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Abstract Reputation risk is not a unique risk, it is a
consequence of other risks like operational risk and other
poor risk management practices. It also emerges due to lack
of good capital as well as human capital management. At the
same time, negative news about the organization or negative
blogs created by employees leads to more damage to
reputation. This paper also aims on risk management in
mutual fund organizations, because they are dependent on
confidence of investors. Lack of reputation and confidence
leads to decline in the component of investor proportion. In
this context, this paper is intended to address three issues: i)
reputation risk measures, ii) risk analysis for mutual fund
industry and iii) how to sustain reputation to reap long term
gains.
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1. Introduction
‘Reputation Management’ included tracking a companies’
activity and online presence as well as taking into account
the views that other people have about this company. 1
Reputation is the perceived impression that stake holders
have about how a company is managing its business process.
According to Tomasz Obloj and Krysztof Obloj 2 The
smaller the difference among competitors in terms of
corporate reputation, the more valuable a unit of reputation
in the industry.
The Reputation Equation

3

Reputation = experience – expectations
1 Brain Gravin, Why Reputation Risk Management is so important these
days, Nov 1st , 2011
2 Tomasz Obloj and Krysztof Obloj, “Diminishing Returns from
Reputation: Do Followers Have a Competitive Advantage?” Corporate
Reputation Review, Vol. 9, No. 4, 2006, pp. 213-224
3 Harpur, Oonagh Mary, in Corporate Social Responsibility Monitor (2002).
London : Gee Publishing, Chapter B4

Stakeholder expectations are shaped by their beliefs about
what a business is and what it does. These beliefs are
influenced by what the business says about itself and by what
others say about it. Stakeholders then measure their actual
experience of how the business acts against their
expectations. A good reputation is achieved when there is
congruence between a business’s purpose, its goals and
values (what it professes to be), its conduct and actions (what
it does it practice) and the experience and expectations of its
stakeholders. Harris 4 Interactive has been applying a
reputation quotient methodology to rank U.S. firms with the
best and worst reputations.
How significant a threat do the following risks pose to
your company’s global business operation today?
(index score, where 100 = highest)
Reputational risk (eg, events that undermine public trust in
your products or brand):52
Regulatory risk (problems caused by new or existing
regulations):41
Human capital risks (eg, skills shortages, succession
issues, loss of key personnel):41
IT network risk (eg, network security breaches, IT systems
failure):35
Market risk (risk that the market value of assets will
fall):32
Credit risk (risk of bad debt):29
Country risk (problems of operating in a particular
location):21
Financing risk (difficulty raising finance):19
Terrorism:18
Foreign exchange risk (risk that exchange rates may
worsen):18
Natural hazard risk (eg, hurricanes, earthquakes):18
Political risk (danger of a change of government):18
Crime and physical security:15
Source: Economist Intelligence Unit, 2005

4 The methodology is based on 20 corporate attributes in six categories of
public expectations (financial performance, social responsibility, workplace
environment, quality of products and services, vision and leadership, and
emotional appeal).
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2. Review of Literature
Sowmya Kanthi Ghosh5 states that reputation risk can be
quantified. She explains with recent example of the Swiss
bank UBS’s loss of $2.3 bn. This loss was a result of
unauthorized trading. Recently, operation fraud at Societe
Generale. Web serve survey6 reveals that 68 per cent of
respondents said that data breaches happen when employees
take confidential data with them while leaving company.
However, 63 per cent of respondents opined that the ultimate
responsibility of data loss should lie with the board of
organization.
David Davies 7 explains that the ‘Reputation Risk
Management’ can only be effective if
it operates
holistically – not as a specialist function to be activated in an
emergency but as a major influence on the organisation’s
actions, behaviour and standards. However, the
organisations that apply universally high standards run the
risk of becoming bogged down by cost or debilitating rules.
The key is to understand your reputation – it is in all
probability your biggest asset – and match its management to
its needs. If done properly, a well-executed Reputation Risk
Management exercise will have spin-off benefits that can,
by themselves, massively improve corporate performance
and profitability.
Daniel Diermeier 8 states that reputational damage can
hurt a company in many ways. Take the example of
Wal-mart. Over the last two years, Wal-mart has been the
subject of negative news coverage on topics ranging from
environmental and labor concerns to allegations that
Wal-mart has negative net effect on local communities.
These accusations (whether true or false) have already had
an impact on Wal-mart’s business performance.
Stelios C. Zyglidopoulos etal. 9 , study states that the
corporate reputation can assist firms engaging in acquisitions
and internationalization efforts.
Shally Venugopal, Clay Rigdon, Florence Daviet 10
mentioned that : besides stakeholders’ requests for
environmental stewardship, financial institutions are starting
to realize that to manage risk better, they should consider
climate change in their business decisions. Goldman Sachs
(GS), for example, through its GS Sustain strategy, is
identifying investment opportunities by considering
environmental (among other) criteria across a broad range of
industries. Meanwhile, numerous pension funds in Europe
and the United States are starting to assess investment risk
through the lens of climate change. Particularly under an
5
Sowmya Kanthi Gosh, Measures of reputation risk, Dec 8th 2011,
Financial Express.
6
Web Serve survey results published in ‘Xotoday’, date April 14th, 2010
7
David Davies , Reputation Risk Management – a Holistic Approach,
www.idrisk.com
8
Daniel Diermeier, Measuring and Managing Reputational Risk, Risk
Management, March 2008 – Issue 12
9
Stelios C. Zyglidopoulos, Richard DeMartino, and David McHardy Reid,
“Reputation as a Facilitator in the Internationalization of Small and
Medium-Sized Enterprises,” Corporate Reputation Review, Vol. 9, No. 1, pp.
79-87.
10
Shally Venugopal, Clay Rigdon, Florence Daviet, Accounting for Risk:
Conceptualizing a Robust Greenhouse Gas Inventory for Financial
Institutionsm World Resources Institute, New Bulletin, Aug, 2009.

117

environment-focused policy era in the United States and
globally, climate risk assessments may soon become part of a
financial institution’s fiduciary duty to their clients and
shareholders.
Jan Bebbington, Carlos Larrinaga, Jose M. Moneva 11
study is to explore the proposition that corporate social
responsibility reporting could be viewed as both an outcome
of, and part of reputation risk management processes. They
find that the concept of reputation risk management could
assist in the understanding of corporate social responsibility
reporting practice.
A recent study by shedan12 interesting light on a five
stage process stressing for brands attributes similar to those
described here for reputation i.e. differentiation, positioning,
personality, vision and added value.
Reputation Risk Measures in Mutual Fund Industry:
Jensen Model: The measure of portfolio performance
summarized below is derived from a direct application of the
theoretical results of the capital asset pricing models derived
independently by Sharpe (1964), Lintner (1965a) and
Treynor.
All three models are based on the assumption that (1) all
investors are averse to risk, and are single period expected
utility of terminal wealth maximizers, (2) all investors have
identical decision horizons and homogeneous expectations
regarding investment opportunities, (3) all investors are able
to choose among portfolios solely on the basis of expected
returns and variance of returns, (4) all trans-actions costs and
taxes are zero, and (5) all assets are infinitely divisible.
Given the additional assumption that the capital market is in
equilibrium, all three models yield the following expression
for the expected one period return on any security (or
portfolio) j:
E(Rj ) = RF + βJ [E (Rm ) - RF]
where the tildes denote random variables, and RF = the
one-period risk free interest rate.
βJ = cov(j RJ, RM ) / σ2 RM = the measure of risk
(hereafter called systematic risk) which the asset pricing
model implies is crucial in determining the prices of risky
assets.
E (RM ) = the expected one-period return on the “market
portfolio” which consists of an investment in each asset in
the market in proportion to its fraction of the total value of all
assets in the market. Thus eq. (1) implies that the expected
return on any asset is equal to the risk free rate plus a risk
premium given by the product of the systematic risk of the
asset and the risk premium on the market portfolio.
The risk premium on the market portfolio is the difference
between the expected returns on the market portfolio and the
risk free rate. Equation (1) then simply tells us what any
11
Jan Bebbington, Carlos Larrinaga, Jose M. Moneva, (2008),"Corporate
social reporting and reputation risk
management", Accounting, Auditing & Accountability Journal, Vol. 21 Iss:
3 pp. 337 - 361
12
Leslie de Chernatony, “Towards the Holy Grail of Defining brand”,
Marketing Theory, vol. 9, n° 1 – May 2009
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security (or portfolio) can be expected to earn given its level
of systematic risk, βJ. If a portfolio manager or security
analyst is able to predict future security prices he will be able
to earn higher returns than those implied by eq. (1) and the
riskiness of his portfolio. We now wish to show how (1) can
be adapted and extended to provide an estimate of the
forecasting ability of any portfolio manager. Note that (1) is
stated in terms of the expected returns on any security or
portfolio j and the expected returns on the market portfolio.
Since these expectations are strictly unobservable we wish to
show how (1) can be recast in terms of the objectively
measurable realizations of returns on any portfolio j and the
market portfolio M.
Fama Model: In Fama’s decomposition performance
evaluation measure of portfolio, overall performance can be
attributed to selectivity and risk. The performance due to
selectivity is decomposed into net selectivity and
diversification. The difference between actual return and
risk-free return indicates overall performance:
Rp – Rf
Where in
Rp: is actually return on the portfolio, which is monthly
average return of fund.
Rf- is monthly average return on treasury bills 91-days.
The overall performance further can be bifurcated into
performance due to selectivity and risk. Thus,
Rp – Rf = [ Rp – Rp(βp) + Rp(βp) – Rf) ]
In other words, Overall performance = selectivity + risk
Treynor and Mazuy Model
Treynor and Mazuy developed a prudent and exclusive
model to measure investment managers’ market timing
abilities. This formulation is obtained by adding squared
extra return in the excess return version of the capital asset
pricing model as given below:
(Rpt – Rft)= α + βp ( Rmt- Rft) + yp ( Rmt- Rft)2 + e pt
Where
Rpt – is monthly return on the fund
Rft- is monthly return on 91 days treasury bills
Rmt- is monthly return on market index
Ept is error term
This model involves running a regression with excess
investment return as dependent variable and the excess
market return and squared excess market return as
independent variables. The value of coefficient of squared
excess return acts as a measure of market timing abilities that
has been tested for significance of using t-test. Significant
and positive values provide evidence in support of the
investment manager’s successful market timing abilities.
Statman Model: Statman measured mutual funds using
the following equation:
eSDAR ( excess standard deviation and adjusted return) =
Rf + (Rp - Rf ) (Sm/ Sp) – Rm
Rf- monthly return on three-month treasury bills
Rp – monthly return on fund portfolio

Rm- monthly return on the benchmark index
Sp- standard deviation of portfolio p’s return and
Sm – standard deviation of return on the bench mark
index.
Relative Performance Measure- Choi Model
Choi provides a theoretical foundation for an alternative
portfolio performance measure that is incentive-compatible.
In this model, a risk-averse portfolio manager is delegated to
manage a fund, and his portfolio construction (and
information-gathering) effort is not directly observable to
investors. The fund manager is paid on the basis of the
portfolio return that is a function of effort, managerial skill,
and organizational factors. Choi assumes that a unit of
managerial effort produces the same amount of private
information for all managers. However, they are assumed to
differ in performance because of heterogeneous skills in
utilizing the same amount of information. The organizational
factor is inherent in fund companies and influences the
portfolio return but is beyond the manager’s control. The
institutional (organizational) factor is broadly interpreted to
capture any factors that affect the fund’s total return as a
result of institutional elements. Incentive contracts can be
considered as one of those factors. Inefficient incentive
contracting, explicit or implicit, discourages fund managers
from exerting appropriate efforts. Economies of scale are
another example. The cost of managerial effort may depend
on the size of the funds. Thus the scale factor may affect
managerial incentive and thus the total fund return. To the
extent that these institutional factors exist, an efficient
performance evaluation system should isolate these factors
in evaluating a manager’s performance.
In this model, the effect of institutional factors is described
by the incentive contractual form and disutility (or cost)
function of managerial efforts in fund operations. It focuses
on the cost function as an organizational factor (simply, scale
factor). It was assumed that the disutility function of each
fund is determined by the unique nature of its operation (e.g.,
fund size) and is an increasing function of managerial effort
at an increasing rate. For example, owing to a scale factor,
the cost function of a larger fund may be a flatter. This
assumption is meant to be just one of many plausible
assumptions and is not required in the model. It is probable
that the costs of gathering information and managerial skills
may be interrelated. curve than that of a smaller fund. Thus
the marginal cost for the larger fund will be smaller at the
same level of effort. Alternatively, a manager for the larger
fund can exert more effort at the same cost. This implies that
it is possible for a manager with an identical skill to perform
poorly for a small fund merely because diseconomies of
scale in the fund force the manager to exert less effort,
resulting in less amounts of private information. Therefore,
in order not to penalize the manager for poor performance
due to uncontrollable diseconomies in his operation, the
scale factor should be accounted for in an
incentive-compatible
evaluation
scheme.
Relative
performance evaluation is shown to be a part of the
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alternative performance index derived from the Grinblatt and
Titman (1989) argue that there may exist economies of scale
in the mutual fund industry, probably arising from the size of
individual funds. There is a very limited amount of study in
this area. Exceptions are Ferris and Chance (1987) and
Dermine and Roller (1992). Ferris and Chance found a
negative relationship between expense ratios and sizes of
funds in a regression analysis, indicating the existence of
economies of scale in mutual funds. However, using French
mutual fund data, Dermine and Roller showed that there may
exist economies (diseconomies) of scale for small (large)
funds. Grinblatt and Titman (1989) point out that transaction
costs such as expense ratios are good surrogates for a
manager’s private information, because if portfolio
managers have superior information or ability, they may be
able to expropriate the economic rents by charging higher
fees.
Reputational challenges can emerge from any area of
day-to-day decision making. But executives tend to make
decisions without consideration for the reputational impact.
Their key skill is the ability to maintain an external
perspective throughout the decision-making processes and
incorporate this perspective into the design of the business
decision, e.g., the launch of a new product and its
market-entry strategy.

3. Conclusion
Management of reputation risk is the need of the hour for
every organization. There is no exception to this even for
mutual fund organizations. Hence, the AMCs should
understand the various methods and techniques of reputation
risk management and they should try to adopt recent
techniques to maintain reputation and avoid risk for gaining
investor’s confidence. Mutual fund organizations need to
understand their decisions create a record today that will
serve as the basis for their story tomorrow. Assessing
reputational risk requires anticipating what a reputational
crisis will look like and then taking proactive steps to prevent
and prepare.
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