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This study examines the impact of reputational risk, measured by corporate social irre-
sponsibility (CSI) ratings, on shareholder abnormal returns. Based on 7368 non-financial
companies from 42 countries during 2007–2017, we find that long-short portfolios (buying
no reputation risk and selling high reputation risk portfolios) earn significantly positive
abnormal returns. The cross-national results indicate that the long-short portfolio returns
are more pronounced (i) in the emerging market segment than in the developed market
segment, (ii) in civil law jurisdictions than in their common law peers, (iii) within nations
with higher confidence in corporations and, (iv) within nations with higher institutional
trust.

� 2020 Elsevier B.V. All rights reserved.
1. Introduction

Reputation risk is a growing concern for many companies all over the world. Over the past decade, the power of social
media has allowed news to spread across the world within minutes and a piece of negative news can have a direct adverse
impact on the global perceptions of a company’s reputation. High-profile incidents, such as BP’s oil spill in 2010, Volkswa-
gen’s emissions scandal in 2015, and Facebook’s data security breach in 2018, have alerted companies that reputation risk
can quickly change public perceptions, incurring the loss of customers’ confidence, damaged employee relationships and a
reduction in profits and share prices. Corporate social irresponsibility (CSI) events represent a risk that destroys the accumu-
lation of trust, support, and good perceptions about the company by all of its key stakeholders that the company has gar-
nered over a long period of time (reputational capital). Therefore, we consider CSI as a ‘‘reputational risk” that
undermines firms’ reputational capital, and the focus of this study is to examine the impact of different levels of reputational
risk on shareholder abnormal returns across 42 developed and emerging markets.

A firm is considered as socially responsible when its actions go above and beyond the economic, legal, institutional stan-
dards or informal norms established in the society where it operates (Carroll, 1991; McWilliams and Siegel, 2011; Carroll,
1979; McWilliams and Siegel, 2001; McWilliams et al., 2006). While there is a stratification for corporate socially responsible
behaviour, there is no stratification or pyramid at which the stakeholder can make an obvious valuation of corporate irre-
sponsible behaviour. CSI is usually considered as a negative externality (harmful) to the stakeholder and the damages from
ance: A
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CSI episodes can be realised long after the episodes were discovered. Furthermore, the value assessments of socially irre-
sponsible scandals across different countries are complex due to the variation in countries’ institutional settings.

Much of the international finance literature, however, focuses on the topic of corporate social responsibility (CSR) instead
on the topic of CSI. Some studies have examined the impacts of CSR in emerging countries with less developed regulatory
infrastructures and enforcements (Arya and Zhang, 2009; Baskin, 2006; Cheung et al., 2010; Gao et al., 2017; Jacoby
et al., 2019; Jain et al., 2017). Existing literature has also examined the value impact of CSR (e.g., Edmans, 2011;
Galagedera, 2012; Gloßner, 2018; Li et al., 2019; Lins et al., 2017; Lioui et al., 2018; Humphrey et al., 2012) and the role
of CSR across different countries and legal systems (Cai et al., 2016; Dhaliwal et al., 2012; El Ghoul et al., 2017; Ioannou
and Serafeim, 2012; Liang and Rennebook, 2017). Turning our attention to CSI though, a more thorough understanding of
the impact of corporate social irresponsibility (CSI) across emerging and developed markets and across different institutional
settings is still lacking. Our study appears to fill this gap.

Based on the institutional economics theory (North, 1991; North, 1990), we argue that CSI is an organisational (a corpo-
rate) outcome that can violates both informal constraints (i.e., trust, customs, codes of conduct, etc.) and formal rules (i.e.,
laws, regulations, property rights, etc.). These violations of informal constraints and formal rules of the institutions bring sig-
nificantly negative economic consequences to the firms. Therefore, we suggest that the shareholder responses and evalua-
tions of the CSI under a heterogeneous institutional environment can be explained by both institutional informal constraints
and formal rules.

First, drawing from corporate reputation theory (Barnett and Leih, 2018; Deephouse, 2000; Deephouse and Carter, 2005;
Fombrun, 1996), we argue that CSI represents a reputational risk due to the firm’s violations against the institutional infor-
mal constraints (i.e., trust). Since corporate reputation is built upon trust, CSI undermines firms’ accumulated reputational
capital which has a significant value relevance to the shareholders (Barnett et al., 2006; Dowling, 2006; Roberts and Dowling,
2002). We hypothesise that firms with higher reputational risk, measured by CSI, have significantly lower abnormal returns
than firms with no reputational risk.

Second, using the institutional theory of corporate reputational capital (Barnett and Pollock, 2012; Brammer and Jackson,
2012; Deephouse and Carter, 2005; Deephouse et al., 2016), we hypothesise that the shareholders’ reactions to the changes
in reputational risk will vary across countries depending on different levels of formal rules and informal institutional con-
straints (North, 1991; North, 1990). Khanna and Palepu (1997, 2011) argue that emerging markets exhibit greater institu-
tional voids than developed markets. The lack of formal rules or institutional voids in emerging markets forces the
stakeholders to rely more heavily on the institutional informal constraints (i.e., trust, norms, and customs). Since CSI
destroys the firm’s reputational capital, we expect that the impact of CSI on shareholder abnormal returns is greater in
emerging markets than developed markets because CSI violates the institutionally informal constraints. Third, CSI also vio-
lates formal rules (i.e., laws). Consistent with the institutional economics theory, we argue that the impact of CSI on share-
holder abnormal returns varies across countries’ legal origins. Finally, as CSI violates both formal rules and informal
constraints, the value relevance of CSI also varies across different levels of public confidence toward major corporations
and public trust toward institutions.

Using a unique dataset of CSI ratings from RepRisk, this study examines the impact of reputational risk on shareholder
abnormal returns. By keeping track of 28 negative environmental, social and governance (ESG) issues in news media articles
in twenty languages for over 13,000 publicly listed companies around the globe, RepRisk provides the rigorously constructed
RepRisk Index (RRI) dataset covering the period between January 2007 and December 2017. We use the portfolio approach to
examine shareholder abnormal returns by accounting various commonly known risk factors (Carhart, 1997; Fama and
French, 1992), and compare the differences for portfolio of companies with high, medium, low and no reputation risk across
42 countries.

Our empirical findings reveal that stocks with no reputation risk, measured by no CSI event, earn higher abnormal returns
than stocks with high reputation risk after controlling for well-known risk factors. Thus, the shareholders react negatively to
the change from no reputational risk portfolio to high reputational risk portfolio due to a CSI event. In addition, the gap
between high and no reputation risk portfolios is larger for companies operating in emerging markets than in developed
markets. The gap persists even after controlling for countries, sectors, firm characteristics, different weighting methods, dif-
ferent periods of subsamples, and exclusion of countries that represent the majority of our sample (U.S. and China). We also
find that the gap between high and no reputational risk portfolios is larger for companies in the civil law countries relative to
the common law countries. Using the World Values Survey to measure public confidence toward major companies (Aghion
et al., 2010), we find that the adverse effect of reputational risk is larger for companies that operate in countries with high
confidence toward major corporations than low confidence toward major corporations. Using the Edelman trust index as a
measure of public trust toward institutions (Lins et al., 2017), we find that the adverse impact of reputational risk on share-
holder abnormal returns is larger in countries with greater trust toward institutions than those with lower trust toward
institutions.

Conceptually, our study contributes to the international finance literature and the institutional economics theory (North,
1991; North, 1990) by examining the value relevance of CSI to shareholders across countries with different institutional
infrastructures, legal origins, public confidence toward major corporations and public trust toward institutions. First, we dis-
cover that shareholders are concerned about reputation risk, indicating the value relevance of CSI events since they violate
the institutional informal constraints. The findings also suggest that investors can earn significantly positive abnormal
returns by buying no reputation risk portfolio and selling high reputation risk portfolio. Second, our study further supports
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the institutional void theory (Khanna and Palepu, 2011; Khanna and Palepu, 1997) that the impact of reputational risk is
more pronounced under greater institutional voids, where stakeholder relies more strongly on the institutional informal
constraints. Furthermore, our study supports that public trust toward major corporations and institutions play an important
role in the value impact of reputational risk on the shareholder return. Our study also provides evidence that civil law coun-
tries tend to have a greater focus on stakeholders relative to the common law countries, and the value relevance of CSI is
more pronounced in the civil law countries compared to the common law countries. This implies that the legal (formal) insti-
tutional rules also play a significant role on the value relevance of CSI.

The remainder of this paper is structured as follows: Section 2 provides the literature review. Section 3 introduces the
data source that has been used to measure reputation risk and provides details of the sample selection process. Section 4
contains the details of the methodology employed in this study, including both portfolio formation and benchmark measur-
ing. Section 5 presents the results of the descriptive statistics and various comparative analyses, while the last section con-
tains the conclusion, and offers suggestions for future research.
2. Literature review

Cross-country studies have been primarily focusing on the relationship between institutional structure and corporate
social responsibility (CSR) performance. Ioannou and Serafeim (2012) examine the correlations between institutional struc-
ture and CSR performance and find that law and regulations, labour union and availability of skilled labour, cultural system
and financial system are related with CSR performance. Liang and Rennebook (2017) examine the role of countries’ legal ori-
gins to represent the country-level institutions and the firm-level contracting environment and firm CSR performance. Cai
et al. (2016) find that CSR ratings are higher in countries with high income-per-capita, strong civil liberties and political
rights, and cultures oriented toward harmony and autonomy. Dhaliwal et al. (2012) examine the relationship between issu-
ance of CSR disclosure and information asymmetry across 31 countries with different levels of stakeholder orientation. They
conclude that the issuance of CSR reports plays a complementary role to firms’ financial disclosure to reduce information
asymmetry. Based on the transaction cost and resource-based view, El Ghoul et al. (2017) investigate the value relevance
of CSR across countries and find that CSR is more positively related to firm value with weaker financial market settings. They
also find that CSR improves firms’ access to financing especially in countries with weaker financial markets, limited business
freedom, and weaker legal institutions. They argue that firms can utilise CSR as a non-market mechanism to compensate for
institutional voids. Overall, these studies indicate that the relationship between firms’ CSR and financial performance across
countries varies with different institutional settings.

Extant literature that investigated the relationship between CSI and corporate financial performance mostly focus on the
developed markets (e.g., Kruger, 2015; Oikonomou et al., 2014; Price & Sun, 2017). Using 478 environmental violations by U.
S. publicly traded companies from 1980 through 2000, Karpoff et al. (2005) find that firms that violated environmental reg-
ulations suffered statistically significant losses in share values. The public disclosure of a company’s environmentally irre-
sponsible behaviour has a negative impact on financial performance (e.g., Gupta and Goldar, 2005; Karpoff et al., 2005;
Khanna et al., 1998). U.S. firms involved in bribery face significant losses that average 5.1% of market capitalisation, which
includes 3.3% of direct costs and 1% of reputation losses (Karpoff et al., 2017).

Studies examining the shareholder returns from CSI in the emerging countries are still lacking (Kolk, 2016; Pisani et al.,
2017). Recently, Sampath et al. (2018) find that companies committing bribery in less corrupt countries experienced greater
negative cumulative abnormal returns. Our study contributes to the nascent literature of CSI by examining the impact of rep-
utational risk, measured by CSI events, on shareholder abnormal return across 42 different countries. First, our study pre-
sents the shareholder reactions to CSI instead of the reactions to CSR across 42 developed and emerging countries in a
portfolio setting. Second, our study extends the institutional void theory (Khanna and Palepu, 1997, 2011) by examining
the abnormal returns from CSI in the emerging markets compared to the developed markets. Our study also extends the lit-
erature that examine the role of legal origins (civil versus common law) on shareholders’ returns based on the CSI setting
instead of the CSR setting (La Porta et al., 2008; Liang and Rennebook, 2017). Furthermore, our study displays further evi-
dence that public trust play an important role in the value impact of CSI on the shareholders’ returns.
2.1. Value relevance of corporate social irresponsibility

The institutional economics theory indicates that the organisation’s (corporate) success depends on the institutional
framework. North (1990) argues that ‘‘both what organisations come into existence and how they evolve are fundamentally
influenced by the institutional framework” (pg. 5). North (1991) defines institutions as ‘‘the humanly devised constraints
that structure political, economic and social interactions” (pg. 97). Furthermore, he indicates that institutions include both
informal constraints (trust, customs, codes of conduct, etc.) and formal rules (legal laws, regulations, constitutions, etc.).
These informal constraints and formal rules are necessary to facilitate economic activities because they provide enforcement
mechanisms that lower information costs, increase capital mobility and diversify the risk for market participants, especially
when the markets and exchanges become more complex, competitive, and impersonal (North, 1991, 2005). Recent studies
have adopted the institutional economics theory to explain differences in cross-border mergers and acquisitions perfor-
mance (Li et al., 2020) and entrepreneurship (Boudreaux et al., 2019; Urbano et al., 2019; Webb et al., 2020).
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Based on the institutional economics theory, we argue that CSI represents corporate actions that defy institutional infor-
mal constraints and formal rules that exist and are widely accepted in society. Therefore, CSI actions are most likely to bring
negative economic consequences to the firm because violations of institutional informal constraints and formal rules
increase the firm’s costs and risk and more importantly, they undermine the firm’s reputational capital. Following the insti-
tutional economics framework, we examine the value relevance of CSI to the shareholders when it violates informal con-
straints and formal rules.

Extant literature defines corporate reputation as a perceptual representation of a company’s past actions and future pro-
spects that describe the firm’s appeal and trust by all of its key constituents when compared to other leading rivals (Fombrun
and Shanley, 1990; Fombrun and van Riel, 1997; Fombrun, 1996). The stakeholder perspective of the resource-based view
(Barney, 2018)argues that corporate reputation is earned through the support of key stakeholders that brings sustained com-
petitive advantage because it is rare, inimitable, non-substitutable, and more importantly it has a significant value relevance
(Barney, 1991; Fombrun and van Riel, 2004; Roberts and Dowling, 2002). The literature also defines reputational capital as
an ‘‘ebbs and flows” of corporate reputation which represents an economic asset that brings significant value to the firm
(Barnett et al., 2006; Fombrun, 2001). More specifically, there are two important aspects of corporate reputation. First, it
highlights the connection between corporate reputation and corporate social performance (e.g., Brammer and Pavelin,
2006; Fombrun and Shanley, 1990; Friedman and Miles, 2001; Godfrey, 2005; Godfrey et al., 2009; Melo and Garrido-
Morgado, 2012; Porter and Kramer, 2006; Porter et al., 2019; Roberts and Dowling, 2002). Second, it highlights the value rel-
evance of corporate reputation (e.g., Doh et al., 2010; Fryxell and Wang, 1994; Porter and Kramer, 2006).

While the literature that examines the relation between CSR, corporate reputation and the value relevance of corporate
reputation has progressed, there are still limited studies that examine the impact of CSI on corporate reputation and the
value relevance of CSI events as a measure of corporate reputational risk. Strike et al. (2006) examine internationally diver-
sified firms and find that firms’ irresponsible choices can arise due to the complexity of managing subsidiaries within the
multinational enterprise. More importantly, CSI adversely affects firms’ value by negatively impacting their resources.

Deephouse (2000) argues that media reputation is critical to firms’ competitive advantage and it influences the firm’s rep-
utational capital. Kölbel et al. (2017) examine the role of media coverage of CSI to generate risk that increases the potential
for stakeholder sanctions. Using a panel of 539 firms located in 38 different countries, they find that firms receiving higher
CSI coverage face higher financial risk as measured by credit risk. We extend this literature by arguing that CSI media events
bring a significant change in reputational risk that destroys stakeholders’ trust toward the firm and therefore CSI destroys
firm’s reputational capital. Given the value relevance of reputational capital (Doh et al., 2010; Fryxell and Wang, 1994;
Porter and Kramer, 2006), we argue that there is a significant difference in shareholders abnormal returns between the port-
folio of firms with high reputational risk, measured by CSI media events, and the portfolio of firms with no reputational risk.
In the portfolio setting, the firm in a particular country could be classified in a high reputational risk portfolio in a particular
month but the same firm could be classified as a no reputational risk in a different month based on its reputational scores.
We hypothesize that the shareholders react negatively to a portfolio with high reputational risk versus a portfolio with no
reputational risk for firms that operate within the same market segment (either developed or emerging market). Thus, our
first (baseline) hypothesis can be stated as the following:

Hypothesis 1 ((H1)). Portfolio of firms with high reputational risk tend to have lower abnormal returns relative to portfolio of
firms with no reputational risk within the same market segment.
2.2. Corporate social (ir)responsibility in developed and emerging markets

There is an extensive literature on corporate social responsibility (CSR) in emerging (developing) countries. Jamali and
Karam (2018) conduct a meta-analysis study on the attributes of CSR in emerging markets based on a sample of 452 studies
during 1990–2015. They find that CSR in emerging countries is influenced and shaped by multi-level factors and actors
embedded within both formal and informal governance and institutional structures. Chapple and Moon (2005) examine
the website reporting of CSR for 50 firms in seven Southeast Asian countries and find that CSR varies considerably among
Asian countries and is explained by the national business systems. They conclude that multinational companies are more
likely to adopt CSR than those operating solely in their home country and that the CSR profile tends to reflect the profile
of the host country rather than the country of origin. Cheung et al. (2010) examine the relationship between CSR perfor-
mance and market valuation of Asian Emerging Firms (AEF) and find that there is a significantly positive relation between
CSR and market valuation among Asian firms. The change in the CSR score is positively and significantly associated with the
market-adjusted return of the subsequent period, indicating that Asian firms are rewarded by the market for improving their
CSR practice. Thus, CSR seems to bring a value relevance in the emerging countries.

The literature on corporate social irresponsibility (CSI) in emerging markets is still scant (Pisani et al., 2017). Keig et al.
(2015) examine the CSI amongmultinational corporations and find that higher levels of formal and informal corruption envi-
ronments in the host countries of the firm’s operating portfolio are related to higher levels of CSI. Rhee and Valdez (2009) and
Rhee and Kim (2012) present a theoretical model that explains how the firm copes with reputational damaging events and
argue that the presence and the credibility of third-party regulatory agencies (institutional structure) play significant roles in
firms’ ability to repair their reputational loss. Based on Khanna and Palepu (1997) institutional voids framework for
4
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emerging markets, Gao et al. (2017) argue that the institutional voids in emerging markets hinder potential transaction
between two partners because lack of access to credible signals and validated relevant information, which increase the trans-
action uncertainties that deter welfare-enhancing transactions between two parties. Therefore, corporate reputation plays
more significant role to facilitate firms’ long-term survival in the emerging markets. McKenna and Olegario (2012) also pro-
vide similar evidence that the British corporate regulations in the nineteenth-century tended to rely strongly on informal
corporate reputation-based networks as a basic of trust and self-regulation of economic exchange. Brammer and Jackson
(2012) argue that corporate reputation may acts as a substitute for regulation. When formal institutions are relatively weak
due to lack of capacity for regulatory agencies to enforce the rules, corporate reputation acts as an informal institution that
plays an important role in coordinating economic activities. Since people may not trust the state to uphold property rights or
enforce contracts in emerging markets, economic exchange is dependent upon and shaped by the presence or absence of an
established corporate reputation rooted in the society.

Based on the institutional economics theory (North, 1991; North, 1990) and these existing studies discussed above, we
argue that reputational capital has larger value in emerging countries because their formal institutional constraints (i.e., legal
laws, property rights, constitutions, etc.) are less developed than in the developed countries. Therefore, transactions and
market exchanges in the emerging markets must rely more heavily on the informal institutional constraints (i.e., trust
and reputation). Since CSI events violate the stakeholder trust and therefore bring greater reputation risk to the firm, we
argue that CSI has a stronger adverse impact on shareholder abnormal returns under the emerging markets with greater for-
mal institutional voids relative to the developed markets with more developed formal institutional infrastructures. Thus, we
form our second hypothesis as the following:

Hypothesis 2 ((H2)). The adverse corporate reputational risk impact of CSI events on shareholder abnormal returns is larger in
the emerging markets than in the developed markets.
2.3. The role of legal origins

The institutional economics theory also emphasises the importance of formal institutional constraints, i.e. legal laws, con-
stitutions, property rights, etc. (North, 1991). Extant research studies have also demonstrated that country’s legal origin sys-
tematically influences country-level institutions and the firm-level contracting environment (Doidge et al., 2007; La Porta
et al., 2008). La Porta et al. (2008) indicate that ‘‘common law stands for the strategy of social control that seeks to support
private market outcomes, whereas civil law seeks to replace such outcomes with state-desired allocations” (p. 286). Liang
and Rennebook (2017) examine the role of countries’ legal origins and firm CSR performance and state that ‘‘common
law origin is a more discretion-oriented system that supports private market outcomes, places fewer ex ante restrictions
on managerial behavior. . . and favors shareholder protection. In contrast, the civil law origin is associated with state inter-
vention in economic life through rules and regulations. . .. and a stakeholder view” (p. 855). In short, extant literature has
concluded that the common law countries tend to focus on the ‘‘shareholder primacy”, while the civil law countries tend
to focus on the ‘‘stakeholder primacy”. Therefore, we examine and contrast the value relevance of CSI across two different
legal origins, the civil law versus common law countries.

Since CSI events generally adversely affect non-shareholder stakeholders more than the shareholders and the fact that
civil law countries tend to have a greater protection toward the stakeholders than the common law countries, we argue that
the value damaging impact of the CSI events will depend on the formal institutional constraints, i.e. the type of country’s
legal origin. We expect that the adverse impact of CSI events is greater in civil law countries where the stakeholders are
placed at a greater importance in the society than the shareholders. Thus, our third hypothesis can be stated as the following:

Hypothesis 3 ((H3)). The adverse corporate reputational risk impact of CSI events on shareholder abnormal returns is larger in
civil law countries than in common law countries.
2.4. The role of public confidence toward major corporations

Trust has been known to play a significant role in market exchanges (Arrow, 1972). Trust can be defined as individual
willingness to be vulnerable to the actions of others because we believe they have good intentions and will behave well
[or at least not detrimental] toward us (Gambetta, 2000; Sucher and Gupta, 2019). Sapienza and Zingales (2011, 2012) state
that an exchange in the marketplace can take place depending not only on the legal enforceability of the contracts but also
based on the level of public trust. Aghion et al. (2010)) state ‘‘trust as beliefs resulting from decisions about civicness”
(p. 1050), and argue that the level of trust in the society influence the level and perception of uncivicness by business
enterprises, such as pollutions, that creates negative externality to others. The institutional economics also recognises the
importance of trust as an informal institutional constraint that organisations must pay attention to. Since CSI destroys
the stakeholders’ trust toward the company, we expect CSI events to have a greater adverse value relevance to firms’ stock
returns in countries with greater trust toward major corporations because the public opinions consider firms’ CSI as uncivic
actions and they feel that their trust toward corporations has been greatly violated when corporations are associated with
CSI events. Therefore, society that has greater trust toward corporation have lower tolerance or more rigid informal
5
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institutional constraints toward CSI events. Thus, we argue that the shareholders tend to put greater punishments on cor-
porate irresponsible actions when public trust toward major corporations is high. Consequently, we form our fourth hypoth-
esis as the following:

Hypothesis 4 ((H4)). The adverse corporate reputational risk impact of CSI events on shareholder abnormal returns is larger in
countries with greater trust toward major corporations.
2.5. The role of public trust toward institutions

Erhard and Jensen (2017) and Erhard et al. (2016) state that trust is established by honoring your word which creates
whole and complete social and working relationships. It provides an actionable pathway to earning the trust of others.
The role of institutional settings in corporate reputation has been examined from the perspective that the legitimacy of
an organisation to operate is based on public trust toward institutions. King and Whetten (2008) argue that well-
established institutionalised forms of legitimacy act as building blocks for public trust toward corporate reputation. The
standards of legitimacy (i.e., relationships, social network, support, civic engagement, trust and cooperative norms) not only
define legitimate organisations but also provide a foundation at which corporations can rely on to build their reputations
(Lins et al., 2017). Furthermore, King and Whetten (2008) argue that public trust toward the institutions can contribute
to corporate reputation because the institutions serve as standard setters, monitoring and enforcing mechanisms with which
an organisation who attempts to build its reputation can then justify its elevated standards relative to the minimum stan-
dards as an attempt to differentiate itself from the rivals. Without public trust toward the institutions, corporations have no
basis to build their reputation to earn trust from the public. Thus, the trust toward institutions serves as a complement of
corporate reputation because the trust creates ‘certification contests’ that bring new standards needed as a common proto-
type that the public can rely on. Recent studies have also indicated that that public trust and cooperative norms are posi-
tively related to corporate reputation, especially during the time of crisis (Lins et al., 2017; Sapienza and Zingales, 2012).
Institutional economics also indicate that trust toward the institution itself is critical in order to keep its credible commit-
ments to secure and to enforce property rights over time (North, 1991). As public trust toward the institution increases, they
have less tolerance toward any violations against the formal rules and the informal constraints.

Given public trust toward institutions may serve as a complement to corporate reputation and the fact that greater public
trust toward the institution reduces public tolerance toward any violations of formal rules and informal institutional con-
straints, we expect that a CSI event, which represents the firm’s violation toward formal rules and informal constraints,
has a stronger impact on shareholder abnormal returns when firms operate under high public trust toward institutions rel-
ative to those that operate under low public trust. CSI Thus, we form our fifth hypothesis as the following:

Hypothesis 5 ((H5)). The adverse corporate reputational risk impact of CSI events on shareholder abnormal returns is larger in
countries with greater trust toward institutions.
3. Data and sample selection

3.1. Reputational risk data

To measure companies’ reputation risk, we obtained data from RepRisk which provides the most comprehensive and
trustworthy source for measuring and analysing CSI. RepRisk continuously tracks 28 environmental, social and governance
(ESG) issues associated with the 10 UN Global Compact Principles in relation to more than 13,000 listed companies world-
wide in news sources written in twenty language.1 Based on this information, RepRisk provides a unique RepRisk Index (RRI)
dataset covering the period between January 2007 and December 2017. Several recent studies have utilised the RepRisk data
and found the RepRisk dataset to be robust, objective, and rigorously constructed (Breitinger and Bonardi, 2017; Gloßner,
2018; Kölbel et al., 2017; Maung et al., 2020).

The RepRisk Index (RRI) dataset is constructed based on daily negative news information provided by independent third
parties, such as international and local media, government websites, NGOs, newsletters, social media, and blogs. When com-
panies behave irresponsibly and are consequently exposed, RepRisk records in their database within 48 h of the relevant
issue the following information: the date that the information became public, any relevant information relating to the com-
pany itself, the name of the most prominent source of the information, the type of issue highlighted by the incident, a rating
1 The 28 issues tracked by RepRisk are in alphabetical order: Animal mistreatment; Anti-competitive practices; Child labour; Climate change, GHG emissions,
and global pollution; Controversial products and services; Corruption, bribery, extortion, money laundering; Discrimination in employment; Executive
compensation issues; Forced labour; Freedom of association and collective bargaining; Fraud; Human rights abuses, corporate complicity; Impacts on
communities; Impacts on landscapes, ecosystems, and biodiversity; Local participation issues; Local pollution; Misleading communication, e.g. ‘‘greenwash-
ing”; Occupational health and safety issues; Overuse and wasting of resources; Poor employment conditions; Products (health and environmental issues);
Social discrimination; Supply chain issues; Tax evasion; Tax optimization; Violation of international standards; Violation of national legislation; and Waste
issues. Further information can be found on RepRisk’s website: https://www.reprisk.com/approach.
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of the novelty, severity, and source of the incident.2 As an inaugural signatory of the Deep Data Delivery Standards, the objec-
tivity and independence of RepRisk data is well respected by financial markets (www.DeepData.ai). It should be noted that there
is always bound to be some kind of a delay between the time when issues arise or incidents occur and when they are reported in
the news. As such, the incidents in question are entered into the database according to the date shown on the news source,
rather than the date on which these incidents occurred.

Based on the news data, RepRisk constructs the rating index using quantitative measurement to gauge a company’s
overall exposure to reputation risk or ‘‘ESG risk” as it is termed by RepRisk. The RepRisk index is an indicator of repu-
tation risk in relation to ESG issues. It identifies companies whose controversial actions have led them becoming subject
to negative criticism from the media. This allows us to compare a company’s reputational risk with its peers across sec-
tors. The RepRisk Index is calculated monthly on the basis of the frequency and the timing of media coverage in the
relevant preceding period and the influence of the novelty rating, severity rating and source rating of the ESG incident.
The score ranges from 0 to 100, which means that the lower the score, the less the company’s reputation is at risk.
Where the index gives a score of zero, this signifies that the company has not exposed itself to reputational risks at
any point in the relevant period.3

The index value indicates the level of reputation risks posed by ESG issues associated with a company, and is evaluated
using a strict rule-based methodology. RepRisk ensures that its ratings remain objective by entering information relating to
specific negative news issues into the database only once, except in the event that the nature of the incident changes. For
example, information entered into the database may have needed to be extended if the incident begins to pose new risks
through ESG-related issues, or if it receives a much higher degree of media exposure than it had originally. If no new issues
are recorded, the index value of a company decreases over time.

3.2. Sample selection

As this study uses the RepRisk Index data to measure companies’ overall reputation risk, the sample consists entirely
of companies listed in the RepRisk Rating index database between January 2007 and December 2017. In selecting the
companies for the sample, the company must have an ISIN code available in Datastream, which is necessary for down-
loading financial data. The company must have at least 36 months of return data available in order to address the sur-
vivorship bias issue on testing asset pricing models (Brown et al., 1992). The company must have market value data
available and it must be possible to collect data pertaining to the country and sector to which the company belongs.
The company’s country must be listed in the MSCI All Country World Index. As large companies enjoy better media
attention, it is important to ensure that the results are not biased by micro-cap stocks’ illiquid status and high bid-
ask spread, we require that each sample company must have market capitalisation of over 100 million dollars. Following
Eccles et al. (2014), they exclude financial institutions from their study by suggesting that ESG-related policies are not
likely to be applicable or relevant to the financial sectors, we removed all companies from the financial industry using
Industry Classification Benchmark (ICB) industry codes. We removed Czech Republic, Egypt, Hungary, Qatar and United
Arab Emirates from the sample due to these five countries having a small number of companies after following the
above data cleansing steps.

Our final sample consists of 7,368 non-financial companies, of which 4,819 companies are from 23 developed markets
and 2,549 companies are from 19 emerging markets. In this study, we have considered effects of reputation risk on industry
to avoid biases toward certain industries. We use the Industry Classification Benchmark (ICB) grouping to identify companies
from different industries. Table 1 illustrates our sample companies are taken from 9 industries across 42 developed and
emerging markets. There is a huge disparity between the numbers of companies in each country. The U.S. contains the lar-
gest portions of the developed markets sample, which has 1,948 companies. The largest portion of the sample companies
from emerging markets comes from China, which has 873 companies. In both sets of samples, consumer discretionary and
industrials contain the largest number of companies.

Table 2 presents the sample statistics of the RepRisk index across countries and years. The second column shows the
number of companies that have been taken from each country. The next four columns show the descriptive statistics of
the RepRisk index yearly rating for each country during the sample period. The rest of the columns provide the year-
by-year comparison for the RepRisk index rating. On average, developed markets have a higher RepRisk score during
the sample period while emerging markets have a lower RepRisk score. We also find that the RepRisk score has an
increasing trend over the sample period, indicating that overall firms’ reputational risk in the world has increased over
time.
2 Novelty rating describes how new and salient the news presented on a given topic is and whether the company, project, or government has been criticised
earlier on this topic. Severity rating in RepRisk describes the graveness and harshness of an incident or an accusation regarding the violation of international
standards. It reflects, firstly, the type of an incident or accusation; secondly, it reflects its extent, and thirdly its consequences for the environment or people.
Source rating is a measure of the influence of the source. A large source rating indicates that the source is read by key stakeholders and decision-makers and/or
by a large number of individuals.

3 See a company report sample provided by RepRisk: https://www.reprisk.com/media/pages/solutions/modules/reporting-and-monitoring/1591002059-
1608291218/company-report-product-factsheet.pdf.
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Table 1
Sample distribution across countries and industries.

Country Basic
Materials

Consumer
Discretionary

Consumer
Staples

Energy Health
Care

Industrials Technology Telecom-
munications

Utilities Total

Panel A: Developed Markets
Australia 91 47 14 24 10 49 7 4 10 256
Austria 4 7 2 2 10 1 1 2 29
Belgium 5 3 6 1 4 8 3 3 4 37
Canada 183 42 10 96 6 40 8 4 21 410
Denmark 1 7 3 2 8 14 1 36
Finland 9 12 4 1 4 20 2 1 1 54
France 6 58 11 8 11 56 10 4 7 171
Germany 18 46 7 11 12 42 11 5 9 161
Hong Kong 19 35 8 7 8 38 6 4 6 131
Ireland 1 4 4 5 7 10 1 32
Israel 8 11 5 9 2 11 6 4 1 57
Italy 29 5 5 3 22 2 6 12 84
Japan 59 171 37 12 19 171 37 5 14 525
Netherlands 11 13 10 6 3 28 7 7 6 91
New Zealand 3 9 4 3 1 9 1 4 34
Norway 4 8 7 18 14 3 1 2 57
Portugal 1 3 1 10 3 2 20
Singapore 5 9 16 2 3 23 1 1 1 61
Spain 9 17 6 3 3 26 2 3 9 78
Sweden 8 24 3 4 5 27 7 4 82
Switzerland 12 14 9 4 7 27 6 1 10 90
United

Kingdom
40 104 23 43 20 96 17 10 22 375

United States 154 475 106 244 230 377 169 36 157 1948
Subtotal 651 1148 300 511 366 1128 305 110 300 4819

Panel B: Emerging Markets
Brazil 21 24 17 5 3 26 10 33 139
Chile 7 10 12 2 8 2 9 50
China 203 149 78 32 98 218 55 4 36 873
Colombia 2 3 2 4 3 6 20
Greece 7 1 2 1 15 3 1 30
India 59 51 23 23 35 77 15 5 21 309
Indonesia 10 4 10 2 1 4 2 2 35
Korea 51 65 27 5 34 104 12 6 12 316
Malaysia 8 15 29 16 2 27 2 3 6 108
Mexico 12 14 11 15 1 3 2 58
Pakistan 5 3 4 5 5 1 5 28
Peru 11 1 2 1 1 2 1 19
Philippines 7 12 5 3 7 3 10 47
Poland 8 4 2 9 1 2 6 32
Russia 36 12 5 18 2 18 7 27 125
South Africa 28 18 9 3 22 2 3 85
Taiwan 19 35 11 6 8 61 43 4 3 190
Thailand 12 10 6 4 1 15 1 5 3 57
Turkey 2 7 2 3 1 5 2 2 4 28
Subtotal 501 444 254 133 189 640 134 67 187 2549
Total (All

Countries)
1152 1592 554 644 555 1768 439 177 487 7368

Note: Table presents the sample distribution on countries and industries. Panel A shows the statistics for developed markets and Panel B show the statistics
for emerging markets. We follow MSCI All Country World Index to select countries and follow the Industry Classification Benchmark (ICB) codes to
categories industries. As discussed in the ‘‘Data and Sample Selection” section, financial industry and micro firms with market capitalisation less than 100
million US dollars are excluded from the sample.
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4. Method

4.1. Portfolio formation

Since the purpose of this study is to evaluate the impact of corporate reputation risk on shareholder value, we use the
portfolio approach to examine abnormal returns by accounting for various common risk factors. In order to compare the dif-
ferences between high reputation risk and low reputation risk companies, we have applied three types of portfolio construc-
tion strategy in this study. First, in line with the most common portfolio strategies, we have constructed buy and hold
portfolios for the companies, and these have been adjusted monthly on the basis of their reputational score in the previous
month. Second, similar to Lioui et al. (2018), Kempf and Osthoff (2007) and Fang and Peress (2009), we have constructed
8



Table 2
Descriptive sample statistics of RepRisk index across countries and years.

Country NO. of Companies Statistics of RepRisk Index rating Year Comparison of Average RepRisk Index Rating

Mean StdDev Min Max 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Panel A: Developed Markets
Australia 256 16.35 7.12 3.53 32.18 25.29 21.15 18.26 17.65 17.76 17.18 15.86 17.63 15.20 14.03 19.11
Austria 29 17.29 6.66 4.70 31.00 22.83 21.51 17.84 16.57 20.46 21.33 18.69 18.55 15.71 15.66 19.35
Belgium 37 16.92 7.07 3.92 33.57 25.00 21.41 11.54 16.30 15.72 16.07 21.25 18.28 13.81 18.71 22.13
Canada 410 16.59 6.99 3.57 32.35 21.47 21.65 16.34 15.40 17.20 18.09 16.82 18.74 17.45 14.79 19.65
Denmark 36 16.77 7.36 3.57 34.32 27.06 23.34 15.82 11.14 23.11 18.83 21.61 19.96 15.19 14.43 18.85
Finland 54 16.94 7.00 3.72 32.23 21.42 18.26 18.50 20.42 20.48 19.92 20.04 17.46 12.43 15.22 20.88
France 171 17.94 7.35 3.78 35.57 22.17 23.19 18.59 16.19 21.65 20.97 21.02 21.49 19.49 17.73 22.26
Germany 161 18.85 7.51 4.85 36.98 23.50 22.92 19.61 20.76 21.84 20.83 22.78 20.76 19.41 19.98 25.32
Hong Kong 131 17.35 7.09 5.05 34.16 22.10 18.97 13.31 14.19 19.46 18.05 18.65 18.99 17.47 14.95 19.59
Ireland 32 16.70 7.47 2.06 34.65 29.49 20.57 17.66 19.99 14.94 16.74 16.64 19.10 16.59 16.51 20.46
Israel 57 15.69 7.07 2.58 31.04 24.13 16.77 16.27 11.22 12.11 17.87 14.47 19.84 17.66 15.81 19.53
Italy 84 18.83 7.49 4.96 36.01 21.63 22.97 16.52 19.70 18.41 17.37 20.92 22.29 21.34 17.97 23.44
Japan 525 17.06 7.47 3.85 34.25 24.03 21.31 13.62 17.32 19.62 18.23 16.98 19.32 17.41 16.84 20.37
Netherlands 91 17.73 6.96 4.98 33.43 21.49 26.51 21.35 18.19 18.26 20.36 21.26 19.16 16.62 17.19 21.69
New Zealand 34 16.44 6.99 4.39 31.48 32.98 21.85 19.30 16.72 17.30 17.99 15.70 13.00 16.51 18.76
Norway 57 17.05 7.18 3.70 33.17 13.53 25.80 17.64 17.14 19.34 18.10 17.08 19.12 18.75 16.53 20.26
Portugal 20 16.45 7.36 2.53 33.27 2.67 17.97 14.34 19.06 18.20 19.49 19.23 17.15 14.36 14.99 20.46
Singapore 61 18.29 6.57 6.64 32.83 27.22 21.50 14.10 18.79 23.27 21.01 17.46 18.93 18.94 18.83 20.52
Spain 78 18.19 7.63 3.38 36.73 19.31 22.69 18.40 15.76 18.68 17.18 19.51 21.41 19.47 15.83 23.48
Sweden 82 17.33 7.58 3.52 36.09 19.93 21.69 16.67 19.46 20.20 22.29 22.94 17.62 15.59 18.33 22.58
Switzerland 90 19.38 7.40 4.96 37.23 25.60 24.27 18.43 21.97 21.85 22.25 23.98 20.89 18.25 18.50 22.04
United Kingdom 375 17.81 7.30 4.32 35.16 21.79 22.35 18.90 17.08 18.37 18.82 19.05 20.78 17.93 16.48 22.22
United States 1948 17.74 7.04 4.56 34.45 20.95 22.36 17.69 18.65 20.20 19.85 18.38 20.12 19.34 16.79 20.21
Subtotal 4819

Panel B: Emerging Markets
Brazil 139 18.59 7.51 5.03 35.86 19.51 21.64 16.85 20.48 17.40 18.88 22.16 19.29 20.52 20.91 24.57
Chile 50 16.29 7.20 3.33 32.54 25.29 21.46 21.18 14.72 16.69 16.58 15.34 19.51 15.89 16.90 19.89
China 873 17.56 6.72 5.87 32.08 25.04 21.29 16.42 15.25 18.95 17.22 18.36 18.15 17.25 15.03 20.07
Colombia 20 17.83 6.85 5.01 34.08 21.35 16.07 23.31 15.09 16.60 18.64 18.27 16.05 21.58 17.86 18.40
Greece 30 16.91 5.60 6.94 29.22 13.17 22.08 16.36 7.29 24.12 20.05 15.54 15.09 18.22 16.63 18.53
India 309 16.61 7.32 3.52 34.44 22.66 21.60 16.73 15.56 18.35 20.52 16.76 16.41 17.05 14.77 19.09
Indonesia 35 16.88 6.95 3.46 34.14 17.94 19.78 17.24 17.73 12.90 19.63 19.78 18.83 14.55 15.27 20.06
Korea 316 18.60 7.39 4.73 36.53 27.52 23.34 15.99 22.28 21.37 19.05 20.45 21.10 19.61 17.91 20.68
Malaysia 108 16.18 6.72 4.51 31.73 30.70 22.12 13.98 8.56 18.71 19.34 16.25 17.38 14.81 14.35 18.75
Mexico 58 17.98 7.06 4.95 35.37 22.17 23.89 16.42 15.12 16.81 16.77 21.31 21.79 17.53 19.30 20.32
Pakistan 28 17.68 6.22 6.05 29.61 22.00 18.67 16.16 18.15 16.65 15.03 12.38 16.31 18.58 18.71
Peru 19 15.64 6.99 2.68 32.07 18.01 21.59 15.66 16.71 13.54 15.74 15.70 16.74 15.33 13.93 17.78
Philippines 47 17.34 6.82 4.58 34.38 17.14 20.24 19.40 15.91 15.63 19.06 15.61 17.56 17.35 16.82 18.89
Poland 32 16.23 6.53 4.40 29.90 16.69 17.25 12.67 13.83 23.48 20.44 17.82 16.00 12.76 13.93 17.25
Russia 125 17.56 7.07 4.42 33.67 24.64 24.27 19.22 16.57 19.29 19.47 18.02 17.72 17.60 17.59 21.51
South Africa 85 16.81 7.03 3.60 33.80 26.25 23.77 15.98 12.40 16.35 19.88 18.13 18.68 16.76 13.77 19.59
Taiwan 190 17.54 7.08 5.75 33.32 24.83 18.27 15.60 21.64 21.81 17.19 17.38 19.26 15.62 15.55 19.57
Thailand 57 16.82 7.46 3.73 34.61 30.45 21.75 13.83 16.45 15.96 15.47 18.51 21.97 18.41 16.00 20.65
Turkey 28 15.52 6.76 4.37 29.16 12.50 16.51 12.37 14.97 9.99 19.90 19.10 17.51 16.73 11.76 13.67
Subtotal 2549

Note: In this table, Panel A and B report the sample summary statistics of RepRisk Index for developed markets and emerging markets, respectively. The second column shows the number of companies that have
been taken from each country. The next four columns show the descriptive statistics of RepRisk index yearly rating for each country during the sample period. Mean, standard deviation, minimum and maximum
are the average of (mean, standard deviation, minimum and maximum) per company across the sample period. The rest of the columns provide the year-by-year comparison for the RepRisk index rating. The
calculations are based on monthly RepRisk scores. This table removed all the monthly (‘‘000 score = no reputational risk) for each company in the RepRisk data.
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long-short portfolios that long companies with no reputation risk and short companies with high reputation risk. Third, the
methodology is similar to Daniel et al. (1997) which use benchmarks that are based on the characteristics of stocks. We have
adopted the characteristic-matched portfolio approach, which pairs companies in high and low reputation risk groups by
their shared characteristics: belonging to the same country and sector, and having a similar size (Hoepner et al., 2011).
The following explains the detailed process of each portfolio construction strategy.

In order to compare the differences between different levels of reputation risk companies, we select the portfolios based
on the companies’ reputational risk score. Each month, we group each company into one of the four buy and hold portfolios:
high, medium, low and no reputation risk portfolios. First, we assign companies to the no risk portfolio if a company’s rep-
utation score is zero in a given month. Second, we construct equivalent size portfolios of high, medium and low reputational
risk using the following procedure: we group companies into the same country and industry and we divide the industry and
country matched group of companies into three equivalently sized categories based on market capitalisation (i.e. large, med-
ium and small). Based on the reputational score in the previous month, we finally assign each company in each category to
three equivalently sized groups based on reputation risk: the high, medium and low reputation risk group.4 We then com-
pute both the equal-weighted and value-weighted returns of the three portfolios for the following month using companies’ indi-
vidual stock returns. This approach to ensure that the performance of the portfolios is not biased towards particular countries,
industries, and company sizes. Only characteristic-paired companies from the high, medium and low reputation risk groups
have been included in the portfolios that are matched by country, industry and company size.

In addition, in examining the effects of reputational risk and in controlling for common risk factors, we also construct
long-short portfolios. Taking a similar approach to Kempf and Osthoff (2007) and Fang and Peress (2009), we apply a
zero-investment strategy that computes the return in the following month that long the stocks with no reputation risk
and short the stocks with high reputation risk. A positive alpha in a long-short portfolio indicates that buying no reputation
risk companies and selling high reputation risk companies would earn abnormal returns. We repeat this process for each
month and obtain a time series of returns for the zero-investment portfolios.

As is stated above, the full sample contains 7368 companies, in which 4819 companies are from developed markets and
2549 companies are from emerging markets. The portfolios have been constructed on the basis of the reputation risk score
from the previous month, and therefore the portfolios are lagged for one month. In compiling the sub-samples of developed
and emerging markets, we firstly split the sample into companies which belonged to developed and emerging markets and
apply the same methodology in the portfolio construction.
4.2. Benchmarks and measures

In the analysis of each type of portfolio, we run time series regressions of portfolio excess returns for each month on con-
temporaneous risk exposure factors using the Carhart (1997) four-factor model, which are relatively common models for
estimating risk-adjusted returns. The equation (1) is specified as follows:
4 Plea
instead
Rit � Rft ¼ ai þ biðRmt � RftÞ þ ciSMBt þ diHMLt þ kiMOMt þ eit ð1Þ
where Rit � Rftand Rmt � Rftrepresent the excess return of the portfolio and the market over the risk-free asset return. aide-
notes Jensen (1968) alpha, which can be interpreted as the portfolio’s systematic return component above or below the
return achieved by the equity benchmark for the same level of systematic risk.biis the portfolio’s systematic exposure to
the market portfolio, where ci, diand ki measure the exposure of a portfolio to the small cap, value, and momentum invest-
ment styles. The size factor SMBt (small minus big) represents the difference in return of small stocks portfolios and big
stocks portfolios. The book to market ratio factor HMLt (high minus low) represents difference in return of investing high
book-to-market ratios portfolios (top 30%) and low book-to-market ratios portfolios (bottom 30%). The momentum factor
MOMt represents the difference in return of winner stocks portfolios (top 30%) and loser stocks portfolios (top 30%). eit rep-
resents the error term. The benchmark factors for these investment styles are obtained from the Style Research to ensure the
exact match of countries included in our portfolio analysis (Bauer et al., 2005; Hoepner et al., 2011; Hoepner and Schopohl,
2018; Renneboog et al., 2008). The risk-free rate is downloaded from Datastream. We use the US 3-month Treasury Bill Rate
as the risk-free rate for all the portfolios.

In order to consistently match the performance of selected stocks in the portfolio and effectively evaluate risk-adjusted
returns, we select a self-constructed market benchmark for all the portfolios. Specifically, we self-construct market bench-
marks according to the characteristics of companies included in the portfolio. More specifically, sample portfolios that
include companies from both developed and emerging markets use a value-weighted market benchmark by including all
of the companies in the sample. This market benchmark has also been used for the portfolios based on characteristic-
matched strategy. For the sample that includes only developed markets, we provide a matching market benchmark using
companies from all matched developed markets in the sample. For the sample that includes only emerging markets, we cal-
culate a matching market benchmark using companies from all matched emerging markets in the sample. All market bench-
marks are value-weighted.
se note that due to the increasing levels of reputation risk given the growth in global (social) media coverage, we use relative thresholds (i.e. terciles)
of absolute thresholds.
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This benchmark is appropriate for the sample because it keeps close track of the country and sector weights in the sample
and reflects the risk characteristics of matching stocks. The abnormal returns calculated based on standard market indexes
are generally misspecified. However, the use of matching sample firms as a market index can correct this misspecification
(Barber and Lyon, 1997). For instance, it would not be appropriate to evaluate the risk-adjusted returns of a sample that
includes all the 42 countries when the weighting of the countries in the sample is very different from that of the MSCI
All Country Index. More importantly, standard market benchmarks, such as the S&P 500 and MSCI USA indexes, tend to place
more weight on financial sector stocks. Such weightings are unsuitable for this study, as there is a marked difference in the
ways in which CSI manifests itself in financial and non-financial sectors.
5. Results

We first test the hypothesis (H1) by examining the abnormal returns of the long-short portfolios (long no reputational
risk and short high reputational risk) constructed using the full sample. Then, we examine our second hypothesis (H2) by
comparing the differences in long-short portfolios abnormal returns between the samples for developed and emerging mar-
kets. Next, we empirically test our third hypothesis (H3) by examining the difference in alphas of the long-short portfolios
between common law and civil law countries, and we examine our fourth hypothesis (H4) by examining the differences in
alphas between high versus low confidence toward major companies. We examine our fifth hypothesis (H5) by examining
the differences of the long-short portfolios between high versus low confidence toward institutions. Finally, we conduct
robustness checks including testing different methods, sample period, benchmarks and splitting the samples from developed
and emerging markets into sub-samples of companies.

5.1. Value relevance of CSI in developed and emerging markets

Table 3 displays the baseline results for risk-adjusted performance of the sample of all 42 countries over the portfolio for-
mation period of January 2007 to December 2017. Panel A presents the value-weighted results for developed markets and
Panel B shows the value-weighted results for emerging markets. Both panels present the risk-adjusted performance of the
high reputation risk, low reputation risk, no (zero) reputational risk, and long-short portfolios. The long-short portfolio is
that buying stocks with no reputation risk and selling stocks with high reputation risk. The ‘‘Long (10) Short (5)” portfolios
are portfolios that buying emerging market’s long-short portfolio (10) and selling developed market’s long-short portfolio
(5). Portfolios are adjusted monthly and the number of monthly observations varies for different portfolios.

In Table 3, the long-short results in both columns (5) for developed markets and (10) for emerging markets show that the
Jensen alpha (abnormal return) for high reputation risk portfolios performworse than no reputation risk portfolios even after
controlling the risks for market, size, value, and momentum, for both developed and emerging markets. The results support
our first hypothesis (H1) and suggest that firms with high reputational risk, which represents a greater violation toward
informal institutional constraints, tend to have lower abnormal returns relative to firms with no reputational risk within
the same market segment. In developed markets, firms with no reputational risk have 0.19% per month higher abnormal
return relative to the firms with high reputational risk. In emerging markets, firms with no reputational risk have 0.94%
per month higher abnormal return relative to the firms with high reputational risk. Our result that demonstrates the gap
between abnormal return for firms with high reputational risk and no reputational risk is also consistent with findings from
existing studies (Eccles et al., 2014; Fang and Peress, 2009).

The abnormal returns gap between no reputational and high reputational risk is even larger for firms in emerging markets
than developed markets as the additional long emerging market and short developed market (Long (10) Short (5)) result
shows 0.86% per month abnormal return. Since the formal institutional structure for the emerging markets are generally
considered as less developed compared to the developed markets (El Ghoul et al., 2017; Gao et al., 2017; Ioannou and
Serafeim, 2012), this latter finding provides support to our second hypothesis (H2) indicating the adverse reputational risk
impact of CSI events on shareholder abnormal returns is larger in the markets with larger institutional voids due to those
emerging markets need to rely more heavily on the informal institutional constraints, which are based on the public trust
and corporate reputation.

5.2. Legal origins

Thus far, the results have shown there to be significant differences between high and no reputation risk portfolios. Fol-
lowing Liang and Rennebook (2017), we analyse further the cross-country differences across two different legal origins: civil
law and common law. Table 4 applies the same method as in baseline results. Panel A of Table 4 shows that companies with
high reputation risk are more penalised by investors in countries with the civil law system than the common law. The long-
short portfolio returns in civil law countries (0.74% per month) are higher than common law countries (0.25% per month).
The long civil law countries and short common law (Long (10) Short (5)) result shows 0.69% per month abnormal return. Our
finding indicates that companies with high reputational risk, measured by CSI events, tend to be punished more in the civil
law countries than those in common law countries. Thus, we find empirical evidence to support our third hypothesis (H3).
Our finding supports the institutional economics theory which argues that the type of formal institutional constraints (i.e.,
11



Table 3
Baseline results: Risk-adjusted returns of developed and emerging markets.

Developed Markets Emerging Markets

(1) High
Risk

(2) Medium
Risk

(3) Low
Risk

(4) No
Risk

(5) Long
Short

(6) High
Risk

(7) Medium
Risk

(8) Low
Risk

(9) No
Risk

(10) Long
Short

Long (10)
Short (5)

Alpha �0.02 �0.06 �0.13 0.17 0.19 �0.61 �0.43 �0.16 0.33 0.94 0.86
(�0.36) (�0.99) (�2.63)*** (4.03)*** (2.03)** (�3.38)*** (�3.03)*** (�1.64) (5.61)*** (4.54)*** (3.83)***

MKT 0.97 0.99 1.01 0.99 0.03 1.12 1.09 1.03 0.93 �0.19 �0.30
(59.29)*** (76.14)*** (83.74)*** (97.88)*** (1.09) (33.86)*** (33.20)*** (56.32)*** (95.69)*** (�4.95)*** (�5.79)***

SMB �0.22 �0.12 0.05 0.34 0.56 �0.09 �0.06 �0.16 0.15 0.24 0.22
(�3.08)*** (�1.78)* (1.02) (6.56)*** (5.13)*** (�1.01) (�1.56) (�4.55)*** (7.63)*** (2.36)** (2.33)**

HML 0.11 0.04 0.03 �0.14 �0.25 0.17 0.07 0.07 �0.13 �0.30 �0.28
(1.11) (0.57) (0.44) (�2.40)** (�1.71)* (2.79)*** (1.90)* (1.82)* (�9.76)*** (�4.67)*** (�3.90)***

MOM �0.02 �0.01 0.01 0.02 0.04 �0.05 0.05 0.00 �0.00 0.05 0.05
(�0.85) (�0.83) (0.65) (1.60) (1.19) (�0.82) (1.01) (0.04) (�0.38) (0.74) (0.77)

Adj. R2 0.97 0.97 0.98 0.99 0.54 0.91 0.94 0.97 0.99 0.40 0.42

Note: Table presents the risk-adjusted performance of the high reputation risk, medium reputation risk, low reputation risk, no reputation risk and long-
short portfolios for both developed markets and emerging markets. The reputation score is sorted by tercile into high, medium and low reputation risk
categories, and the portfolios are updated on a monthly basis based on the same country, industry and previous month’s firm size category and reputational
risk score. The no risk portfolio consists of stocks with no recorded risk exposure in RepRisk Index. The ‘‘Long Short” portfolios are portfolios that buying
stocks with no reputation risk and selling stocks with high reputation risk. The ‘‘Long (10) Short (5)” portfolios are portfolios that buying emerging market’s
long-short portfolio (10) and selling developed market’s long-short portfolio (5) using the long portfolio’s benchmarks. The benchmark factors for portfolio
(1) to (5) are constructed based on developed markets portfolios while the benchmark factors for portfolio (6) to (10) are constructed based on emerging
markets portfolio. The results are based on Carhart (1997) model and use value-weighted returns. Portfolios are monthly adjusted based on sample period
from January 2007 to December 2017. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively. T-statistics are in parentheses. Coefficient
covariance and standard errors are made heteroskedasticity and autocorrelation consistent based on the Newey and West (1987) method.

Table 4
Cross country comparisons on legal origins, confidence toward major corporations.

(1) High (2) Medium (3) Low (4) No (5) Long (6) High (7) Medium (8) Low (9) No (10) Long Long (10)
Short (5)

Risk Risk Risk Risk Short Risk Risk Risk Risk Short
Panel A: Legal Origins
Panel A1: English Common Law Panel A2: Civil Law
�0.09 �0.08 �0.07 0.17 0.25 �0.43 �0.09 �0.12 0.31 0.74 0.69
(�1.57) (�1.10) (�1.28) (2.93)*** (2.59)** (�2.43)** (�0.70) (�2.03)** (3.88)*** (4.02)*** (2.50)**

Panel B: Confidence toward Major Corporations
Panel B1: Low Confidence Panel B2: High Confidence
�0.06 �0.04 �0.16 0.22 0.28 �0.34 �0.37 �0.18 0.33 0.68 0.51
(�0.94) (�0.41) (�2.00)** (4.00)*** (2.87)*** (�2.19)** (�4.47)*** (�2.33)** (5.90)*** (3.64)*** (2.05)**

Panel C: Trust toward Institutions
Panel C1: Low Trust Panel C2: High Trust
�0.02 �0.04 �0.16 0.16 0.18 �0.57 �0.81 0.01 0.20 0.78 0.61
(�0.25) (�0.66) (�2.90)*** (3.82)*** (1.82)* (�2.05)** (�3.98)*** (0.07) (2.23)** (2.32)** (1.69)*

Note: This table applies the same method as in baseline results. Only alphas are reported. The full sample period is from January 2007 to December 2017.
We follow Liang and Rennebook (2017) to separate countries into five legal origins. We follow Aghion et al. (2010) to use the full company confidence rating
fromWorld Value Survey to separate countries into high and low confidence towards major companies, whereby the respective groups represent the upper
and lower terciles of our relevant sample countries. We use the full institutional trust rating from Edelman Trust Barometer to separate countries into high
and low trust. The ‘‘Long (10) Short (5)” portfolios in Panel A are portfolios that buying civil law countries’ long-short portfolio (10) and selling common law
countries’ long-short portfolio (5). The ‘‘Long (10) Short (5)” portfolios in Panel B are portfolios that buying high company confidence countries’ long-short
portfolio (10) and selling low company confidence countries’ long-short portfolio (5). The ‘‘Long (10) Short (5)” portfolios in Panel C are portfolios that
buying high institutions trust countries’ long-short portfolio (10) and selling low institutions trust countries’ long-short portfolio (5). The ‘‘Long (10) Short
(5)” portfolio uses the benchmark factors from the long portfolio. Portfolios are monthly adjusted based on sample period from January 2007 to December
2017. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively. T-statistics are in parentheses. Coefficient covariance and standard errors
are made heteroskedasticity and autocorrelation consistent based on the Newey and West (1987) method.
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legal origin) plays a significant role in the market exchanges. Our finding is also consistent with existing CSR literature
(Dhaliwal et al., 2012; Liang and Rennebook, 2017) that find firms’ corporate social responsibility (CSR) performance in civil
law countries tend to outperform those in common law countries.

5.3. Public trust toward major corporations

Inspired by Aghion et al. (2010), we use public confidence toward major companies from the World Value Survey and
separate countries into high and low confidence towards major companies. Panel B of Table 4 presents the results of coun-
tries with confidence towards major companies. We find that the long-short portfolios in countries with high confidence
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toward major corporations (0.68% per month) have a greater abnormal return gap compared to the low level of confidence
toward major corporations (0.28% per month). The cross-country differences between long-short portfolios of high and low
confidence toward major corporations (Long (10) Short (5)) is 0.51% per month. This finding implies that investors are more
likely to penalise high reputation risks companies, measured by CSI events, if they operate in countries with higher confi-
dence toward major corporations than investors in countries that have lower confidence toward major corporations. Thus,
supporting our fourth hypothesis (H4), we find that the level of public confidence toward major corporations also matters in
valuation of corporate reputational risk. This finding also indicates that as public trust and confidence toward major corpo-
ration increases, they have less tolerance toward CSI.
5.4. Public trust toward institutions

Consistent with Lins et al. (2017), we use the Edelman trust index as a measure of public trust toward institutions and
examine the long-short portfolios abnormal returns for firms that operate in countries with high trust toward institutions
and low trust toward institutions. Panel C of Table 4 shows that the long-short abnormal returns for firms that operate in
high trust toward institutions (0.78% per month) are larger than the abnormal returns for firms that operate in low trust
toward institutions (0.18% per month). The cross-country abnormal returns difference between long-short portfolios of high
and low trust toward institutions (Long (10) and Short (5)) is 0.61% per month. This finding supports our fifth hypothesis
(H5) that the adverse corporate reputational risk impact of CSI events on shareholder abnormal returns is larger in countries
with higher trust toward institutions than those with lower trust toward institutions. This finding also supports the argu-
ment that public trust toward institutions can be considered as a complement to corporate reputation (King and
Whetten, 2008). Furthermore, as public trust toward the institution increases, they have lower tolerance toward any viola-
tions of institutional informal constraints and formal rules. Therefore, CSI brings more damaging value to the shareholder
under this institutional setting.

To summarise, our overall empirical results indicate that investors are more likely to generate abnormal returns using the
long-short of no reputational and high reputational risk strategy if they choose to invest in companies that are located in
emerging markets, civil law countries, and countries with higher public trust toward major companies and institutions.
5.5. Robustness tests

We perform several sensitivity tests based on the baseline results shown previously. In particular, we try to alleviate the
concern that the gap between high and low reputation risk portfolios could be driven by weighting method, asset pricing
models, financial market conditions (financial crisis and post crisis), samples of firms from specific countries (i.e., US and
China), the reputational effect of CSR scores, the year differences of reputational risk scores, company size and different
benchmark factors. Table 5 displays the Jensen alphas from the sensitivity checks based on the baseline results in Table 3.
Panel A presents the equal-weighted results while Panel B presents the results from Fama-French three-factor model. Except
Panel A, all portfolios use value-weighted method. Except Panel B, all results are based on Carhart (1997) four-factor model.
Panel C, D, D1 and D2 test the results based on different financial market periods focused on or excluding the financial crisis.
Panel G removes the dominant firms’ sample effects of US and China in the developed and emerging markets sample,
respectively.

Table 5 shows that the results are similar to the baseline results. Consistent with our first hypothesis (H1), the abnormal
returns for firms with high reputational risk are significantly lower than no reputational risk for both developed and emerg-
ing markets and even when we exclude the firms from the countries that represent the majority of our sample (US and
China). This result also holds especially during the financial crisis period (January 2007 to March 2009), indicating that inves-
tors’ perceptions of reputational risk are heightened during the financial market turmoil. We also find consistent evidence to
support our H2 that the gap of abnormal returns between high and no reputational risk for emerging markets are higher than
developed markets (except for equal-weighted and post 2013 on panels A and D2), indicating that adverse reputational risk
impact of CSI events on shareholder abnormal returns is larger in the markets with larger institutional voids than those oper-
ating in a more well-developed institutional structure, especially during the financial crisis.

We provide additional robustness tests to address concerns that the gap between high and low reputation risk portfolios
could be driven by the reputational effect of CSR performance, the influence of time trend and company size on reputational
risk scores and different benchmark factors. Table 6 displays the Jensen alphas from these additional robustness checks on
our baseline results in Table 3. To control for CSR performance, we use Sustainalytics database that covers 11,000 firms’
monthly CSR performance across the globe starting from September 2009.5 We matched Sustainalytics’ CSR data and Rep-
Risk’s CSI data based on firms’ ISIN, month and year. We separate the Sustainalytics’ score into high (above median) and low
(below median) CSR for each country and industry and apply the same methodology to construct the CSI portfolios. Panel
A1 and A2 of Table 6 present the results by comparing the differences between high and low CSR reputational effect. We cannot
find significant abnormal returns for the long-short portfolios between high and low CSR effects in developed markets portfolios
5 Sustainalytics score is also constructed with a similar scaling as the RepRisk data (scaled from 0 to 100) and is available on a monthly basis similar to the
RepRisk data.
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Table 5
Robustness tests (1/2).

Developed Markets Emerging Markets

(1) High Risk (2) Medium
Risk

(3) Low
Risk

(4) No
Risk

(5) Long
Short

(6) High
Risk

(7) Medium
Risk

(8) Low
Risk

(9) No
Risk

(10) Long
Short

Long (10)
Short (5)

Panel A: Equal weighted returns
Alpha �0.28 �0.36 �0.34 �0.11 0.17 �0.71 �0.57 �0.36 �0.19 0.51 0.35

(�3.20)*** (�4.81)*** (�4.08)*** (�1.04) (2.14)** (�2.81)*** (�3.03)*** (�2.69)*** (�1.56) (2.16)** (1.31)

Panel B: Fama French three-factor model
Alpha �0.03 �0.06 �0.13 0.17 0.20 �0.62 �0.41 �0.16 0.33 0.96 0.87

(�0.43) (�1.02) (�2.55)** (4.18)*** (2.13)** (�3.73)*** (�3.01)*** (�1.61) (5.61)*** (4.90)*** (4.04)***

Panel C: Financial crisis period (January 2007 – March 2009)
Alpha �0.32 �0.44 0.04 0.29 0.60 �1.72 �0.34 0.26 0.23 1.95 1.76

(�1.32) (�2.16)** (0.29) (2.00)* (1.82)* (�2.62)** (�0.60) (0.72) (1.18) (2.52)** (1.85)*

Panel D: Post financial crisis period (April 2009 – December 2017)
Alpha 0.05 �0.04 �0.16 0.12 0.07 �0.47 �0.35 �0.18 0.35 0.83 0.76

(0.81) (�0.75) (�2.75)*** (2.80)*** (0.78) (�3.27)*** (�2.89)*** (�1.82)* (5.25)*** (4.43)*** (3.80)***

Panel D1: Post financial crisis period (1) (April 2009 – December 2013)
Alpha 0.09 �0.01 �0.23 0.06 �0.03 �0.64 �0.66 0.11 0.35 0.99 0.84

(0.92) (�0.08) (�2.63)** (1.51) (�0.22) (�3.69)*** (�4.32)*** (0.79) (5.53)*** (4.90)*** (2.88)***

Panel D2: Post financial crisis period (2) (January 2014 – December 2017)
Alpha �0.01 �0.08 �0.06 0.20 0.21 �0.22 0.04 �0.42 0.33 0.55 0.44

(�0.14) (�1.15) (�0.84) (2.50)** (1.67) (�1.16) (0.27) (�3.43)*** (2.47)** (1.83)* (1.38)

Panel E: Excluding US and China
Alpha �0.19 0.07 �0.05 0.11 0.30 �0.44 �0.31 �0.14 0.27 0.71 0.36

(�1.90)* (0.75) (�0.82) (2.45)** (2.90)*** (�2.30)** (�2.46)** (�1.57) (3.77)*** (3.09)*** (1.80)*

Note: Table reports alphas of robustness tests based on the baseline analysis in Table 3. This table shows the results of the high reputation risk, low
reputation risk, no risk and long-short portfolios in developed and emerging markets. The reputation score is sorted by tercile into high, medium and low
reputation risk categories, and the portfolios are updated on a monthly basis based on the same country, industry and previous month’s firm size category
and reputational risk score. The no risk portfolio consists of stocks with no recorded risk exposure in RepRisk Index. The ‘‘Long Short” portfolios are
portfolios that buying stocks with no reputation risk and selling stocks with high reputation risk. The ‘‘Long (10) Short (5)” portfolios are portfolios that
buying emerging market’s long-short portfolio (10) and selling developed market’s long-short portfolio (5) using the long portfolio’s benchmark factors.
Except Panel A, all portfolios use value-weighted method. Except Panel B, all results are based on Carhart (1997) model. Portfolios are monthly adjusted
based on sample period from January 2007 to December 2017. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively. T-statistics are in
parentheses. Coefficient covariance and standard errors are made heteroskedasticity and autocorrelation consistent based on the Newey and West (1987)
method.

Table 6
Robustness tests (2/2).

Developed Markets Emerging Markets

(1) High
Risk

(2) Medium
Risk

(3) Low
Risk

(4) No
Risk

(5) Long
Short

(6) High
Risk

(7) Medium
Risk

(8) Low
Risk

(9) No
Risk

(10) Long
Short

Long (10)
Short (5)

Panel A1: High CSR performance
Alpha 0.03 �0.17 �0.12 �0.07 �0.10 0.09 0.15 �0.17 0.29 0.19 0.30

(0.40) (�2.03)** (�1.43) (�0.74) (�0.67) (1.05) (1.73)* (�1.38) (5.04)*** (1.89)* (1.72)*

Panel A2: Low CSR performance
�0.18 0.01 0.03 0.22 0.40 �0.78 �0.43 �0.34 0.42 1.21 0.81
(�1.72)* (0.02) (0.25) (1.29) (1.10) (�4.28)*** (�1.96)* (�1.99)** (2.97)*** (4.42)*** (2.07)**

Panel B: Size and year adjusted RepRisk score
Alpha 0.04 �0.11 �0.14 0.18 0.14 �0.59 �0.51 �0.20 0.35 0.93 0.92

(0.68) (�1.95)* (�3.13)*** (4.22)*** (1.51) (�3.09)*** (�3.06)*** (�2.10)** (6.01)*** (4.39)*** (3.94)***

Panel C1: Benchmark factors test (1) – Fama/French 3 factors
Alpha 0.01 �0.04 �0.15 0.13 0.12 �0.51 �0.54 �0.11 0.34 0.84 0.73

(0.12) (�0.67) (�2.97)*** (2.45)** (1.12) (�2.31)** (�3.78)*** (�0.93) (3.08)*** (2.81)*** (2.52)**

Panel C2: Benchmark factors test (2) – Fama/French 5 factors
Alpha �0.05 �0.04 �0.14 0.23 0.28 �0.42 �0.44 �0.04 0.23 0.65 0.51

(�0.81) (�0.52) (�2.47)** (4.88)*** (2.91)*** (�1.97)* (�2.00)** (�0.25) (2.09)** (2.27)** (1.75)*

Note: Table reports alphas of additional robustness tests based on the baseline analysis in Table 3. This table shows the results of the high reputation risk,
low reputation risk, no risk and long-short portfolios in developed and emerging markets. The reputation score is sorted by tercile into high, medium and
low reputation risk categories, and the portfolios are updated on a monthly basis based on the same country, industry and previous month’s firm size
category and reputational risk score. The no risk portfolio consists of stocks with no recorded risk exposure in RepRisk Index. The ‘‘Long Short” portfolios are
portfolios that buying stocks with no reputation risk and selling stocks with high reputation risk. The ‘‘Long (10) Short (5)” portfolios are portfolios that
buying emerging market’s long-short portfolio (10) and selling developed market’s long-short portfolio (5) using benchmarks factors from the long
portfolio. Except Panel A1 and A2, the portfolios are built based on the main sample using RepRisk data only. Except Panel C1 and C2, all portfolios use
benchmark factors collected from Style Research. Portfolios are monthly adjusted based on sample period from January 2007 to December 2017. *, **, and
*** indicate significance at the 10%, 5%, and 1% levels, respectively. T-statistics are in parentheses. Coefficient covariance and standard errors are made
heteroskedasticity and autocorrelation consistent based on the Newey and West (1987) method.
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(�0.1% and 0.4% respectively). However, we find significant differences between high and low CSR performance for emerging
markets, where low CSR firms have lower long-short portfolios abnormal returns (0.19%) than long-short portfolio for higher
reputational risks (1.21%). In Panel B, we adjust the reputational risk score by size and year to address the concerns that the
number of news reporting is increasing over the years and large size firms are more likely reported in the news.6 The robustness
tests results presented in panel B of Table 6 are consistent with the baseline results in Table 3. Panel C1 and C2 test the results
based on market benchmarks obtained from Fama French data library.7 The ‘‘Long (10) Short (5)” results that contrast the dif-
ference in abnormal returns between emerging markets and developed markets portfolios across all these robustness tests are
similar to the baseline results, thus they strongly support our second hypothesis (H2).

We conduct further robustness checks and the results of these robustness checks are not tabulated. First, since the liter-
ature on the topic of legal origins has progressed toward examining four different types of civil law: French, German, Scan-
dinavian and Socialist civil law (e.g. Liang and Rennebook, 2017), we also empirically examined the four subcategories of
civil law portfolios (French, German, Scandinavian and Socialist civil law). We find additional empirical support to our third
hypothesis (H3) that the abnormal returns from the long-short portfolios are broadly supportive of our main results. Second,
we also conduct the robustness check by using different market benchmarks. Given that we use a self-matched market
benchmark in this study, the differences between the high and no reputation risk portfolios remain constant even after
applying other market benchmarks, such as the MSCI All Country Index. Our untabulated results indicate that by using
the MSCI All Country Index, the abnormal returns for both high and low reputation risk portfolios are higher, but the results
for the long-short of no reputational risk and high reputational risk portfolios remain similar. In fact, we find that the dif-
ferences between high and no reputation risk portfolios are similar no matter what market benchmarks are used. Therefore,
we believe that our results are robust, even after accounting for countries, sectors, firm characteristics, different weighting
methods, different models, different subsamples, and different benchmark factors and reputational effect from firms’ CSR
performance.
6. Conclusion

We investigate the value relevance of reputation risk, measured by CSI events, on stockholder abnormal return based on
an extensive sample of companies worldwide. In compiling the different samples, we constructed portfolios using three
portfolio construction strategies: long-hold portfolios, long-short portfolios, and characteristic-matched portfolios. The main
results suggest that reputational risk, measured by CSI events, reduces stock returns. Stocks with high reputation risk port-
folios perform worse than no reputation risk portfolios after controlling for countries, sectors, firm CSR performance, differ-
ent weighting methods and different sample periods. These findings imply that the stock market considers corporate social
irresponsibility (CSI) or reputational risks that violates the informal institutional constraints (i.e., trust) as value relevant. The
findings also provide practical implications for investors that it is profitable to apply a long-short strategy in buying no rep-
utation risk companies and selling high reputation risk companies.

In addition, the results support the idea that there are more significant differences in terms of abnormal returns between
high and no reputation risk portfolios in emerging markets than in developed markets. This suggests that investors are more
likely to act on information pertaining to companies’ levels of reputation risk in emerging markets. This study contributes
towards understanding the variations of CSI across countries in the asset pricing setting. Our findings also bring empirical
evidence that demonstrates the value relevance of corporate reputational risk varies across countries with both formal
and informal institutional constraints and under various institutional settings (i.e., emerging versus developed markets, civil
law versus common law and public confidence toward major companies and trust toward institutions).

Our study contributes to the existing literature in four ways. First, our study extends the CSR literature by providing evi-
dence for the shareholders’ negative reaction to CSI. Second, our finding extends the institutional economics literature by
providing empirical evidence that the impact of CSI on shareholder abnormal returns are greater in emerging markets where
corporate reputation plays more significant role due to lack of access to credible formal institutional constraints and greater
information asymmetry in emerging markets (Gao et al., 2017). Third, our study also provides further evidence about the
critical roles of formal rules and informal institutional constraints, measured by legal origin and public trust toward corpo-
rations on shareholders’ return by examining the varying impacts of CSI on shareholders abnormal return across two differ-
ent legal origins (civil and common law). Fourth, our study presents evidence to support the institutional economics theory
that public trust toward the institution itself plays an important role in the value impact of CSI on the shareholder returns.

We present a number of suggestions for further studies. First, many studies report that there are significant differences in
the content of CSR reports between different countries (e.g., Chen and Bouvain, 2008; Maignan and Ralston, 2002), as well as
marked differences between firms’ policies on ethics, human rights, corporate governance and communications (Scholtens
6 We made size and year adjustment on the RepRisk score with the following formula, which increases CSI scores for smaller firms/earlier years and
decreases CSI scores for larger firms/later years: ‘Size and Year adjusted RepRisk score = RepRisk score – [(market cap of company at period t - average market
cap of the portfolio at period t) * slope coefficient of size] – [(year of company - midyear of the sample of the portfolio)*slope coefficient of year]’. Both slope
coefficients are estimated from a panel regression of the original RepRisk score on market cap, country dummies and year dummies. Aligning both equations
leads to size and year adjusted RepRisk scores being computed as. We then replace the RepRisk Score by the size and year adjusted RepRisk scores and rerun our
main model.

7 Fama French data library: http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html#International.
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and Dam, 2007). However, the financial impact of irresponsible behaviour could be vastly different across different culture
and other country-specific factors. This raises the question of whether or not there are differences in the economic conse-
quences of CSI behaviour between individual countries. Therefore, it would be rewarding to consider culture and
country-specific factors in future CSI studies.

Second, it should be noted that this study does not imply that firms’ reputation risk profiles remain constant over various
time periods. Indeed, although a firm’s reputation risk levels can remain reasonably steady over many years, they are also
liable to swing in either direction. Therefore, future studies should explore the literature on the consistency of firms’ repu-
tation risk profiles, and investigate the factors that motivate firms to change their attitude and behaviour over a long period
of time.

Finally, although it is primarily the relationship between firms’ levels of reputation risk and their financial performance
that has been investigated in this paper in relation to portfolios, it is worth examining this relationship from the perspective
of the firms themselves. Companies differ vastly in their individual perception, understanding of, tolerance toward, and reac-
tions to reputation risk. Some companies tend to keep their levels of reputation risk to a minimum, while other companies
may expose themselves to reputation risks at an extreme level. If it is assumed that activities that pose a comparatively small
risk to reputation – such as bribery or mild instances of corruption – can bring short-term economic benefits to business
operations, it can also be expected that severe exposure to reputation risk will result in a reduction to shareholder value.
Therefore, a thorough consideration of the benefits and drawbacks of reputation risk at the firm-level setting would make
an interesting contribution to the existing literature.
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