary over
the years, we follow Berman, Wicks, Kotha and Jones (1999) in considering only the indicators that are
measured in all of our years of study from 2006 through 2010. Similar to the reputation indicators, the
ratings in these years represent the CSP of one year earlier due to a one-year lag in availability. After
discussions about the codes the two authors agreed on which indicators were to be used to comprise the
four CSP domains, see Table 6. To indicate the avoidance of legal and ethical concerns, we coded all “1s”

in these two ratings (indicating the presence of a concern) into “-1”.
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3.3.4 Measuring control variables

We included four control variables to ensure that any relationships found were not a result of confounding
variables. Because size and growth have been suggested in the literature (Hillman and Keim 2001;
Roberts and Dowling 2002) to be factors that affect both corporate reputation and firm performance, we
included size and growth as two control variables in our analysis. Size is constructed as the logarithm of
Total Assets. Growth is represented by the Market-to-Book Ratio, which is calculated as (Total Assets-
Book Equity + Market Equity)/Total Assets. Because leverage is identified in the literature as a factor that
can account for differences in CFP across firms (Waddock and Graves 1997), we also added it to our
research model. We follow Agarwal and Berens (2009) in measuring leverage as Total Debt/Total Assets.
Because Capon, Farley and Hoening (1990) argue that capital intensity has a negative effect on financial
performance, we also included this variable in the model. It was measured by Net Fixed Assets/Total
Assets. All the corresponding data for these control variables were collected from COMPUSTAT North
America. To avoid a potential reverse-causality bias, similarly to the CSP and reputation variables, we
used data for the control variables between 2005 and 2009, lagged for one year compared to the cash flow

variable.

3.3.5 Merged final data set

We matched the CSP data, reputation data and financial data of each firm by their GVKEY codes. After
merging data from these different archival sources, we obtained a panel data set consisting of 289 firm-
year observations for the 2006-2010 periods. However, because we employed the lagging process (2005-
2009) for CSR, corporate reputation and control variables, one year’s data are omitted. Therefore, the
final data set included 232 data points. This merged data set includes firms in various industries, ranging

from manufacturing to retailing and from durables to nondurables.
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3.4 Analysis and Results

To test our hypotheses, we employ structural equation modelling (SEM) through partial least squares
(PLS) (Chin 1998). PLS is becoming a popular approach in both management and strategy literature
(Hulland 1999). Compared to covariance-based structural equation modelling techniques, PLS is most
appropriate when sample sizes are small, when assumptions of multivariate normality and interval scaled
data cannot be made, and when the researcher is primarily concerned with prediction of the dependent
variable (Fornell and Bookstein 1982). It is especially suitable during the early stage of theory building
and testing (Birkinshaw, Morrison and Hulland 1995). In this study, our sample size (n = 232) is smaller
than that usually recommended for traditional SEM (Fan, Thompson and Wang 1999). Besides, since the
KLD indicators are binary, they do not meet the assumption of multivariate normality. Therefore, we

considered PLS rather than the traditional SEM to be a better approach for testing our hypotheses.

Although we could also test our research model by ordinary least squares, we considered PLS
because it examines all path coefficients simultaneously to allow the analysis of direct, indirect, and
spurious relationships. In addition, it estimates the individual item weights in the context of the
theoretical model rather than in isolation (Birkinshaw, Morrison and Hulland 1995). Finally, the PLS

approach provides a means for directly estimating the latent variable component scores.

We report our results in two stages. In the first stage, we present the reliability and validity of the
measures used as operationalizations of the underlying constructs. In the second stage, we report and

interpret the hypothesized paths, implied by the resulting model coefficients.

3.4.1 Validity and reliability of measurement model

Because we assume that the assigned KLD indicators of each of the four CSR aspects all measure the
same underlying construct, our latent variables all consist of reflective indicators. The reflective manner
implies that all the KLD indicators of one CSP aspect are positively correlated. And the magnitude in
which each KLD indicator shifts relative to the shift in the underlying construct is based on how well the
indicator reflects the CSP aspect. This can be determined by the loading of each KLD indicator, which is
proportional to the amount of variance in that indicator that the CSP aspect is able to account for (Chin
1998).
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The loadings of the KLD indicators on the CSP aspects are shown in Table 7. For preparation, all
the indicators have been standardized (i.e., means equal to zero, and standard deviations equal to one),
and case-wise deletion was chosen for missing values. Significance was determined through
bootstrapping with 500 resamples. The results lend some support for the convergent validity for all the
measures because the estimated loadings of indicators for the underlying CSP constructs are significant
(i.e., p<0.05). We used the composite reliability measure developed by Fornell and Larcker (1981) to
assess internal consistency. They argue that this measure is superior to Cronbach’s alpha because it uses
the item loadings obtained within the causal model. The composite reliabilities of all four CSP aspects are
higher than 0.6 (see Table 7), which is suggested as a reasonable level for explanatory research by
Bagozzi and Yi (1988). In addition, the average variance extracted (AVE) exceeds the 0.5 benchmark for
all constructs (Fornell and Larcker 1981), suggesting sufficient convergent validity of the measures.
Discriminant validity represents the extent to which measures of a given construct differ from those of
other constructs in the same model (Hulland 1999). We followed Fornell and Larcker to test the
discriminant validity by comparing the AVE values with the correlation matrix of the constructs (see
Table 8). The diagonal elements in the matrix are replaced by the square root of the AVEs. They are
greater than all other entries in the corresponding rows and columns, which confirms the adequacy of
discriminant validity. In summary, the results of the measurement model suggest that our measures are
sufficiently reliable and valid, and can be used for testing the nature of the relationships between the

constructs.
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3.4.2 Hypotheses tests

In testing the mediating roles of public and financial reputations, we standardized all the indicators (mean
= 0, standard deviation = 1), and ran the bootstrap procedure in PLS with the construct-level correction
for sign changes option and with 500 resamples. Because our conceptual model also predicts the
insignificance of some paths coefficients implicitly (e.g. no mediation effect of financial reputation on the
relationship between economic CSP and cash flow), these paths were tested in the structure model as well.
We also tested the direct impacts of the four CSP aspects on cash flow. The PLS results are very stable
with respect to the number of resamples. Table 9 shows the results of the coefficients. The means of the
resamples are very close to the original sample estimates with a low standard deviation (except the
control variable Leverage). Overall, the model explained 29.9 percentage of the variance in cash flow, 9.3
percentage of the variance in financial reputation, and 39.9 percentage of the variance in public reputation.
Because PLS path modelling does not optimize any global scalar function, it lacks an index of the global
validity of the model. The goodness-of-fit (GoF) index represents an operational solution to this problem.
It is calculated as the geometric mean of the average communality and the average R-squared (Tenenhaus,
Esposito Vinzi, Chatelin et al. 2005). The GoF of this model is 0.962, which is regarded as a sufficient fit
by Wetzels, Odekerken-Schroder and van Oppen (2009).

Hypothesis 1 predicts that a higher public reputation leads to a higher financial reputation. The
path from public reputation to financial reputation is marginally significant (t-value = 1.854, p < 0.1),
weakly in support of Hypothesis 1 (see Table 9). To illustrate the economic value of this impact, we
consider the changes of the financial reputation rankings corresponding to the standard deviation shocks
on public reputation. Take 2010 for instance: The average Pulse score is 69.76. Considering a one-
standard deviation shock on Pulse (i.e. the public reputation), that is, increasing or decreasing the Pulse
score by 8.94, leads to a change of the Fortune score (i.e. the financial reputation) of 0.1, calculated as the
product of the estimated coefficient of public reputation (0.164) and the one-standard deviation of the
financial reputation (0.62). With regard to the average Fortune score in 2010 (6.75) which ranked at 87,
the corresponding changes would be an increase to 74 or a decrease to 110 in the ranking list, respectively.
Considering the potential changes in the Forfune reputation ranking, the impact of public reputation on

financial reputation is not negligible.
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Hypothesis 2 predicts that a higher public reputation leads to a higher cash flow, which is partially
mediated by the financial reputation. Our test of Hypothesis 1 has confirmed that the predictor variable
(public reputation) influences the mediator variable (financial reputation) significantly. As Table 9 shows,
the mediator variable significantly influences the dependent variable (cash flow), and the predictor
variable influences the dependent variable significantly as well (t-value = 2.459, p < 0.5 and t-value =
2.460, p < 0.5, respectively). The combination of all three paths confirms our conjecture of the partial

mediation effect in Hypothesis 2.

Hypotheses 3a and 3b predict that public reputation mediates the positive impacts of positive
economic CSP, and Hypotheses 4a and 4b predict that public reputation mediates the positive impacts of
avoiding negative legal CSP activities, respectively. All predictions are confirmed: We observe both a
significant positive influence of avoiding negative legal CSP on public reputation (t-value = 6.267, p <
0.01) and a significant positive influence of economic CSP on public reputation (t-value = 8.728, p <
0.01). However, the results of legal CSP suggest a full mediation effect, while those of economic CSP
only show a partial mediation effect. For instance, a direct effect of economic CSP on cash flow still
remains (t-value = 1.913, p <0.1), though the direct effect (coefficient estimate = 0.056) is lower than the

indirect effect (coefficient estimate = 0.077), calculated as follows.

Coefficient Estimate = 0.409 (economic CSP —
public reputation) * 0.164 (public reputation — cash flow) + 0.409 (economic CSP —
public reputation) * 0.164 (public reputation —

financial reputation) * 0.141 (financial reputation — cash flow) = 0.077.

Hypotheses 3¢ and 3d predict indirect effects of ethical CSP and Hypotheses 4c and 4d predict
indirect effects of philanthropic CSP, both mediated through corporate reputation among public
stakeholders. We find that public reputation indeed mediates the positive impact of avoiding negative
ethical CSP on cash flow. The coefficient of the ethical CSP-public reputation path is significant (t-value
=3.883, p < 0.01), in support of Hypothesis 4c and 4d. However, we do not observe a similar mediation
effect for philanthropic CSP, so we cannot confirm Hypothesis 3¢ and 3d. Hypotheses 3e and 4e predict

that positive philanthropic CSP and avoiding negative ethical CSP influence the perceptions among
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financial stakeholders negatively. We find that although the path from ethical CSP to financial reputation
demonstrates a trend similar to our prediction, the coefficient is insignificant at the 0.1 level (t-value =
1.641). So the results do not support Hypothesis 4e. Our predictions in Hypothesis 3e are not supported
by our findings. The path from philanthropic CSP to financial reputation is statistically significant (t-
value = 3.262, p < 0.01), but the sign is positive. This result suggests that financial stakeholders form a
positive perception with respect to positive philanthropic CSPs, rather than a negative one as predicted in
Hypothesis 3e. Therefore, corporate reputation among financial stakeholders mediates the positive impact

of philanthropy on CFP. Figure 3 summarizes the results of the hypotheses tests. Only the significant

paths are presented.
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Figure 3. Summary of results
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3.4.3 Robustness checks

Because the KLD indicators are subjectively coded into four CSP dimensions, variations in the
composition of the constructs may influence the empirical results. Therefore, we conducted additional
analyses to test the robustness of our model. As Table 10 shows, the economic and philanthropic aspects
each have two indicators, while the legal and ethical aspects each have three indicators. Although we also
considered some other KLD indicators reflecting each of these CSP aspects, we did not include these
entities in our model due to a low convergent validity (see the AVE values in Table 10). These additional
indicators, as well as the indicators in use, are shown in Table 10. For instance, two indicators, charitable
giving and innovative giving, are added to the philanthropic aspect, since these activities are in line with

Carroll’s definition of philanthropic CSP as good corporate citizen (1991).

In the alternative model, we included all entities in Table 10 to reflect the CSP aspects, and tested
the research model in PLS, by using the newly constructed measurement model. Table 11 presents the
results. We find that most results are consistent with those in Table 9, except for the significance of the
paths from ethical CSP to financial reputation and from philanthropic CSP to cash flow. The former is
now significant at the 0.05 level (t-value = 2.083), which is in support of the predicted negative effect in
Hypothesis 4e. The latter shows a direct positive impact of philanthropy on cash flow (t-value = 1.906, p
< 0.1). Based on the findings of this extended model, we can conclude that the results of the effects of
financial reputation, economic CSP, legal CSP and philanthropy CSP are robust. Although those
regarding ethical CSP deviate in terms of significance, we observe a similar trend in that financial

reputation mediates the negative impact of avoiding negative ethical CSP activities.

3.5 Discussion

The goal of this paper is to contribute to research on corporate reputation by investigating whether
establishing a good reputation among different audiences through engaging in different types of CSP can
lead to a good financial performance. We developed theoretical arguments about the mechanisms through
which two distinct types of perceptions—public reputation and financial reputation—may affect firm
outcomes, and tested the empirical relationships that we predicted based on these theoretical arguments.
Our study suggests that: (1) Carroll’s four types of corporate social performance responsibilities (i.e.
economic, legal, ethical and philanthropic) affect financial performance differently, (2) their effects are
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mediated by public reputation and financial reputation, and (3) public reputation affects financial
performance partially through its effect on financial reputation. Based on a secondary data set, our results
show that the distinguishing corporate reputations among different stakeholder groups, together with the
classification of different CSPs, may be important for clarifying different impacts of firms’ socially
responsible initiatives on CFP. For instance, we find that ethical CSP is positively perceived among
public stakeholders, but negatively among financial stakeholders. These theoretical ideas and empirical
results advance research on the relationship between corporate reputation and financial performance in

several respects, and have implications for both management theory and practice.

3.5.1 Contributions to research on corporate reputation and CSP

A central contribution of our study is that it is the first to our knowledge that empirically clarifies the
distinct roles of reputations among stakeholders. Under this conceptualization of reputation, firms can
develop reputations for various aspects, depending on the interests of different stakeholder groups. For
instance, “A firm may be seen as having a reputation for high-quality products, poor labor relations, or
questionable environmental practices.” (Deutsch and Ross 2003: 1145). Although a number of studies
have addressed corporate reputation from this perspective in the management literature (e.g., Deutsch and
Ross 2003; Rindova, Williamson, Petkova et al. 2005; Love and Kraatz 2009), few empirical studies have
examined the impacts of these beliefs simultaneously, or identified the relationship among them. Our
work extends this research stream by introducing the distinction between the expectations of financial
stakeholders and public stakeholders to the framework of reputation management. Although we only
observe weak support for our theorized prediction that public reputation affects financial performance
partially through the mediating role of financial reputation, this study provides a new angle by examining

reputation among different groups of corporate constituents empirically.

Another important contribution of this study is that we extended Carroll’s classification of four
types of CSP by including a stakeholder perspective. Schwartz and Carroll (2003) argue that the use of a
pyramid framework by Carroll may be confusing or inappropriate, since it may suggest a hierarchy of
CSP domains, with the top of the pyramid representing the most advanced stage of moral development,
and the base of the pyramid the least advanced stage. They propose that none of the CSP domains is

prima facie more important than the others. This statement is in line with the stakeholder theory that a
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good relationship with all primary stakeholders is indispensable and vital to the survival of a firm
(Clarkson 1995). We extended Carroll’s model by distinguishing the four types of CSP with respect to the
interests of different stakeholder groups. On the one hand, a distinction between fundamental and broader
types of CSPs corresponds to the expectations of public and financial stakeholders, respectively. On the
other hand, the distinction between legitimacy and distinctiveness corresponds to basic requirements
regarding CSP commitments and value creation potential of non-required CSP activities, respectively.
Such a distinction is well established in the management literature (see, e.g. Deephouse and Carter 2005),

but rarely associated with the typologies of CSP.

Furthermore, we provided additional insight into the causal chain through which different CSPs
are associated with a firm’s financial performance. A similar attempt has been made by Luo and
Bhattacharya (2006) in clarifying the mediating role of customer satisfaction in the same linkage.
However, because they treat CSP as a single construct and focus only on customers as stakeholders, they
rule out the possibility of examining multiple mechanisms. The mediating roles examined in our
framework are important for two reasons. First, by focusing on Carroll’s four types of CSP, we are able to
specify the impacts of CSP activities on distinct stakeholder groups. Due to the diversified expectations of
public and financial stakeholders, their reactions to the same CSP activity may vary. Such a classification
extends the CSP literature by drawing attention to specific mechanisms by which positive and negative
CSP activities affect a firm’s performance. Second, it also extends research on corporate reputation by
identifying different antecedents of public and financial reputation, respectively. Although the
antecedents of reputation have been extensively discussed in literature (see, e.g. Fombrun and Shanley
1990; Rindova, Williamson, Petkova et al. 2005; Mazzola, Ravasi and Gabbioneta 2006), they have
rarely been compared among different stakeholder groups. Our findings suggest that economic and legal
CSPs mainly influence a company’s public reputation, philanthropic CSP influences financial reputation,
while ethical CSP affect both types of reputation. Overall, by examining the chain of effects from
different types of CSP to different types of reputation to a firm’s cash flow, our research contributes to

identifying the underlying pathways through which the CSP value creation is achieved.
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3.5.2 Limitations

While this study highlights important insights into the effects of different types of CSP activities, we also
note a potential limitation of using the KLD data in our research model. Because the KLD ratings were
not developed as an operationalization of Carroll’s four types of CSP, only some KLD indicators were
used to measure the four dimensions. Therefore, these indicators may not reflect all the activities
discussed by Carroll. In addition, to mitigate any potential ambiguities, as well as to minimize
methodological problems (e.g. a high multicollinearity among indicators), we only coded those indicators
which can be clearly assigned to one dimension conceptually, rather than to multiple dimensions. This
choice resulted in a limited number of indicators in each dimension, which further limited the
comprehensiveness of the measures in reflecting the CSP initiatives in Carroll’s framework. Therefore, to
inspire greater confidence in our findings, further research can employ an alternative measure of CSP to
test our research model, for instance, by following the method discussed by Margolis and Walsh (2003)
and Orlitzky et al., (2003) to “measure direct spending on CSP initiatives with a large-scale record of

CSR monetary expenses across many firms” (Luo and Bhattacharya 2006, p. 14).

3.5.3 Implications for management practice

Our findings also have implications for managers. First, although perceptions (e.g. corporate reputation)
are often considered as too idiosyncratic to be managed, Pfarrer et al. (2010) have demonstrated that
perceptions may have distinct impacts, and these effects are predictable. Our study further suggests that
when managers choose to emphasie a particular CSP initiative in their communication (aimed at
fundamental versus broader concerns, or aimed at creating distinctiveness versus aimed at creating
legitimacy), they generate perceptions among different stakeholders which can influence a firm’s
financial performance. For instance, a positive ethical CSP initiative is likely to generate positive
perceptions among public stakeholders, while a positive philanthropic CSP can form favorable
perceptions among financial stakeholders. Therefore, in line with stakeholder management, managers can
choose to emphasize certain CSP initiatives in their communication, depending on the specific

stakeholder group they are targeting.
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Second, since our findings confirmed the mediating effect of financial reputation in the
relationship between public reputation and financial performance, they provide managers an alternative
manner to manage stakeholders indirectly. In order to influence the beliefs of shareholders and investors,
managers can also strive to generate a positive perception among other stakeholders, for instance, the

general public. It generates more flexibility to managers in stakeholder management.

Overall, our results support the importance of CSP commitments (e.g. Brown 1997; Sen and
Bhattacharya 2001) when allocating limited firm resources, because of potential financial benefits. Luo
and Bhattacharya (2006) suggest that companies should realize that CSP initiatives “can represent a
robust public relations strategy, particularly in the current market environment in which stakeholders,
such as customers (and employees), may have strong social concerns” (p. 15). By engaging in CSP

initiatives strategically, a firm can gain competitive advantages and reap financial benefits.
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CHAPTER 4

STUDY 3 — COMPETING IN THE CAPITAL MARKET WITH A GOOD REPUTATION *

Abstract

This study investigates how a good reputation generates competitiveness for a firm in the capital
market. We distinguish two aspects of corporate reputation - trustworthiness and attractiveness - and
identify their distinct impacts on reducing management and business risks of investors, respectively.
Our findings suggest that trustworthiness enhances investors’ expectations regarding a firm’s
motives, and gains the firm a competitive advantage from holding a low financing cost.
Attractiveness, on the other hand, reduces investors’ uncertainty regarding a firm’s ability, and
generates the firm a competitive advantage from a great flexibility in choosing different financing
instruments. We further demonstrate the impacts of these two types of competitive advantage on the

capital structure management of a firm.

Keywords: corporate reputation; competitive advantage, trustworthiness; attractiveness, capital

structure

" This paper has been published as: Wang, Y., G. Berens and C. van Riel, B. M. (2012). Competing in the capital market with a
good reputation, Corporate Reputation Review, Vol. 15(3), p. 198-221.
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4.1 Introduction

As an important intangible asset, corporate reputation helps reduce uncertainties about a firm among its
stakeholders (Weigelt and Camerer 1988; Aaker and Jacobson 1994; Pfarrer, Pollock and Rindova 2010),
and may correspondingly influence a firm’s performance. In empirical studies, scholars document that a
good reputation is usually associated with a superior performance. Such a relation remains even when
controlling for firms’ performance in the past (Fombrun and Shanley 1990; Roberts and Dowling 2002;
Rindova, Williamson, Petkova et al. 2005; Rindova, Williamson and Petkova 2010). Nevertheless, since
classical finance theory suggests that investors’ decisions are based on the fundamental information of a
firm’s financial performance, it tends to rule out a positive reputation-performance relationship. To
clarify this puzzle, it is necessary to uncover the mechanism through which a good reputation reduces
investors’ uncertainties regarding a firm, and consequently identify how firms compete with a good
reputation in the capital market. Understanding such a mechanism is crucial for firms with a high
development potential. By achieving a good reputation, they are capable of acquiring adequate and
reliable financing from investors, which is of a great importance for turning their potentials into a good

performance.

Uncertainty is a fundamental issue in the capital market, which exposes investors to various risks
for their investment (Baker and Wurgler 2002). During the early 1970s, economists have employed the
agency theory to describe a risk-sharing problem, using the metaphor of a contract (Jensen and Meckling
1976). One of the intensively discussed agency problems is the conflict between firms and investors in
the finance literature (see, e.g. Myers and Majluf 1984; Healy and Palepu 2001). Due to the information
asymmetry between these two parties, investors have difficulty in verifying a firm’s motives to behave
appropriately, for instance, judging whether the managers of a firm will strive to maximize shareholders’
values. The severity of such a conflict between firms and investors reflects the level of a firm’s
management risk (Jensen 1986). In addition to this risk, investors also bear a business risk. It stems from
the uncertainty regarding a firm’s potential growth opportunities (McConnell and Servaes 1994), or in
other words, its ability to achieve a forecasted cash flow. Bearing management and business risks in
investment decision making, investors would demand a risk premium to compensate for the uncertainties
of their investments. As a consequence, firms have to bear a high financing cost, as well as a barrier for
choosing different financing methods, which reduces their accessibility to capital (Myers and Majluf 1984;
Jensen 1986; Healy and Palepu 2001).
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Discussions on the role of reputation in reducing uncertainties in the capital market have emerged
in different areas of literature. Existing studies vary from personal reputation of financial analysts such as
auditors and underwriters (Beatty and Ritter 1986; D'Aveni 1990) to corporate reputation (Chemmanur
and Paeglis 2005; Farber 2005; Herbig ef al., 1994), and from stock market performance in normal times
(Baker and Haslem 1973; Brammer ef al. 2006) to extraordinary circumstances such as IPOs (Carter and
Manaster 1990; Helm 2007) and corporate crises (Schnietz and Epstein 2005). Particularly, Mazzola,
Ravasi and Gabbioneta (2006) and Gabbioneta, Ravasi and Mazzola (2007) explain the uncertainty issue
as the fundamental problem when discussing the way of constructing reputation in the capital market.

They find that a good reputation helps reduce the ambiguity associated with the plans of managers.

This paper studies the impact of corporate reputation on reducing different uncertainties in the
investment decision process (i.e., management and business risks), which leads to a competitive position
for a firm in the capital market. The contributions of this paper are twofold. First, it explains the
reputation-performance relation by providing the causal path from a good reputation to a specific
competitive advantage, and subsequently to a superior performance. Second, by further examining the
specific aspects of corporate reputation, this study provides managerial guidelines to firms for managing a

good reputation in order to gain competitiveness in the capital market.

To study the role of reputation in the capital market, we follow a three-step approach. First, we
derive two reputation aspects-trustworthiness and attractiveness-from the demand of firms and investors
for reducing uncertainty between them in the capital market. Second, we identify the strategic value of
trustworthiness and attractiveness for establishing competitive advantages through reducing different
types of uncertainty of investors about firms. We hypothesize that these effects on different types of
uncertainty lead to different firm capital structures, and empirically test these hypotheses. Third, we
identify the key antecedents associated with both reputation aspects. Because these antecedents are based
on the fundamental information about a firm and help in explaining the formation of reputation, this

approach provides insights in the strategic management of reputation.
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4.2 The Role of Reputation in Reducing Uncertainties

4.2.1 Distinguishing Trustworthiness and Attractiveness

The definition of corporate reputation in the literature is diversified (Rindova et al. 2010, Barnett et al.
2006). Nevertheless, Rindova ef al. (2010) address two integrated conceptual points of reputation: “...(a)
reputation refers to social cognitions, such as knowledge, impressions, perceptions, and beliefs and (b)
that these social cognitions reside in the minds of external observers.” In accordance with this view,
Barnett, Jermier and Lafferty integrate different definitions of reputation into one concept: reputation is
defined as a “collective judgments of a corporation based on assessments of the financial, social, and
environmental impacts attributed to the corporation over time” (2006: 34). This definition recognizes
reputation as social cognitions, which refer to the behavioral beliefs. Differently, Caruana (2006) suggests
that besides behavioral beliefs, a reputation also refers to two other components: affect and behavioral
intentions. Employing the theory of planned behavior, he conceptualizes corporate reputation as an
attitude, which reflects the three components above. This conceptualization of reputation adopts a
stakeholder’s perspective and views perceptions as resulting from beliefs. As suggested by Newburry

(2010) and Ponzi et al. (2011), it ultimately results in behaviors supporting a firm.

We adopt these two types of integrated definitions of reputation: as a belief about a firm (Barnett
et al. 2006) and as an affect toward a firm (Caruana 2006), and label them as trustworthiness and
attractiveness in this study. These two perspectives on reputation differ in feature and scope. On the one
hand, attractiveness refers to the feeling of stakeholders about a firm. Schoorman et al. (2007) suggest
that such a feeling may create a temporary “irrationality” about the data on a firm’s ability. When a firm
evokes such a good feeling among its stakeholders, a firm may still attract investors, even when bearing
the uncertainty problem. On the other hand, from the trustworthiness perspective, reputations are
stakeholders’ cognitions on different aspects of a firm. Such beliefs develop as interactions between
stakeholders and the firm accumulate (Weber ef al. 2005). When these beliefs are positive, investors will
hold the perception that firms are committed to behave towards their interests. Thus, a reputation for
trustworthiness is considered as a belief, reflecting stakeholders’ rational evaluations of a firm’s motives
over time. A similar comparison is made between cognition-based trust and affect-based trust (see Chua

et al., 2008).
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High trustworthiness and high attractiveness do not always go hand in hand. For instance, high-
tech firms in the internet bubble in the late 1990s are a good example of firms which attract investors but
which they do not consider as trustworthy. Lieberman and Asaba (2006) discuss the herd behaviors of
analysts and institutional investors in that situation. They find that investors’ evaluations of a high-tech
firm do not solely depend on their own information. Instead, they regard a firm as an attractive
investment object if other investors are confident at the firm’s “great prospects”. Investors’ herd
behaviors (i.e. over the purchase of equity from untrustworthy firms) drive the internet bubble upward,
and eventually lead to a fatal loss. Such an irrational imitation serves to enhance the firm’s attractive
status, but does not suggest that this firm will indeed behave towards investors’ interests. This example
shows that holding an attractive status does not ease investors’ uncertainty on firms’ motives. An
opposite situation, then, is a trustworthy firm which is not attractive to investors. Jensen (1986) suggests
that compared to a firm with a variable free cash flow, that with a constant one is more engaged in
investors’ interests to fulfill scheduled payments, such as those for debt. A good example is retail
companies. Holding a constant free cash flow, these firms have a potential to access the capital market by
using debt instruments. However, the low-risk low-return nature of the retailing business is not attractive
to equity investors with a high expectation on returns. Narayanan (1988) points out that such an
underpricing on these firms’ value force them to stick to debt financing. This example shows that being a
trustworthy firm does not ease investors’ uncertainty on its ability. The two examples demonstrate that

the two aspects of reputation cannot substitute each other.

Since trustworthiness and attractiveness are two reputation aspects, they can be both recognized as
intangible assets. As stated in Fombrun and Shanley (1990), reputation in general enhances firm
effectiveness by signaling current and potential exchange partners on value creation. As intangible assets,
they may fit the resource based view (RBV) framework: as economic resources, they generate
competitive advantages that enable a firm to conceive of and implement strategies for improving its
efficiency and effectiveness. Resources, or capabilities, enable a firm to acquire and develop its assets to
achieve a superior performance than competitors (Dierickx and Cool 1989). Both Barney (1991) and Hall
(1992) argue that reputation may be regarded as an intangible resource belonging to a firm and
contributes to achieving a competitive advantage through differentiation. A growing body of theoretical
research discusses the role of reputation in line with the RBV (Deephouse 2000; Pfarrer et al. 2010).

Besides, many other papers identify the specific competitive advantages generated by reputation in
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different contexts (e.g., Deephouse, 1999; Shamsie 2003; Rindova et al. 2005). Their findings support the

RBYV that reputation is a valuable intangible resource.

An important contribution of the RBV is to clarify the causality between corporate reputation and
financial performance. Many empirical studies document that a good corporate reputation is associated
with a good financial performance (McGuire, Schneeweis and Branch 1990; de la Fuente Sabate and de
Quevedo Puente 2003). However, the direction of causality is not always clear: some studies find that
reputation leads to a good performance (Deephouse 1997; Roberts and Dowling 1997), while others
suggest that performance is an antecedent to reputation rather than a consequence (Fryxell and Wang
1994; Rose and Thomsen 2004; Deephouse and Carter 2005). This leads to a “chicken or egg” dilemma:
To what extent does corporate reputation enhance a firm’s performance and to what extent does
performance enhance reputation (Bergh, Ketchen, Boyd et al. 2010)? Roberts and Dowling (2002)
employ the RBV to explain the competitive advantage that reputation creates on sustaining a superior
financial performance. They find that the uncertainty about the underlying quality of a firm makes it hard
for competing firms to offset the signaling benefits by a good reputation. This effect may create a circle
that good reputation firms would engage in the actions to further enhance their reputation, and thus

sustain its superior performance.

4.2.2 Reducing Investors’ Uncertainty by Holding a Good Corporate Reputation

Reputation scholars argue that a good reputation can generate advantages to a firm competing in the
capital market. For instance, Beatty and Ritter (1986) point out that when a firm is issuing common
shares to the public, the underwriter’s reputation enhances the firm’s access to the capital market. More
generally, Dowling (1994) argues that corporate reputation plays a role in attracting investors, which
ensures a long-term good performance. In this study, we identify how corporate reputation serves in

creating those competitive advantages through reducing investors’ uncertainties.

Myers and Majluf (1984) and Jensen (1986) suggest that the constraints for a firm to access the
capital market refer to bearing a high financing cost and limited flexibility in choosing different financing
instruments. The origin of these constraints stems from investors’ uncertainties when making investment

decisions, such as the management and business risks. Conversely, when these uncertainties are

76



Competing in the capital market with a good reputation

weakened, a firm has the potential to gain competitive advantages in the capital market (Modigliani and

Miller 1958; Titman and Wessels 1988; McConnell and Servaes 1994; Baker and Wurgler 2002).

In the capital market, firms are subjected to financing costs because investors demand a higher
return to compensate the risk of investment. As discussed by Jensen (1986), according to the agency
theory, the financing costs stem from the conflicts of interests between managers and investors.
Hirshleifer (1993) points out that since managers have the incentive to increase the size of a firm, when
obtaining sufficient financing, they may not behave towards the interests of investors, but overinvest in
low or even negative profit projects, in order to maximize their own benefits. Hence, investors bear the
uncertainty that when investing in a firm, managers may not aim to maximise investors’ benefits
(Dierkens 1991; Rajan and Zingales 1995). In response, investors would require a high risk premium
when contracting their investments, which, in other words, generates a high financing cost to the firm
(Barney and Hansen 1994; Healy and Palepu 2001). With a high financing cost, firms bear limited access

to the capital market and may pass up some growth opportunities.

The agency problem mainly stems from an uncertainty on firms’ motives. In order to reduce such
an uncertainty, it is vital to establish investors’ certainty on firms’ incentives of behaving towards their
interests. As sophisticated decision makers, investors tend to take into account both publicly available and
privately acquired information (Milgrom and Roberts 1986). As a consequence, investors may infer
expectations about the motives of a firm through the perceptions of other people. For instance, if other
stakeholders, such as employees and communities, perceive a firm with positive motives to improve its
working environment and voluntarily contribute to societies, it may suggest that this firm has an incentive
to fulfil stakeholders’ expectations, including those of investors (Hillman and Keim, 2001). These
collective perceptions, held by these stakeholders, are summarized in a firm’s reputation for
trustworthiness among stakeholders. We follow Boon and Holmes to define trustworthiness as “positive
expectations about another’s motives with respect to oneself in situations entailing risk” (1991: 194).
Notice that willingness to take risks is at the core of trust. Mayer, Davis and Schoorman (1995) and
Weber, Malhotra and Murnighan (2005) argue that trust essentially means to take risk and leave oneself
vulnerable to the actions of trusted others. This risky situation just reflects investment decisions in the
capital market: If investors hold a high expectation about firms’ motives to behave towards their interests,
they are willing to expose themselves to the actions of invested firms. Therefore, whereas formed among

other stakeholders, a reputation for trustworthiness helps reduce investors’ uncertainty on firms’ motives
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to behave towards investors’ interests and welfare. This is parallel to the viewpoint in Suh and Houston

(2010) on how trust is formed between buyers and suppliers.

Even if the uncertainty on motives is reduced, in the sense that managers share the same interests
as investors, firms may still miss growth opportunities because investors also bear a business risk (i.e.
uncertainties on a firm’s abilities to achieve a forecasted cash flow). Myers and Majluf (1984) point out
that since managers hold more information about a firm’s status than investors, when additional capital is
needed, managers can attempt to attract equity investors by promising an unrealistic firm capability. In
other words, acquiring additional capital through issuing new equity implies an overpricing of the firm’s
current value. Therefore, investors ask for a high premium when contracting new equities. The firm, as a
consequence, may pass by some growth opportunities. Such an information asymmetry problem is well
discussed in Healy and Palepu (2001). This problem, however, does not apply to acquiring new capital
through issuing new debt, because debtholders only demand a fixed interest to compensate the business
risk (Myers 1984). Firms suffering from such an information asymmetry problem, as a consequence, are
bonded by debt financing, and would lose their flexibility in choosing different financing instruments.
Since financing flexibility is crucial in implementing long term financing strategies (McConnell and

Servaes 1994), it is in the firm’s interest to reduce such an uncertainty caused by information asymmetry.

Similar to the arguments applied to the aforementioned uncertainty problem on motives, investors
tend to price all available information relating to a firm’s status. The confidence that other stakeholders
hold in a firm’s potential may help in mitigating this uncertainty problem, and enhance firms’
attractiveness to investors. Besides, Mazzola et al.(2006) find that a knowledgeable, respected and
committed firm leader may generate positive affect among investors regarding the corporate goals. The
positive affect of stakeholders is reflected by a firm’s attractiveness, i.e. whether corporate constituents
“feel good about this firm” (Fombrun and Gardberg 2000). When a firm has a high attractiveness,
stakeholders may have confidence in the firm’s performance, and may commit to positive behavior
towards these firms (Caruana 2006; Ponzi, Fombrun and Gardberg, 2011). For instance, consumers are
willing to purchase their products and suppliers are willing to keep on contracting with these firms. All
these valuable outcomes will eventually contribute to firm value. Therefore, investors will have positive
opinion regarding a firm’s ability for generating a high firm value in the future. As a consequence, they
would not regard the firm’s equity issuing as a signal of overpricing the current firm value. Therefore,
attractiveness gives an investor “the needed first piece of evidence to take some initial risk” (Das and
Teng 1998: 504) on their investment decisions. In other words, such a reputation has a direct link to
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behavioral intentions (Caruana 2006). This is in line with the discussion in Schoorman, Mayer and Davis
(2007) that stakeholders intend to take a sudden risk not warranted by the available evidence because of
positive affect. Therefore, a high attractiveness serves to reduce investors’ uncertainty on a firm’s

capability.

To summarize, we have identified two aspects of corporate reputation, trustworthiness and
attractiveness, which play important roles in reducing management and business risks of investors,
respectively (i.e. uncertainty on firms’ motives and uncertainty on firms’ ability). By reducing investors’
uncertainty, firms have the potential to gain competitive advantages in terms of a low financing cost or a
high financing flexibility, respectively. These arguments are summarized in the conceptual model

illustrated in Figure 4.

Figure 4. Conceptual model

Corporate Reputation

High trustworthiness High attractiveness

1 1

Uncertainties in the capital market

Low uncertainty on Low uncertainty on
firm’s motives firm’s capability
(management risk) (business risk)

1 1

Competitive advantages

[ Low financing cost ] [ High financing flexibility ]
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4.3 The Role of Reputation in Capital Structure

Our hypotheses in this study are summarized in the research model shown in Figure 5. We will discuss

them in detail in the following paragraphs.

4.3.1 The Roles of Trustworthiness and Attractiveness in Capital Structure Management

Trustworthiness helps firms establish a competitive advantage through a low financing cost, while
attractiveness helps firms gain a competitive advantage through a great flexibility, respectively. With
different competitive advantages, a firm is capable of choosing different financing strategies. Thus the

two aspects of reputation should have different impacts on firms’ financing management.

Myers and Majluf (1984) point out that in general managers will follow a pecking order in
choosing financing instruments: Using up internal funds first, then using up risky debts, and finally
resorting to equity. This is due to the fact that the cost of external financing is higher than the cost of
internal financing; between the two external financing instruments, the cost of equity is much higher than
the cost of debt. The pecking order of choices is summarized in the pecking order theory (POT) as a main
stream theory on explaining the capital structure management (McConnell and Servaes 1994; Baker and
Waurgler 2002). Following the pecking order choice is consistent with maximizing investors’ wealth.
Firms that have incentives to behave towards investors’ interest will choose to voluntarily follow such a
pecking order strategy. Firms with low financing flexibility, on contrary, are restricted to follow a
pecking order strategy. They would not go for equity financing before using up their debt capacity which
results in a high level of debt. This further limits the firm to take only low risk projects and pass up the
growth opportunities on high risk-high profit projects. However, a firm may deviate from the prediction
of POT in managing its capital structure. As mentioned, when investors bear lower uncertainty on a
firm’s ability, the firm has more flexibility in using external funds. By choosing to issue equity when the
market fairly prices its value, the firm with a high financing flexibility can deviate from the pecking order

choice.

Different financing strategies result in different balances between financing instruments, i.e. a
firm’s capital structure. A healthy capital structure is crucial for firms’ long term development. It should
on the one hand bear limited risk, and on the other hand well finance the projects for the growth of the

80



Competing in the capital market with a good reputation

firm (Rajan and Zingales 1995; Healy and Palepu 2001; Sharfman and Fernando 2005). Because firms are
mainly financed either through debt or equity capital, a major indicator of capital structure is the ratio of
debt to its total financing, which is called the leverage level of a firm. The different financing strategies
result in different determinants in the leverage level. Thus, in order to explore which types of financing

strategies are used by a firm, we can investigate the determinants of the leverage of the firm. Most
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Figure 5. The research model on the moderation effects of reputation
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empirical studies agree on four determinants of leverage: growth, profitability, size and asset tangibility

(Titman and Wessels 1988; Smith and Watts 1992; Rajan and Zingales 1995).

We follow Rajan and Zingales (1995) to explain the relations between the four determinants and
leverage. First, because firms with high growth opportunities have a potential to be more profitable, but
endure a higher risk, managers may pursue high profits and tend to invest suboptimally (pursue risky
projects for a potential high growth) to expropriate wealth from the shareholders (Myers and Majluf 1984;
Baker and Wurgler 2002). Thus, if firms with a high growth issue new equity, it indicates that these firms
have a great flexibility to deviate from the pecking order for financing. By issuing new equity, their
leverage levels are correspondingly lower. Therefore, we should observe a negative relation between
growth and leverage. When a strong negative relation between growth and leverage is observed among a
group of firms, it indicates that the high-growth firms in this group indeed choose to deviate from the
pecking order strategy. Second, profitability is an indicator of the capacity of internal financing. Having a
higher profitability indicates a potentially larger amount of earnings available to be retained. Thus,
profitability demonstrates the amount of internally generated funds. If firms with a high profitability use
internal funds as much as possible, it suggests that they choose to follow the pecking order for financing,
and they will have a low leverage level. Hence, we should observe a negative relation between
profitability and leverage. When a stronger negative relation is observed among a group of firms, it
indicates that the profitable firms in this group choose to follow the pecking order strategy more closely.
Third, tangible assets are easy to collateralize (i.e. have more assets to pay back debt at bankruptcy), and
thus can reduce the cost of debt. So it is considered as an indicator of potential collaterals for debt. If
firms with more tangible assets take the advantage to issue more debt, it suggests that they are willing to
follow the pecking order strategy, resulting in higher leverage levels. Therefore, we should observe a
positive relation between asset tangibility and leverage. When a stronger positive relation is observed
among a group of firms, it indicates that firms with a high tangibility in this group follow the pecking
order strategy more closely. Fourth, large firms are more diversified and less prone to bankruptcy, so size
is considered as a proxy for the inversed probability of default. If costs of financial distress limit leverage,
the greater diversification of larger firms enables them to have more access to the debt market. Similar to
asset tangibility, size has a positive relation with the leverage level. When a stronger positive relation is
observed among a group of firms, it indicates that large firms in this group follow the pecking order
strategy more closely. To summarize, if firms’ leverage levels are more determined by the determinants

of profitability, asset tangibility and size, their financing strategy is more in line with the POT; conversely,
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if firms’ leverage level are more determined by growth, their financing strategy is more deviated from the

POT.

Because firms with high attractiveness or high trustworthiness have different competitive
advantages and apply different financing strategies, we should observe different impacts of the four
determinants on leverage. As discussed, firms with high attractiveness have the competitive advantage of
flexibility in selecting financing instruments. Thus their financing managements are not bonded by the
pecking order choice of financing instruments, and have less difficulty to catch growth opportunities. As
a consequence, we conjecture that the leverage levels of firms with a high attractiveness would be more
associated with growth, and less associated with the other determinants. Conversely, firms with high
trustworthiness would behave towards investors’ interest and follow the pecking order choice of the
financing instruments. Therefore, we conjecture that the leverage levels of firms with a high
trustworthiness would be more associated with profitability, asset tangibility and size, while they would
be less associated with the other determinants. These statements are formulated in the following

hypotheses:

Hypothesis la: Attractiveness strengthens the effect of growth, but weakens the effects of

profitability, asset tangibility and size on leverage.

Hypothesis 1b: Trustworthiness strengthens the effects of profitability, asset tangibility and size,

but weakens the effect of growth on leverage.

4.3.2 The Key Factors Associated with Trustworthiness and Attractiveness

We have identified the roles of trustworthiness and attractiveness in the capital market as intangible
resources: They help reduce investors’ uncertainties from different aspects, and build up different
competitive advantages respectively. However, the formation of these two aspects is not clear yet. To
figure out this problem, it is necessary to clarify the key factors associated with a positive trustworthiness
or attractiveness. These factors are in line with the attributes which Fombrun and Shanley (1990) consider
as the fundamental information on the basis of which a reputation is formed. On the one hand, by

identifying these key factors, we can further explore which key factors correspond to trustworthiness and
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which correspond to attractiveness. On the other hand, it provides managerial guidelines to managers who
intend to improve firm’s reputation on either aspect, in order to achieve competitive advantages in the

capital market.

Fombrun and Shanley (1990), in a pioneering paper examining the determinants of corporate
reputation, find that a mix of signals (i.e. marketing, accounting, institutional and strategy signals) drive
the construction of reputation perceived by the general public. These determinants can be regarded as the
beliefs on different aspects of a firm. Different belief attributes may work through distinct mechanisms in
enhancing competitive advantages and result in different impacts. When measuring the reputation
perceived by financial analysts, Mazzola et al. (2006) and Gabbioneta et al. (2007) suggest attributes such
as leadership, financial performance, disclosure and internal control systems. The attributes are further
explored in other studies (Farber 2005; Basdeo, Smith, Grimm ef al. 2006; Rindova, Petkova and Kotha
2007). To summarize, their findings suggest that the attributes of reputation may function differently and
have unequal influences on firm value, because different stakeholders may have different concerns on

certain attributes, which is oriented by their own interests.

We consider the effects of a broader range of attributes and try to find out those key factors
demonstrating the impacts on enhancing firm’s competitive advantages in the capital market, which are
comparable with the impacts of trustworthiness or attractiveness. We follow van Riel and Fombrun (2007)
to focus on seven factors: Performance, Products/Services, Innovation, Workplace, Governance,

Citizenship and Leadership, and discuss the potential functions of these factors.

Products are the core of a firm. A high product quality and a good value for money reflect a firm’s
capability of production in the past, which will reduce the information asymmetry for customers, as well
as building up a reliable image of the firm (Rose and Thomsen 2004; Walsh and Beatty 2007). Similar to
products, innovation also has a double-sided effect. On the one hand, R&D is considered as risky projects
of a firm. By focusing on innovation, a firm has an advantage in high growth with a potential risk
(McAlister, Srinivasan and Kim 2007). On the other hand, a high perceived innovativeness is associated
to successful R&D history in the past, which also builds up a consistent image for the firm (Mizik and
Jackson 2003). Therefore, we predict that they may have similar impacts as both trustworthiness and
attractiveness: Firms with high beliefs on products and innovation may have competitive advantages
through holding a low financing cost as well as a great flexibility in choosing financing instrument. The

financing strategy in terms of the pecking order choice is mixed: Such firms may issue equity when
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having a high growth opportunity, or issue debt when having more collateral assets, while preserving the
capacity for internal funding for the future. In other words, profitability, an indicator of internal funding,
is less considered by these firms. Consequently, in the leverage determination model, the effects of

growth, asset tangibility and size will be enhanced, while the effect of profitability will be weakened.

Citizenship, defined as voluntary firm actions designed to improve social or environmental
conditions, may not maximize firms’ present value of their future cash flows (Mackey, Mackey and
Barney 2007), since firms who support good causes and have a positive influence on society may bear a
higher cost thus inducing uncertainty about their profit. Thus good citizenship does not generate
attractiveness to investors. However, the lack of affect is compensated by the increased legitimacy of the
firm (Maignan and Ralston 2002). This legitimacy may translate into an important resource during a crisis,
which reduces the possibility of bankruptcy (Schnietz and Epstein 2005) and thus enhance the trust in the
firm. Hence, we conjecture that beliefs on citizenship have a similar impact as trust. Second, workplace
plays a role in enhancing credibility among employees. Since it reflects how a firm creates equal
opportunities for employees and rewards employees fairly, a higher status on workplace is associated
with higher quality human resources, which may enhance a reliable image of the firm (Gotsi and Wilson
2001). Similar to citizenship, maintaining a good workplace is costly, which does not necessarily generate
attractiveness to investors. Third, governance is also a signal of trustworthiness. A clear, independent and
credible internal control is important for building up confidence in the effectiveness of the control system
(Mazzola et al. 2006). Good governance, as a consequence, demonstrates a high transparency of a firm’s
internal control and a firm’s commitment to high legitimacy. However, because governance is not directly
associated with profit generation, it does not necessarily attract investors. In sum, the three attributes,
citizenship, workplace and governance all reflect a firm’s legitimacy. Because they contribute to a firm’s
credibility, we conjecture that they have similar impacts as trustworthiness which creates competitive

advantage in holding a low financing cost.

A good reputation for performance indicates a high profitability in the past, which could be a
positive signal for the firm’s asset quality and stable cash flow in the future (Roberts and Dowling 2002).
Thus, it reflects the information on a firm’s strategic success and contributes to attract investors. A good
reputation for leadership is a key factor to success (Carter 2006; Mazzola et al. 2006). Firms with strong
and appealing managers who have a clear view for the future development may have a better
communication with the investors. Both beliefs on performance and leadership provide relatively
concrete information regarding a firm’s strategy, either through the firms’ financial reports or the
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communication with its managers, which help reduce the information asymmetry between firms and
investors. Particularly, MacGregor et al.(2000) point out that positive affect is associated with a number
of specific attributes, such as the quality of management or the prospects for financial success. Therefore,
performance and leadership may have similar impacts as attractiveness, which creates a competitive

advantage on having flexibility in financing management.

Based on this reasoning, we predict that:

Hypothesis 2a: Products and Innovation have mixed moderation effects on the leverage
determinants: They strengthen the effects on growth, asset tangibility and size, while weaken the

effect on profitability.

Hypothesis 2b: Citizenship, Workplace and Governance have a similar moderation effect as
trustworthiness in the leverage determinant model: They strengthen the effects of profitability,

asset tangibility and size, while weaken the effect of growth in the leverage determination model.

Hypothesis 2c: Leadership and Performance have a similar moderation effect as attractiveness in
the leverage determinant model: They strengthen the effects of growth, while weaken the effect of

profitability, asset tangibility and size in the leverage determination model.

4.4 Variable Construction and Model Specification
4.4.1 Data and variable construction

Our dataset consists of firms’ corporate reputation data and financial data. To measure corporate
reputation, we use two datasets provided by the Reputation Institute (RI) ': One reflects the two
reputation aspects, trustworthiness and attractiveness, and the other includes the seven key factors

associated with these two aspects.

! For more information about the data, please see the RI website at http://www.reputationinstitute.com/knowledge-
center/global-pluse, or the discussion in Ponzi et al. (2011).
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For trustworthiness and attractiveness, we consider two reputation dimensions from the survey data
conducted by the RI, Trust and Feeling, as their proxies, respectively. We name them as Trustworthiness
and Attractiveness. The RI is a management consultancy company founded in 1997 and operates in thirty
countries. It conducts an annual online survey between January and February to measure the corporate
reputations of companies in 29 countries, starting from 2001. There are around 60,000 general public
respondents annually. The survey is based on a set of questions posed to respondents familiar with a
company, and the answers are used to create scores of the four underlying reputation dimensions: 7rust,
Feeling, Esteem and Admire & Respect on a scale ranging from 0 to 100. Trust, which is considered as a
measure of Trustworthiness, is constructed through the question asking respondents to indicate their
agreement with the statement that “[company] is a company that I trust” in the survey conducted by
Reputation Institute (Ponzi et al. 2011). Feeling, which is considered as a measure of Attractiveness, is
constructed through respondents’ agreement with the statement “[company] is a company I have a good
feeling about”. The Reputation Institute reports the overall measure of reputation, the Pulse Score, which
is computed as the mean of the four dimensions, as an indicator of the overall reputation of a company.
The topline results are published annually in Forbes as a ranking of “The World’s Most Respected

Companies”.

Meanwhile, the RI survey also creates a standardized approach to measure the scores on seven key
factors of reputation: Performance, Products/Services, Innovation, Workplace, Governance, Citizenship
and Leadership, which are referred to as the RepTrak™ dimensions. These attributes are developed from
the Reputation Quotient (RQ) approach (Fombrun, Gardberg and Sever, 1999). By combing 23 reputation
indicators based on the annual survey, RI forms these seven core factors to represent the corresponding
reputation attributes of each firm. We employ the RepTrak™ dimensions data as measures on the key

factors.

In our empirical model, since the Pulse Score involves a potential ‘halo effect’ (a general positive
evaluation affecting the scores on the specific attributes), we regard it as the common factor underlying
the different reputation attributes, while estimating the true scores on the attributes we are interested in
(Trustworthiness and Attractiveness) by eliminating the common information. This is in line with Roberts
and Dowling’s (2002) method to remove financial information from the reputation scores. We regress
Trustworthiness, Attractiveness and the seven reputation factors on the normalized Pulse Score (i.e.

having a mean of zero and a standard deviation of one). The residuals of the regressions contain the
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remaining information that represents the sole contribution of the original reputation variables. We name

the residuals as Trustworthiness, Attractiveness, Products, etc, respectively.

We choose the firms appearing on this list in 2007, 2008 or 2009, where the general public at the
measuring time may base their judgments on the firms’ performances in the year before. % In total, 553
companies are measured in either one, two or all of the three years with both the reputation and the seven

RepTrak™ dimensions.

We match the companies with their end-year financial data in 2006, 2007 and 2008 from Compustat
North America and Compustat Global and EMDB by their GVKEY codes. We drop those companies
without complete available financial data on Compustat. For those companies from different countries,
but referring to the same GVKEY code, we only maintain the one from the country of origin. We also
drop those firms whose financial year end in June. This selection results in our final dataset consisting of

424 firm-year observations for the 2006-2008 periods.

For the financial data, following Rajan and Zingales (1995), we collect and construct the following
variables (see Baker & Wurgler 2002, for more details): Total assets (TA), book debt (BD), book equity
(BE), market equity (ME), retained earnings (RE), earning before interest, tax, and depreciation

(EBITDA), net plant, property and equipment (PPE), and net sales (NS).

Based on those variables, we could construct the financial variables used in our model. The
dependent variable in our analysis is the Market Value Leverage. 1t is calculated as BD/(TA-BE+ME),
and is the end-year Market Value Leverage in 2006, 2007 and 2008 respectively. We focus on the market
leverage because compared to the book leverage it could better reflect the market evaluation of a
company. A low market leverage level corresponds to an appreciation of a firm’s equity value (i.e. more
access to the equity market), which indicates a lower cost of external financing and more flexibility in
capital structure management. Other independent variables are: Market-to-Book Ratio, recognized as the
indicator of growth, calculated as (TA-BE+ME)/TA; Profitability, calculated as EBITDA/TA; Asset
Tangibility, calculated as PPE/TA; and Net Sales as the indicator of size. These four variables were

considered by Rajan and Zingales (1995) as the determinants of leverage level.

2 Since the Global reputation data starts from 2006, it is the earliest year that we could obtain data. However, RepTrak™ scores are not
measured for many companies in 2006, so we decide to choose the data starting from 2007.
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The dataset includes firms from 25 industries. The telecommunications and energy industries present
the highest percentages in the sample, 10.8% and 10.1% respectively. In addition, the dataset includes 22
countries. Half of the firms in the sample are originated from the United States, while European firms

take about 30 percent, and the rest are from other countries.

Regarding the descriptive statistics of the dataset, for the financial indicators, Market Value Leverage
has a significant negative correlation with Market-to-Book Ratio, Profitability and Asset Tangibility,
which suggests that a firm with a high growth, profitability or asset tangibility encounters a low market
value leverage level. The correlations among the four leverage determinants are either modest or low,
which suggests that models involving the four determinants do not suffer from multicollinearity. For the
reputation indicators, we find that firms with a high trustworthiness (attractiveness) do not necessarily
have a high attractiveness (trustworthiness). This observation is in line with our theoretical distinction
between these two reputation aspects. For instance, among the 424 firm-year observations, we obtain 20
high-trustworthiness, low-attractiveness observations defined as those with a Trustworthiness score in the
highest 25 percentile and an Attractiveness score in the lowest 25 percentile, and 32 low-trustworthiness,
high-attractiveness observations defined in the opposite way. The high trustworthiness/low attractiveness
firms include companies like the utility companies Kepco (Korea) and Enel (Italy), Air France, and
telecommunications provider Telenor. The high trustworthiness of these companies may be based on the
relatively focused nature of their businesses. Because of this focused nature, the identities of these firms
might be transparent to the general public, which may help the public to determine the motives of these
firms. However, due to the fact that these firms are involved in fewer product or service categories, they
are only recognized and approached by specific groups, thus it is harder for them to generate a high
attractiveness at a broader level. The low-trustworthiness/high-attractiveness observations, on the other
hand, are mainly large conglomerates like the Brazilian industrial conglomerate Votorantim and Swiss-
Swedish engineering conglomerate ABB. These firms implement a diversified strategy, which might
allow them to make better use of the resources of a core business (Rumelt 1982) or to share resources
across businesses (Chatterjee and Wernerfelt 1991). Since their businesses are successful in different
fields, the general public may hold a good feeling regarding their strengths and capabilities. However,
with a high diversification, managers of these firms may add businesses to increase their private benefits,
which will cause an agency problem (Jensen 1986). Such a problem makes it hard for stakeholders to

determine what these firms stand for and how to position them, leading to a lack of clarity on firms’
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motives which may explain the relatively low trustworthiness. These examples show that our measures of

Trustworthiness and Attractiveness using regression residuals seem to have the face validity.

4.4.2 Model Specification

To investigate the hypotheses addressed in Section 3, we apply the leverage determination model as in
Rajan and Zingales (1995), and then analyze whether the effects of different determinants are

strengthened or weakened when incorporating corporate reputation.

To illustrate the impact of corporate reputation, we make the scatter plot between Market Value
Leverage and Market-to-Book Ratio for high and low reputation firms * and plot the fitted lines
respectively. We consider two reputation measures: Trustworthiness and Attractiveness (see the plots in
Figure 6). We observe that the general negative relation between Market-to-Book Ratio and Market Value
Leverage is weakened for those firms with higher Trustworthiness, while the plot on Attractiveness shows
an opposite moderation effect. The difference between the plots illustrates the prediction of our theory

that the two dimensions of reputation play different roles in reducing investors’ uncertainty.

In order to formally test our theory, we follow the leverage determination model in Baker and

Wurgler (2002) as
MVL, = B, + BMIB, + B,PRO, + B, AT, + p,log(NS,) + €,. @))]

Here the ¢, is a well-behaved error item. We expect to observe that the coefficients of the four

financial determinants are consistent with aforementioned predictions. We then introduce Trustworthiness
and Attractiveness into this model as moderation factors. This procedure helps to identify that by
excluding the common information (i.e. Pulse score), whether the two aspects of reputation,
Trustworthiness and Attractiveness have different impacts on reducing investors’ uncertainty. Then we

modify the model (1) as follows.

? High reputations are defined as those above the 75 percentile of all reputation measures, while low reputations are those below the 25
percentile.
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MVL; = By, + B MTB; + B, ,PRO, + B; | AT, + 3, , 1og(NS,)
+ By Trustworthiness, + B, ,MTB, * Trustworthiness,

+ f3,,PRO, * Trustworthiness, + f3; , AT, * Trustworthiness, 2
+ B, log(NS,) * Trustworthiness, + &,

where the Trustworthiness can be replaced by Attractiveness when testing the effects of each dimension.

We expect that the coefficients of the interactions items present the signs as we predicted in Section 3.1.

The last attempt is to investigate the impacts of reputation attributes (i.e. RepTrak™ dimensions)
on the leverage determination model. Substituting the Trustworthiness in model (2) by the residuals of the
seven RepTrak™ dimensions (i.e. Products, etc.) respectively clarifies this issue, and empirically tests

our predictions in Hypothesis 2.

4.5 Results

Our theory predicts that Trustworthiness and Attractiveness should present opposite moderation effects
on the leverage determination model as summarized in Hypothesis 1. We first focus on the significances

and the signs of the moderation effects, i.e. B, ,, for j=1,2,3,4 in model (2). By comparing the signs of

the coefficients in two models with Trustworthiness and Attractiveness respectively, we form a brief view
on the validity of our hypothesis. Moreover, in model (2) the coefficient of the determinant Market-to-

Book Ratio is | + p, ,Trustworthiness; (and a corresponding equation applies to the model that includes

Attractiveness). Similarly, we can get the coefficients of the other determinants. Then, by estimating the
model, we could quantitatively evaluate the impact of each determinant on the leverage level conditional
on different levels of reputation or reputation dimensions. The quantitative analysis helps justify the
economic significances of the moderation effects. We first present the signs of the moderation effects in
the results, then analyze the quantitative effects. In addition, we identify different moderation effects of

the key factors of reputation, as addressed in Hypothesis 2.
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4.5.1 The Moderation Effects of Trustworthiness and Attractiveness

We start by considering the original finance model (1). The result is in the first column of Table 12. It
suggests that growth and profitability have a significant negative impact on Market Leverage Level at the
0.01 confidence level, while Asset Tangibility has a significant positive impact. This result is consistent
with the predictions and empirical results in Rajan and Zingales (1995). However, Net Sales does not
show a significant effect on leverage as suggested in literature. * The leverage determination model (1)
fitted by our dataset is considered as the benchmark, and we further evaluate the models with the

measures on reputation dimensions.

When introducing the interaction with reputation dimensions, we observe a significantly positive
moderation effect of Trustworthiness on Asset Tangibility and a significantly negative moderation effect
of Attractiveness on Market-to-Book Ratio both at the 0.05 confidence level. Notice that the original
impacts of Asset Tangibility and Market-to-Book Ratio on the leverage level are positive and negative,
respectively. We conclude that Trustworthiness strengthens the impact of Asset Tangibility and
Attractiveness strengthens the impact of Market-to-Book Ratio. These observations confirm our
prediction in Hypothesis 1 that Trustworthiness and Attractiveness reduce investors’ uncertainties from
different aspects. However, except the two observed moderation effects, the other interaction terms are

not significant as predicted in our conjecture.

The second approach is to quantify the impacts of the determinants conditional on the reputation
dimensions. We only consider the significant moderation effects (i.e. Trustworthiness on Asset
Tangibility, Attractiveness on Market-to-Book Ratio). By a quantitative analysis, we assess how much the

high and low reputation firms differ.

We enter specific Trustworthiness or Attractiveness values to identify the economic impacts of
reputation dimension. The 25th and 75th percentiles of Trustworthiness (i.e. -0.8 and 0.82) are employed
as the conditioning levels of the low and the high trustworthiness. By setting Trustworthiness to -0.8, we
get the coefficient of Asset Tangibility as 0.044. Considering a one-standard deviation shock on Asset
Tangibility, i.e. increasing or decreasing Asset Tangibility by 0.2129, the corresponding leverage change
is then 0.9%.

* One potential explanation of the insignificance of size is that only large firms are considered in constructing the reputation
data. Thus, the firms in our sample are among the 600 largest firms in the world, which may weaken the effect of size on the
leverage level.
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Table 12. Moderation effects of Trustworthiness and Attractiveness by OLS

Model 1 Model 2 Model 3

1 (Constant) L,69%* LO5%* L67%*
(,10) (,10) (,10)
Market-to-Book Ratio -,05%* -,05%* -,059%*
(,01) (,09) (,09)
Profitability -2,01%* -1,96%* -1,94%*
(,13) (,12) (13)
Asset Tangibility L10%* ,10% ,10%*
(,04) (,04) (,04)
Net Sales ,01 ,01 ,01
(,01) (,01) (,01)
2 Trustworthiness -12.
(.07)
3 Attractiveness -,04
(09
Interaction with Market-to-Book Ratio ,01 -,02%
(,01) (,01)
Interaction with Profitability -,02 ,09
(,09) (,09)
Interaction with Asset Tangibility ,07* ,04
(,03) (,03)
Interaction with Net Sales ,01 ,00
(,01) (,01)
R Squared ,62 ,63 ,64
F-test 173,05%* 78,84** 81,63**

a Dependent variable: Market Value Leverage.
b . p<O0.1; * p<.05; ** p< .01.

Compared to the standard deviation of Market Value Leverage, 24.04%, it is a negligible effect. It
suggests that the determining effect of Asset Tangibility on the leverage level is diminished for firms with

low trustworthiness.

However, when setting the Trustworthiness to 0.82, the coefficient of Asset Tangibility is 0.1574.
In this case, a one standard deviation shock on Asset Tangibility corresponds to a leverage change of
3.4%. The economic significance is considerable. Therefore, Asset Tangibility is a significant determinant
of the leverage level only for firms with high trustworthiness. This is in line with our theory that more
trustworthy firms have more incentive in following the pecking order strategy by using tangible asset to
collateral for obtaining more debt capital. Such a trustworthy behavior corresponds to a lower financing

cost.

A similar approach on Attractiveness suggests different effects on Market-to-Book Ratio. By

conditioning on the 75 percentile and 25 percentiles of Attractiveness (i.e. 0.82 and -0.84), we get the
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corresponding coefficients of Market-to-Book Ratio as -0.07 and -0.04. As a result, a one standard
deviation shock on Market-to-Book Ratio corresponds to leverage changes of 8.3% and 5.1%. Compared
to the standard deviation of Market Value Leverage, these effects are economically significant and the
difference is considerable. Therefore, Market-to-Book Ratio is a significant determinant of the leverage
level for both firms with high and low Aftractiveness. However, for firms with a high Attractiveness the
determining effect is higher. This is in line with our theory that more attractive firms can use growth
opportunities to attract more equity financing, which indicates a higher flexibility in choosing different

financing instruments.

In sum, the results from our regression analysis partially confirm our Hypothesis 1 in predicting
the moderation effects of trustworthiness and attractiveness. The bottom-line is that trustworthiness and
attractiveness present different moderation effects on the capital structure determinants. This is due to the

fact that they generate different competitive advantages.

4.5.2 The Moderation Effects of the Seven Key Factors

The regression results on the seven reputation dimensions are shown in Table 13. Table 14 further
highlights the significances and signs of the interaction terms with leverage determinants, as well as the

comparison with the results of Trustworthiness and Attractiveness.

From Table 13, we observe that the moderation effects of the reputation dimensions can be
categorized into two groups. Within the same group, the reputation dimensions present similar patterns,

while the impacts of the dimensions across groups are different.

GROUP 1: Performance, Leadership, Products and Innovation. They weaken the negative effect
of Profitability, while Products and Innovation also strengthen the positive effect of Asset

Tangibility.

GROUP 2: Citizenship, Workplace and Governance. They weaken the negative effect of Market-
to-Book Ratio, while Citizenship and Workplace also strengthen the negative effect of Profitability.
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It is clear that the moderation effects in the two groups are in different directions, particularly on
Profitability. Specifically, the moderation effects of the dimensions in Group 2 are all consistent with our
conjecture on the effect of trustworthiness. For the attributes in Group 1, the weakening effect on
Profitability is in line with our conjecture on the effects of attractiveness. However, a subgroup, Products
and Innovation, strengthens the positive effect of Asset Tangibility, which is in line with our conjecture on

the effects when both Trustworthiness and Attractiveness are high.

The results on the reputation dimensions provide further evidence supporting our theory. For
instance, in the analysis of Trustworthiness, we do not observe the weakening effect on Market-to-Book
Ratio and the strengthening effect on Profitability. The impacts of the dimensions in Group 2 fill this gap.
Similarly, the weakening effect of attractiveness on Profitability is now demonstrated by the determinants
in Group 1. The categorization of reputation determinants suggests that they play different roles in capital
structure management, and the difference matches our predictions. Specifically, the dimensions in Group
2 stand on the Trustworthiness side. The only exception is the subgroup of Group 1 consisting of
Products and Innovation. From the empirical result, they present moderation effects predicted by
combining a high Trustworthiness and a high Attractiveness. Therefore, we further divide Group 1 into
Group la: Performance and Leadership, which are considered as the dimensions in line with

Attractiveness; and Group 1b: Products and Innovation, which are in line with both Attractiveness and

Trustworthiness.
Table 14. Moderation effects identification
Sign of Significant Coefficients
gf;‘:)rl:‘gatt‘l’o Profitability Ta:gsislfitli o  NetSales
Original Effects -kE -k +**

Trustworthiness +*
£ Attractiveness -
= Performance +x*
= Citizenship 4 - +*
£ Workplace % -
£ Products +. % +.
§ Innovation %% +. +.
= Governance +*

Leadership +.

a Dependent variable: Market Value Leverage.
b . p<O0.1; * p<.05; ** p<.01.
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The empirical results of the seven reputation dimensions are consistent with our conjecture on
how they are associated with Trustworthiness and Attractiveness. Therefore, we label the reputation
dimensions according to their roles in the capital market: performance and leadership represent a firm’s
“strategy”’; citizenship, workplace and governance reflect a firm’s “legitimacy”; products and innovation
indicate a firm’s “capability”. We further employ the principle component analysis with Varimax rotation
on the seven reputation determinants. We extract the first three components, which account for 75 percent
of the total variation. Each component is defined by a group of determinants with high loadings which are
consistent with our categorization. That is, performance and leadership load highly on component 1 and
low on the others; products and innovation load highly on component 2 and low on the others; and
citizenship, workplace, and governance load highly on component 3 and low on the others. So component
1 reflects “strategy”, component 2 reflects “capability” and component 3 reflects “legitimacy”. We regard
these newly constructed components as three reputation drivers that help form the corporate reputation in

capital market.

4.6 Discussion

Our study addresses two fundamental uncertainty problems between firms and investors: Uncertainty
about a firm’s motives and uncertainty about a firm’s capability. These uncertainties correspond to
management and business risks to investors, respectively, and cause different barriers to a firm competing
in the capital market: A high financing cost and an inflexibility in choosing financing instruments. We
then clarify the strategic role of corporate reputation as an intangible resource, in reducing investors’
uncertainties. We define two reputation aspects: Trustworthiness and Attractiveness. One reveals firms’
motives to behave towards investors’ welfare and the other explains the formation of investors’
confidence on a firm’s ability. By theorizing these two reputation aspects as two distinct intangible
resources, we identify that the former resource mainly yields the competitive advantage of holding a
general low financing cost, while the later dimension creates the competitive advantage of flexibility for
choosing financing instruments. By achieving lower uncertainties, both dimensions enhance the

competitive advantages to a firm in the capital market.

We contribute to the reputation literature by distinguishing the two different aspects of reputation,

and empirically identifying their distinct roles in capital structure management. As emphasized by Pfarrer
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et al. (2010), different types of perceptions may have different effects, and these effects can be predicated
by theoretically notions. While they focus on the effects of reputation versus celebrity, our concern is
with the different impacts of distinct reputation aspects. Although previous studies generally address the
competitive advantages generated by a good reputation, this paper further distinguishes two reputation
aspects, and clarifies the theoretical mechanism through which they reduce different uncertainties in the
capital market. Our results suggest that to simply consider reputation as an overall evaluation may
obscure its value in creating different competitive advantages. Because the underlying driving forces of
trustworthiness and attractiveness are different, they function through distinct mechanisms and their
values for generating behavioral intentions are different. Therefore, it may be useful in future research to
explore the impacts of different aspects of trustworthiness and attractiveness on other markets or

management issues.

This study also provides empirical evidence to explain the bounded rationality among investors in
the capital market. Under the assumption of rationality in the classical finance theory, investors only use
technical fundamentals to make investment decisions. However, behavior finance scholars tend to
indicate that other factors are often used by investors to gauge the value of securities. From a
psychological perspective, such a behavior can be explained by bounded rationality (Arthur 1994;
Kahneman 2003). Attractiveness associated with a certain firm is a powerful basis to judge its capability,
which can be considered by investors as such an additional factor to assess the value of the firm’s
securities. MacGregor et al. (2000) point out that affect is part of a coherent psychological framework for
the way in which investors evaluate an investment. Our findings support the view that an emotional factor

such as attractive reputation can influence investors’ judgments.

Studying the impact of the key factors associated with trustworthiness and attractiveness provides
management guidelines, because these key factors refer to the fundamental attributes that managers can
influence. Our results suggest that managers should improve relevant specific aspects of reputation in
order to gain competitive advantages for their firms in the capital market. Although it is in the firm’s best
interest to improve its reputation in general, it is not costless to engage in reputation management
behaviors. Therefore, under budget or capacity constraints, it is useful to understand which reputation
aspects are most likely to produce a competitive advantage on demand. A firm that intends to obtain
flexibility in choosing different financing instruments may try to increase its attractiveness by
establishing its reputation on those associated key factors, such as leadership and performance. This
strategy could be beneficial to new firms: although as new players in the capital market, it is hard for
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them to build up a reputation on trust, which requires a consistent behavior in a long run. Attractiveness
may still provide them the opportunity of being highly-valued by investors, which gives the firm more
access to external funds to capture growth opportunities, for example, a committed and respected leader,
who has a good reputation for past achievements and is personally involved in investor relations
(Mazzola et al. 2006). Another key issue is to maintain a profitable performance and to present the

potential to develop in the future.

On the other hand, firms that strive to achieve a low financing cost can improve their reputation
for trustworthiness by strengthening their reputations on citizenship, workplace and governance. In
general, these aspects imply three types of choices: 1) supporting good causes and environmental
responsibility; 2) offering fair rewards and career development opportunities to employees; 3) high

transparency and openness of a firm.

In addition, because the reputation dimensions products and innovation play a role in reducing
uncertainty by both reducing uncertainty on a firm’s motives and uncertainty on a firm’s ability,
strengthening these two dimensions may have twofold benefits for a firm’s capital structure management.
By obtaining competitive advantages on a low financing cost and a great flexibility, the firm may balance

the pros and cons of the pecking order strategy according to its needs.

In a similar study on the role of reputation in the financial market, Mazzola et al. (2006) examine
reputation formation in financial markets by interviewing financial analysts. They find slightly different
reputation attributes compared to ours. Two attributes in their results, “strategic plans” and “leadership”
are in line with our “strategy” dimension. Their “internal control systems” construct functions similarly to
our dimension on “legitimacy”. However, in addition to the three attributes in their study, we find that
“capacity”, the core value creation indicator of a firm, is also widely considered by firm constituents. This
suggests that a reputation for good products and services could generate attractiveness, in contrast to
Gabbioneta ef al.’s (2007) findings. Although the different results may be attributed to the distinct data
and research methods, we argue that products and innovation are the key indicators of potential earnings

in the future, which are indispensable for creating a reliable image of a firm in order to attract investors.

We are aware of potential limitations our data may suffer from. First, although it is documented
that reputation formed among the general public has an impact on stakeholders’ perception, the impacts
may differ from that of reputation formed among investors. Since the reputation data we employ are
obtained from surveys among the general public, our results might have been different if we had
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measured corporate reputation perceived among investors. Nevertheless, by employing the current data,
we observe significant impacts of reputation on reducing different types of investor uncertainties and on
the capital structure determination model. For future research, a reputation dataset based on a survey
among investors may further contribute to identify the role of reputation. Second, we measure the two
reputation aspects, Trustworthiness and Attractiveness, by a single item. Rossiter (2002) suggests that if
an attribute has virtually unanimous agreement by raters as to what it is, and they clearly understand that
there is only one characteristic being referred to when the attribute is posed, there is no need to use more
than a single item to measure it in the scale. Since these two reputation aspects are abstract attributes, it is
likely that a single-item measure is not sufficient. However, our results suggest that the single-item
measured Trustworthiness and Attractiveness are capable of identifying the different impacts of these two
reputation aspects. For future research, a different approach on measuring these aspects may help to

examine the consistency of the results.
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DISCUSSION AND CONCLUSION

5.1 Introduction

Corporate reputation is particularly important for firms’ long-term performance and competitive
advantages (e.g. Fombrun and Shanley 1990; Roberts and Dowling 2002; Rindova, Williamson and
Petkova 2010). In an effort to understand the importance of the different aspects of corporate reputation,
extant research has considered not only various conceptualizations of reputation, but also its various
antecedents and consequences. This dissertation contributes to the multifaceted conceptualization of
reputation (1) by examining different economic values of overall corporate reputation and its pre-
condition—uvisibility—in Study 1, (2) by considering reputation among different stakeholders—public
stakeholders and financial stakeholders—in study 2, and (3) by distinguishing two dimensions of
financial reputation—trustworthiness and attractiveness—in Study 3. Acknowledging this multifaceted
conceptualization of corporate reputation is crucial for firms to develop an effective strategy for

reputation management, and further achieving competitive advantages in competitions.

In addition, this dissertation attempts to advance the understanding of the antecedents of
reputation by investigating various organizational and managerial antecedents with respect to different
reputation dimensions. Although some research proposes various determinants of corporate reputation

(e.g. Fombrun and Shanley 1990; Fombrun, Grardberg and Sever 2000; Rindova, Williamson, Petkova et
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al. 2005), these antecedents are hardly identified with respect to different stakeholder groups. Especially
regarding the financial stakeholders, it is still unclear what the driving forces of a positive perception are.
By considering these antecedents more thoroughly, I aim to advance the understandings of the factors that
influence different types and dimensions of corporate reputations. Study 2 and Study 3 in this dissertation
approach this research question from different angles. Study 2 solely focuses on different types of
corporate social performances, and their respective roles in determining the perception among public and
financial stakeholders. Study 3 explores a broader set of organizational and managerial antecedents (e.g.
products, performance, etc.), and clarifies their importance in driving trustworthiness and attractiveness,

respectively.

Last but not least, this dissertation examines the consequences of different reputation dimensions
with respect to different types of financial performance. Study 1 develops a portfolio study to examine
stock market performances of reputable firms. Although existing research has examined the corporate
reputation-corporate financial performance linkage, they rarely use the equity performance approach,
which is more directly linked to the value of financial stakeholders. Such an approach captures all the
channels through which an intangible asset may contribute to the market value of a firm (Edmans 2011),
and provides the possibility to evaluate the risk-adjusted performance of a firm which is highly important
for financial stakeholders (Becchetti, Ciciretti and Hasan 2007). Therefore, Study 1 in this dissertation
addresses this literature gap. Study 2 and Study 3 further extend this discussion by considering two other
approaches, the free cash flow and the capital structure management approach, respectively. All in all,
these studies provide additional evidence to explain the relationship between corporate reputation and

financial performance from different angles.

In the next section, I will summarize the main findings and contributions of each of the three
studies and then I will highlight the overarching theoretical contributions of this dissertation. It is
continued with a presentation of the managerial implications of this dissertation. Then, I will discuss the
overall limitations of this dissertation and the potential suggestions for future research. In the last section,

I provide a brief conclusion of this dissertation.
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5.2 Primary Findings and Contributions

This dissertation highlights several important findings. The overarching finding across the studies is that
reputation management contributes to both attracting financial stakeholders and achieving a superior
financial performance of the corporation. Each study elaborates this general insight by making its own

important findings.

Study 1 finds that a high visibility leads to a higher total risk and idiosyncratic risk to firms, but
not a higher expected stock return. On the contrary, a higher generalized reputation endows lower risk to
a firm, without lowering expected stock return. The risks of less visible firms stand in the middle of the
“risk spectrum”. They are higher than those of reputed firms, but lower than those of less reputed firms.
These findings are in line with the viewpoint of Pfarrer, Pollock and Rindova (2010) that visibility alone
cannot form a firm’s reputation. It also supports the behavioral finance theory that investors on the
representativeness-based heuristic that stocks of good companies are representative of good stocks
(Shefrin and Statman 2000; Helm 2007; Statman, Fisher and Anginer 2008). To my knowledge, this
study is the first to elaborate the understanding of the impact of visibility and reputation as risk reduction
proxies (specifically, idiosyncratic risks) on decision making processes among investors. The robust
results on a negative relation between reputation and idiosyncratic risk support the importance of

reputation management for risk-reduction.

The contributions of study 2 are twofold. First, I find that public reputation affects financial
performance partially through the mediator of financial reputation. As a contribution of this study, it
empirically clarifies the distinct roles of reputations among different stakeholders. Although a number of
studies have addressed corporate reputation from this perspective in the management literature (e.g.,
Deutsch and Ross 2003; Rindova, Williamson, Petkova et al. 2005; Love and Kraatz 2009), they did not
provide empirical studies examining the impacts of these beliefs simultaneously or identify the
relationship between reputations perceived among different stakeholders. My work extends this research
stream by introducing the distinction between the expectations of financial stakeholders and public
stakeholders to the framework of reputation management. It provides a new angle by examining
reputation among different groups of corporate constituents empirically. Second, my results suggest that
different corporate social activities affect financial performance differently, depending on the mediation
effects of either public reputation or financial reputation. I extended Carroll’s model by distinguishing the

four types of corporate social performance (i.e. economic, legal, ethical and philanthropy) with respect to
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the interests of different stakeholder groups. On the one hand, a distinction between fundamental and
broader corporate social performances corresponds to the distinct expectations of public and financial
stakeholders, respectively. On the other hand, the distinction between legitimacy and distinctiveness
corresponds to basic requirements regarding corporate social commitments and value creation potential of
non-required corporate social performance activities. Such a distinction is rarely associated with

typologies of corporate social performance.

The findings of study 3 clarify the strategic role of corporate reputation as an intangible resource
in reducing investors’ uncertainties. They suggest that trustworthiness enhances investors’ expectations
regarding a firm’s motives, and gains the firm a competitive advantage from holding a low financing cost.
Attractiveness, on the other hand, reduces investors’ uncertainty regarding a firm’s ability, and generates
the firm a competitive advantage from a great flexibility in choosing different financing instruments. This
study advances the reputation literature in distinguishing the two different aspects of reputation, and
empirically identifying their distinct roles in capital structure management. I conclude from the results
that to simply consider reputation as an overall evaluation may obscure the understanding of its value in
creating different competitive advantages. Because the underlying driving forces of trustworthiness and
attractiveness are different, they function through distinct mechanisms and their values for generating
behavioural intentions are different. Studying the impact of the key factors associated with
trustworthiness and attractiveness, [ find that leadership and performance contribute to obtaining
flexibility in choosing different financing instruments by increasing attractiveness. On the other hand,
firms that strive to achieve a low financing cost can improve their reputation for trustworthiness by
strengthening their reputation for citizenship, workplace and governance. In addition, because the
reputation dimensions products and innovation play a role in reducing uncertainties both regarding a
firm’s motives and capabilities, strengthening these two dimensions may have twofold benefits for a

firm’s capital structure management.

5.3 Overarching Theoretical Contributions

This dissertation uncovers the “black box™ of the corporate reputation-corporate financial performance
linkage through examining the mechanism through which reputation influences financial stakeholders.

Specifically, building on the agency theory, signalling theory, behavioral finance theory, stakeholder
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theory and resource-based perspective, this dissertation explains the importance of corporate reputation in
attracting financial stakeholders from different angles. Thus, the main contributions are to conceptualize
corporate reputation with regard to financial stakeholders, and to examine the mechanisms from a good

reputation to a superior financial performance through the perception formation of financial stakeholders.

The conceptualization of corporate reputation is carried out in two steps. The first step is to
distinguish the perceptions among financial stakeholders from those among other stakeholders. Because
the interests of these types of stakeholders are distinct, their different beliefs and expectations regarding a
firm’s future lead to the distinction of reputations among them. Therefore, in this aspect, I conceptualize
reputation as expectations regarding an organization’s consequences and outputs among different groups
of perceivers, and the predictions by these groups of perceivers regarding the extent to which the focal
organization will meet those expectations. Corporate reputation among a stakeholder group,
correspondingly, can be regarded as a result of evaluations by this stakeholder group regarding the
likelihood that a firm can meet their specific needs. In the second step, I further distinguish financial
reputation into two dimensions: as a belief about a firm and as an affect towards a firm, labelled as
trustworthiness and attractiveness. On the one hand, the trustworthiness perspective refers to stakeholders’
cognitions on different aspects of a firm. They develop when interactions between stakeholders and the
firm accumulate. When positive beliefs are established, investors will hold the perception that firms are
committed to behave towards their interests. Thus, a reputation for trustworthiness reflects stakeholders’
rational evaluations of a firm’s motives over time. On the other hand, attractiveness refers to a feeling
which creates a temporary “irrationality” about a firm’s ability. When a firm evokes such a good feeling
among its stakeholders, financial stakeholders are likely to commit to positive behaviours towards the
firm. Such a hierarchical conceptualization of corporate reputation contributes to an advanced

understanding of financial reputation in terms of its features and its distinctiveness.

This dissertation also highlights the mechanisms by which a good reputation transforms to a
superior financial performance. Stemming from the fundamental information asymmetries between
financial stakeholders and firms, financial stakeholders suffer from management and business risks at
contracting. As a consequence, investors would demand a risk premium to compensate for the
uncertainties of their investment, which generates a financing barrier to a firm for its accessibility to
capital. Thus, I fit the role of financial reputation in the context of the agency problem to explain the
causal chain through which these uncertainties are reduced and the risks are mitigated. Particularly, I
identified the mediating role of financial reputation in the mechanism through which public reputation
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affects financial performance, which contributes to the understanding of how reputations among different

stakeholder groups affect financial performance differently.

Figure 7. Research framework for this dissertation
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A combination of these understandings draws a complete picture of the economic value of
financial reputation to both firms and investors. The main theoretical lens that this dissertation has
utilized the stakeholder theory, which explains the ambiguous relationship between corporate reputation
and financial performance documented in literature. Figure 7 presents the research framework for this

dissertation.
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5.4 Managerial Implications

This dissertation has several managerial implications. Although it is in the firm’s best interest to improve
its reputation in general, it is not costless to engage in reputation management behaviors. Therefore, under
budget or capacity constraints, it is useful to understand which reputation aspects are most likely to
produce a demanding competitive advantage, and which activities can significantly alter the perceptions

of stakeholders on those relevant aspects.

Overall, this dissertation informs managers how to manage reputation among different stakeholder
groups to create distinct competitive advantages to a firm. Especially, to form a positive perception
among financial stakeholders, managers can either target at improving the firm’s performance on some
reputation determinants, such as corporate social performance, or focus on influencing the perceptions
among public stakeholders. The latter choice provides managers with an alternative manner to attract
investors indirectly, and generates more flexibility to managers in stakeholder management. Managers
may choose to engage in particular corporate social initiatives, in order to enhancing the firm’s
relationship with certain stakeholder groups and reaping financial benefits. More specifically, committing
to philanthropic corporate social activities can form favorable perceptions among financial stakeholders,
while engaging in strengthening economic social performance and avoiding negative legal and ethical
social performance are likely to lead to positive perceptions among public stakeholders. These efforts will
further influence financial stakeholders positively. The findings regarding the relationship between
corporate social performance and corporate reputation are in support of the importance of corporate social

commitment.

In addition, this dissertation provides management guidelines with respect to firms with different
statuses. As new players in the capital market, it is hard for new firms to build up a reputation for
trustworthiness, which requires consistent behaviour in the long run. Thus, these firms can target at
obtaining a financing flexibility in choosing different financial instruments, by establishing a reputation
for the associated key factors of attractiveness, such as leadership. For example, a committed and
respected leader, who has an inspiring vision of a firm’s development and strategy is generally seen as
attractive (Mazzola, Ravasi and Gabbioneta 2006). Because attractiveness may still provide them the
opportunity of being highly valued by investors, it will generate these firms more access to external funds
to capture growth opportunities. On the other hand, firms that strive to achieve a low financing cost can

improve their reputation for trustworthiness by strengthening their reputations for citizenship, workplace
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and governance. In general, these aspects refer to activities such as supporting good causes and
environmental responsibility, offering far rewards and career development opportunities to employees,
and high transparency and openness of a firm. Last but not the least, the findings in this dissertation
suggests that the strengths of products and innovation play an important role in reducing uncertainties
between firms and financial stakeholders. They have twofold benefits for a firm’s capital structure
management in terms of competitive advantages in a low financing cost and a great flexibility. Therefore,
to achieve a healthy capital management and a persistent superior performance, managers need to commit
to developing the advantages of products and innovations of a firm. Table 15 provides a summary of the

main managerial implications.

Table 15. Main managerial implications

Main managerial implications
1. Reputation management not only implies achieving a high visibility of a firm,
but also requires efforts in establishing corporate strengths, such as socially
responsible activities, workplace improvement, products and innovation
developments.

2. Influencing the perceptions among financial and public stakeholders positively
will lead to a superior corporate financial performance.

3. To form a positive perception among financial stakeholders, managers can work
through influencing perceptions among public stakeholders.

4. Committing to philanthropic corporate social activities can form favorable
perceptions among financial stakeholders.

5. Engaging in strengthening economic social performance and avoiding negative
legal and ethical social performance are likely to generate positive perceptions
among public stakeholders.

6. To increase financing flexibility, new firms can target at establishing their
reputations on the associated key factors of attractiveness, such as leadership and
performance.

7. Firms that strive to achieve a low financing cost can improve their reputations
for trustworthiness by strengthening their reputations for citizenship, workplace and
governance.

8. Developing the advantages of products and innovations are crucial for a healthy
capital management and a persistent superior performance.
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5.5 Limitations and Suggestions for Future Research

While this dissertation makes several important contributions, I am aware of a number of ways in which it
could be improved and advanced both from a methodological and theoretical perspective. Therefore,

below, I discuss the overall limitations of this dissertation and future research opportunities.

As this dissertation aims to analyse the importance of financial reputation, it would have been
preferred to investigate perceptions among financial stakeholders by a direct approach, such as
interviewing institutional investors. However, we chose to use more indirect approaches due to the data
availability in this dissertation. For instance, in study 2, we employed the Fortune ratings to represent
perceptions among financial stakeholders. Since this measure is based on the aggregated perceptions
among institutional investors and financial analysts, it may rule out the idiosyncratic information of
individual investors, while only addressing the commonality among them. In study 3, I committed to
different dimensions of the Pulse ratings as proxies of trustworthiness and attractiveness. Such a choice is
partially supported by the findings in study 2: Public reputation contributes to influencing the perceptions
among financial stakeholders effectively. Nevertheless, the impacts of public reputation may differ from
that of reputation formed among financial stakeholders. Interestingly, even with employing the Pulse data
as a proxy, we observe significant impacts of the two dimensions of reputation on the capital structure
determination model. For future research, either a more direct approach, such as interviewing institutional
investors directly, can be taken, or a reputation dataset based on a survey among financial stakeholders

solely can be developed to identify the value of financial reputation more precisely.

In addition, this dissertation focused on a specific stakeholder group—financial stakeholders.
Doing so allows for controlling for a variety of factors and is consistent with the focus on explaining the
importance of corporate reputation in attracting investors. However, the other stakeholders are not
distinguished in this dissertation. Rather, they are treated as one group. To gain more insight, future
research may contribute to uncovering the “black box” of the corporate reputation-corporate financial
performance linkage through the casual chains of other stakeholder groups. For instance, Mazzola, Ravasi
and Gabbioneta (2006) and Gabbioneta, Ravasi and Mazzola (2007) have addressed this research
question from the perspective of financial analysts. Because different stakeholder groups may react
differently to the same strategy of a firm, an understanding on their respective values will contribute to

the development of a more complete theory of corporate reputation and other social approval assets.
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5.6 Conclusion

This dissertation aims to advance the understanding of the relationship between corporate reputation and
a company’s attractiveness to financial stakeholders. Specifically, I examine the role of corporate
reputation in the context of the agency problem to explain the causal chain through which the
uncertainties and risks are mitigated for investors. Overall, the findings across the studies suggest that
reputation management contributes to both attracting financial stakeholders and achieving a superior
financial performance of the corporation. Particularly, I identified the mediating role of financial
reputation in the mechanism through which public reputation affects financial performance. This result
also contributes to the understanding of how reputations among different stakeholder groups affect

financial performance differently.
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SUMMARY

Corporate reputation is important for firms’ long-term performance and competitive advantages (e.g.
Fombrun and Shanley 1990; Roberts and Dowling 2002; Rindova, Williamson and Petkova 2010). In an
effort to understand the importance of corporate reputation in different situations, extant research has
considered not only different conceptualizations of reputation, but also its various antecedents and
consequences. This dissertation sets out to understand the relationship between corporate reputation and a
company’s attractiveness to financial stakeholders from different angles. Specifically, building on the
agency theory, signalling theory, behavioral finance theory, stakeholder theory and resource-based
perspective, it uncovers the “black box” of the corporate reputation-corporate financial performance

linkage through examining how reputation influences financial stakeholders.

Stemming from the fundamental information asymmetry problem between financial stakeholders
and management, financial stakeholders suffer from management and business risks at contracting. As a
consequence, investors would demand a risk premium to compensate for the uncertainties related to their
investment. This generates a financing barrier to a firm for its accessibility to capital. Thus, I examine the
role of financial reputation in the context of the agency problem to explain the causal chain through
which these uncertainties and risks are mitigated for investors, and consequently investigate how
reputation helps a firm to lower the financing barrier. Particularly, I identified the mediating role of
financial reputation in the mechanism through which public reputation affects financial performance. This
result also contributes to the understanding of how reputations among different stakeholder groups affect

financial performance differently.

This dissertation contributes to the multifaceted conceptualization of reputation (1) by examining
different economic values of overall corporate reputation and its pre-condition—yvisibility—in Study 1, (2)
by considering reputation among different stakeholders—public stakeholders and financial
stakeholders—in Study 2, and (3) by distinguishing two dimensions of financial reputation—
trustworthiness and attractiveness—in Study 3. Acknowledging this multifaceted conceptualization of
corporate reputation is crucial for firms to develop an effective strategy for reputation management, and
further achieving competitive advantages. The overarching finding across the studies is that reputation
management contributes to both attracting financial stakeholders and achieving a superior financial
performance of the corporation.
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The findings of this dissertation inform managers about how to manage their firms’ reputations
among different stakeholder groups in order to create competitive advantages to a firm. Especially, to
form a positive perception among financial stakeholders, managers can either target at improving the
firm’s performance on some aspects that directly determine reputation among financial stakeholders, such
as corporate social performance, or focus on influencing the perceptions among public stakeholders. The
latter choice provides managers with an alternative manner to attract investors indirectly, and generates

more flexibility to managers in stakeholder management.
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SAMENVATTING (DUTCH SUMMARY)

Ondernemingsreputatie is belangrijk voor de lange-termijnprestaties en het concurrentievoordeel van
bedrijven (b.v. Fombrun en Shanley 1990; Roberts en Dowling 2002; Rindova, Williamson en Petkova
2010). Om het belang van ondernemingsreputatie in verschillende situaties te begrijpen, heeft voorgaand
onderzoek niet alleen gekeken naar verschillende conceptualisaties van reputatie, maar ook naar de
verschillende antecedenten en consequenties ervan. Deze dissertatie beoogt de relatie te begrijpen tussen
ondernemingsreputatie en de aantrekkelijkheid van een bedrijf voor financiéle belanghebbenden. In het
bijzonder ontsluiert zij, op basis van de principaal-agenttheorie, de signaaltheorie, de gedragseconomie,
de stakeholder-theorie en de ‘resource-based view’, de “black box” van de relatie tussen
ondernemingsreputatiec en financiéle prestaties door te onderzoeken hoe reputatie financiéle

belanghebbenden beinvloedt.

Door het fundamentele probleem van de informatie-asymmetrie tussen financiéle
belanghebbenden en managers hebben financi€le belanghebbenden te lijden onder management-risico’s
en zakelijke risico’s. Als gevolg van deze risico’s eisen investeerders een risicopremie om te
compenseren voor de onzekerheid met betrekking tot hun investering. Deze premie cre€ert een
financieringsbarriére voor ondernemingen op het gebied van hun toegang tot kapitaal. Ik onderzoek de rol
van financiéle reputatie in de context van het principaal-agentprobleem, om het causale proces te
verklaren waardoor onzekerheden en risico’s voor investeerders worden gereduceerd. Als gevolg hiervan
wordt inzicht verkregen in de manier waarop reputatie de financieringsbarriére helpt te verlagen. In het
bijzonder toon ik aan dat financiéle reputatiec een medi€rende rol speelt in het mechanisme waardoor
publieke reputatie de financi€le prestaties van ondernemingen beinvloedt. Deze bevinding draagt ook bij
aan het begrip van de manier waarop reputaties onder verschillende groepen belanghebbenden

verschillende effecten hebben op financi€le prestaties.

Deze dissertatie draagt bij aan een multidimensionale conceptualisering van reputatie (1) door de
verschillende aspecten van economische waarde gegenereerd door ondernemingsreputatie en haar
preconditie — zichtbaarheid - in Studie 1, (2) door te kijken naar reputatie onder verschillende groepen
belanghebbenden — publieke belanghebbenden en financiéle belanghebbenden — in Studie 2, en (3) door
onderscheid te maken tussen twee dimensies van financiéle reputatie — betrouwbaarheid en

aantrekkelijkheid — in Studie 3. Het erkennen van de multidimensionale aard van ondernemingsreputatie
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is cruciaal voor bedrijven om een effectieve strategie te ontwikkelen voor reputatiemanagement, en om
een concurrentievoordeel te behalen. De overkoepelende bevinding van de studies is dat
reputatiemanagement zowel bijdraagt aan het aantrekken van financiéle belanghebbenden als aan het

behalen van een excellente financiéle prestatie door het bedrijf.

De bevindingen in deze dissertatie geven managers aanwijzingen voor hoe ze de reputatie van hun
onderneming bij verschillende groepen belanghebbenden zouden kunnen managen om een
concurrentievoordeel te behalen. Om een positieve perceptie te creéren onder financiéle belanghebbenden
kunnen managers zich ofwel richten op het verbeteren van de prestaties van het bedrijf op bepaalde
aspecten die direct de reputatie onder financi€le belanghebbenden bepalen, zoals maatschappelijk
verantwoord ondernemen, ofwel op het beinvloeden van de percepties onder publicke belanghebbenden.
De laatstgenoemde optie biedt managers een alternatieve, indirecte, manier om investeerders aan te

trekken, en geeft managers meer flexibiliteit bij het managen van belanghebbenden.
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