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Abstract 

The paper aims to examine the relation between corporate reputation and cost of equity for 

a sample of UK firms from 2000 to 2014. To examine this relation, the paper proposes a new 

and unique measure of corporate reputation derived from the British Honours System. We 

hypothesise a negative relation between cost of equity capital and director reputation – a 

dimension of corporate reputation. Therefore, the paper aims to contribute to the cost of 

equity literature by examining a new determinant of cost of equity and to the (corporate) 

reputation literature by examining the implication of high corporate reputation.  

 

  



2 
 

 

1. Introduction 

The purpose of this paper is to examine the association between corporate reputation and 

cost of equity capital. Previous research has established significant relationships between 

various dimensions of corporate reputation and quality of accounting information. For 

example, Cao et al. (2012) examine the relationship between corporate reputation and the 

likelihood of a financial statement restatement and find that companies with high 

reputation are less likely to misstate their financial statement (a dimension of earnings 

quality). Kanagaretnam et al. (2010) examine the relation between auditor reputation and 

earnings management using a sample of banks from 29 countries and find that auditor 

reputation constrains income-increasing abnormal loss provisions.1In addition, extant 

literature suggests a significant role for corporate reputation in improving corporate 

governance (Toms, 2002), improving performance (Roberts & Dowling, 2002), reducing 

information asymmetry (Cao et al., 2015), agency cost and adverse selection problem. We 

argue that a joint implication of these effects is a reduction in cost of equity capital.  

While our primary objective is to examine the relation between reputation and cost of 

equity, the major contribution of our research is the novelty of our corporate reputation 

measure. Specifically, we propose a new measure of corporate reputation using our self-

constructed proxy of director reputation derived from the British Honour System. Our study, 

therefore, also aims to contribute to the literature linking director characteristics to 

corporate reputation (Musteen et al., 2010). 

2. Prior Research and Hypothesis Development  

The literature suggests an important role for reputation in the contexts of auditors (e.g. 

Kanagaretnam et al., 2010), investment bankers (e.g. Jo et al., 2007) and sell-side financial 

analysts (e.g.  Clarke et al., 2007). Such reputable professionals tend to have positive 

outcomes for their clients and owners. Anginer et al. (2011) examine the implication of 

company reputation for cost of debt for a sample of US “Most Admired” companies and find 

a negative relationship. A limited of number of papers examine the effect of reputation for 

equity financing. Gomes (2000) and Siegel (2005) examine the implications of corporate 

reputation in the contexts of an IPO and cross listing, respectively. The study by Siegel finds 

that Mexican firms with good reputations on the US exchanges during the 1994 economic 

crisis were subsequently able to raise more equity and debt capital. Gomes’ study shows 

that reputation concern by majority shareholders mitigates the possibility of expropriation 

of wealth at the expense of minority shareholders in an initial public offering (IPO).  

Smith et al. (2010) measure corporate reputation from brand image and provide evidence in 
support of a positive relationship between corporate reputation and market value of equity, 
(and financial performance) and a negative relationship with cost of equity. Black et al. 
(2000) using a sample of US firms and a measure of corporate reputation drawn from the 
Fortune survey of `America's most admired companies' show that corporate reputation 

                                                           
1 However, Francis et al. (2008) find evidence that CEO reputation is negatively associated with earnings 
quality. 
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value relevant, even after controlling for the financial performance `halo' effects on the 
Fortune ratings. Cao et al. (2015) seem to provide the first direct evidence of the 
relationship between corporate reputation and cost of equity using US Fortune 1000 
companies as their sample. Their study supports a negative relationship between reputation 
and cost of equity – companies with higher reputation scores enjoy a lower cost of equity 
even after controlling for factors that literature suggest explains the cost of equity. In 
addition, the authors find that the effect of reputation on the cost of equity increases with 
the degree of information asymmetry consistent with a negative relationship between 
corporate reputation and the degree of information asymmetry as a signal of firm quality. 
 
Cao et al. (2015) suggests three mechanisms through which corporate reputation can affect 

cost of equity: its impact on information asymmetry, investor recognition and earnings 

quality. The authors argue that corporate reputation signals the company’s propensity to 

work in the best interest of the shareholders by for example, reducing information 

asymmetry through increased financial and non-financial disclosure. Such disclosures help 

to reduce transaction costs associated adverse selection (Amihud & Mendelson, 1986) and 

hence cost of equity (see also, Botosan, 1997). In addition, reduction of information 

asymmetry through greater disclosure helps to reduce the non-diversifiable estimation risk 

associated with the uncertainty faced by investors when predicting the expected rate of 

return (Brown, 1979). However, Armitage and Marston (2008) examine the question of the 

relationship between disclosure and cost of capital by interviewing a selection of UK finance 

directors. They find that while greater disclosure to lenders and rating agencies reduces the 

cost of debt, disclosure only reduces the cost of equity up to the point at which a good-

practice level of information disclosure has been reached. Beyond this level, there is little 

effect disclosure on cost of equity. 

High company reputation is also associated with investor recognition which has (positive) 

implication for stock liquidity and (negative) implication for cost of equity capital. Merton 

(1987) suggests that in markets with incomplete information, investors in stocks with lower 

investor recognition require higher expected returns to compensate for increased 

idiosyncratic risk. Grullon et al. (2004) show that highly recognised stocks are owned by 

more individual and institutional investors. These highly recognisable stocks are also more 

liquid (Loughran & Schultz, 2005). Bulter et al. (2005) show that transaction cost of issuing 

equity is significantly lower for firms with more liquid stocks. 

Finally, corporate reputation should be associated with cost of equity through its impact on 

the quality of accounting information. Cao et al. (2012) find that firms with higher 

reputation scores have higher quality accruals and are less likely to misstate their financial 

statement. Studies by Lambert et al. (2007) and Barth et al. (2013) show that higher quality 

earnings lowers the cost of equity by reducing information asymmetry (see also, Easley et 

al., 2002; Easley and O’Hara, 2004; Francis et al., 2004, 2005). 

Our hypothesis, stated in the alternative form is as follows: 

H1: The cost of equity is lower for companies with higher reputations. 
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3. Research Design and Data 

Construction and Validation of Directors’ Reputation Score 

Corporate reputation researchers and practitioners have proposed a number of measures to 

capture the construct many of which incorporate mainly two dimensions of reputations - 

corporate performance and corporate citizenship, and are limited in many other ways. For 

example, while the annual ‘Fortunes World’s Most Admired Companies’ report enjoys 

considerable patronage among corporate reputation researchers, it covers relatively large 

and mainly US companies with annual revenue of at least $10bn. In addition, the corporate 

reputation dimensions do not cover personal qualities of directors or management of firms.2  

To address these shortcomings and consistent with the objective of our study, we 

developed a new corporate reputation score based on directors reputation. We consider 

this a major contribution of this study  

Our unique measure draws on the British Honours System – a system of honouring 

individuals for bravery, achievements or service to the United Kingdom and the British 

Overseas Territories. It consists of different orders, awards and honours that schematically 

graded to distinguish different degrees of achievement or chivalry within each order and 

among different orders. We identified seven (7) classes and/or orders of honours and 

construct another class which we call “others” consisting of mainly stand-alone honours and 

titles not included in the major honours categories (see Table 1). One major challenge in 

constructing the corporate reputation score is how to quantitatively measure or rank the 

different honours across the different categories. For this, we follow two approaches. First, 

we assume a naïve ranking approach in which we treat all honours equally by counting the 

number of honours and award holders as a proportion of the board size. In view of the less 

likelihood of foreign nationality to obtain any of these awards, we measure board size after 

subtracting the number of non-British directors. We name this variable ProRDir – the 

proportion of reputable directors on board. We consider our measure to be a stronger 

measure of direction reputation than the “community influential directors” measure 

adopted by Mallin and Michelon (2011).  

 

To address the fact that not all honours are created equally, we combine the grading 

mechanism inherent in each of the honours categories with order of precedence of these 

honours. These two criteria are applied such that, for example, it is possible to discriminate 

between knights of the different categories of orders. An application of the scoring scheme 

ensures that a knight (dame commander) of the Order of the British Empire is ranked lower 

than a knight (dame) grand cross of the same order who than is ranked lower than a knight 

(dame) grand cross of Order of The Royal Victorian order. All other similar titles such as 

commanders, companions and lieutenants are ranked following the same methodology. To 

allow variation across years and firms, the reputation scores were constructed for each 

director-year. Where a director has two or more of these honours, we allocate the 

                                                           
2 See Fombrun (1998) for a review of some these indices. 
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maximum score applicable instead of summing up the score of individual awards. In theory 

the range of possible scores is between 0 and 19 for each director. 

 

The raw reputation score for each firm-year is normalised with a minimum-

maximum normalisation to fit the range [0.0, 1.0]. The equation used is:  

 

𝑁𝑜𝑟𝑚𝑎𝑙𝑖𝑠𝑒𝑑(𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒𝑖,𝑡) =
𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒𝑖,𝑡−𝑀𝑖𝑛(𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒𝑡)

𝑀𝑎𝑥(𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒𝑡)−𝑀𝑖𝑛(𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒𝑡)
   

 

where RepDirScorei,t is director’s 𝑖 reputation score for year 𝑡; Min(RepDirScoret) is the 

firm’s minimum director score for year 𝑡; Max(RepDirScoret) is the firm’s minimum 

director score for year 𝑡. Finally, to address the fact that non-British directors are less likely 

to be conferred any of these awards or honours, we take our firm-year corporate reputation 

measure of reputation as the average of RepDirScorei,t for British directors. By design 

therefore, our firm-level reputation scores are constrained to between 0 and 1. Table 1 

presents the description and summary of our scoring mechanism for UK honours system.  

  

Data and Sample Construction 

The sample is made up of non-financial UK firms listed on the main market of the London 
Stock Exchange for the period 2004 - 2014. To be included in the sample, we require that 
firms must have data to compute director reputation score, cost of equity measures and the 
control variables. Accounting data for constructing the cost equity measures and the control 
variables are available from IBES and Eikon, respectively. 

  
We hand-collected honours and awards from the firms’ financial reports. It is possible that 
because it is not a legal requirement to report directors’ awards and honours as part of the 
financial reporting of firms, we assume that there is a signalling benefit in voluntarily 
reporting these awards given their prestigious nature. However, to ensure that we fully 
capture these awards for each director, if available, for each financial report, we first 
completed keywords searches using acronyms such as CBE, MBE etc. In the second stage of 
this data collection process and to improve data integrity, we read the biographic entry of 
each of the directors with emphasis on these keywords. Where words such as “knighted” is 
used in the directors bibliography without any reference to a particular order or award we 
carried out an internet search including a search of the London Gazette for further 
information,  These two steps of data collection were completed by two researcher 
assistants working independently of each other. In the third step of the process, we 
compared the extracted data to ensure the completeness and validity of the entries. In the 
very rare cases where no matching exist between the two independently constructed 
database, we repeated steps 1 to 3 until all required honours data were extracted and 
matched. 
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Empirical Estimation of Cost of Equity Capital 

The cost of equity is the minimum rate of return required by providers of equity capital. It is 
the sum of the risk free rate of return and a premium for the firm’s non-diversifiable risk as 
represented by capital asset pricing model (CAPM). It is also described a risk-adjusted 
discount rate that investors apply to the expected future cash flows in line with the 
traditional dividend discount model (DDM). Therefore, estimating expected cost of equity 
capital using CAPM and DDM requires the estimation of market risk premium and of the 
market’s expectation of future cash flows, respectively. In addition, empirical tests of the 
CAPM suggest that risk factors other than market beta are priced. Alternative multi-factor 
models of cost of equity apart from lacking sound theoretical support also face similar 
estimation problems. Using the alternative historical returns to estimate expected returns 
even when averaged over a long period of time results in imprecise risk estimates (Byun, 
2008; Claus and Thomas, 2001; Fama and French, 1997; Gebhardt et al., 2001). 

In order to address the empirical challenges associated with estimating cost of equity capital 
using CAPM and DDM, extant literature compute ex ante measures by computing internal 
rate of return that equates the market’s expectation of future cash flows to current stock 
(Botosan, 2006; Francis et al., 2005). Thus, an inherent assumption in the models used is 
that analysts’ forecasts of earnings proxy for the market’s expectations of future cash flows. 
These measures incorporate both accounting information and analysts’ forecasts of 
accounting information, thus incorporating the differences in the variation of information 
among the firms in the study.  
 
However, existing evidence on whether estimates of implied cost of capital estimates 
derived from forward-looking information successfully capture variation in the true 
expected rate of return is mixed. Several studies evaluate these estimates by examining 
their relation with risk proxies like return volatility, firm size, analyst following, book-to-
market ratio, growth, and beta (Botosan, 1997; Botosan and Plumlee, 2005; Easton, 2004; 
Gebhardt et al. 2001; Gode and Mohanram, 2003). For example, Botosan (1997, Table 4) 
reports a significant positive correlation between implied cost of capital and beta, whereas 
Gebhardt et al.’s (2001, Table 4, Panel A) quintile analysis indicates a negative association 
between the quintile portfolios’ implied costs of capital and beta estimates. Botosan and 
Plumlee (2005) conduct a broad study of the ability of various cost of capital estimates to 
explain variation in risk proxies, such as beta and leverage. We propose a battery of implied 
cost of equity measures the details of which are discussed the below. 
 
Gebhardt, Lee and Swaminathan Model 
 
The Gebhardt et al. (2001) is a special case of residual income valuation model and uses 
book values per share and forecasted earnings per share up to three years ahead to impute 
future expected residual income for an initial three-year period. The model assumes clean 
surplus – future book values are imputed from current book values, forecasted earnings and 
dividends. 

𝑝𝑡 = 𝑏𝑣𝑡 + ∑
(𝑒𝑝𝑠𝑡+𝜏 − 𝑟𝐺𝐿𝑆 × 𝑏𝑣𝑡+𝜏−1)

(1 + 𝑟𝐺𝐿𝑆)𝜏

𝑇

𝜏=1

+
(𝑒𝑝𝑠𝑡+𝑇+1 − 𝑟𝐺𝐿𝑆. 𝑏𝑣𝑡+𝑇)

𝑟𝐺𝐿𝑆(1 + 𝑟𝐺𝐿𝑆)𝑇
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where 𝑝𝑡 is the market value of the firm at date 𝑡; 𝑏𝑣𝑡 is the book value per share at the 
beginning of the fiscal year; 𝑒𝑝𝑠𝑡+𝜏 (𝑒𝑝𝑠𝑡+𝑇+1) is the expected future earnings per share for 
period 𝑡 + 𝜏 (𝑡 + 𝑇 + 1) using analysts’ earnings forecast; 𝑟𝐺𝐿𝑆 is the implied cost of equity 
from the GLS model. 
 
 
Gode and Mohanram Model 
 
We also propose Gode and Mohanram’s (2003) model. Their model modifies Ohlson-
Juettner (2005) model of cost of capital and avoids the requirement to forecast book value 
of equity. The GM model relates the current price (p) to the one-year ahead earnings 
forecast (𝑒𝑝𝑠𝑡+1), one-year ahead dividend per share (𝑑𝑝𝑠𝑡+1), two-year-ahead earnings 
forecast (𝑒𝑝𝑠𝑡+2) and an assumed perpetual growth rate (g). To estimate the implied cost of 
equity following this model, we propose to use the UK inflation rate as the perpetual growth 
rate. One-year-ahead dividend per share is taken as the average of the past three year. 
Following Byun (2008), we constrain earnings per share such that eps𝑡+2 > eps𝑡+1 > 0 in 
order to eliminate the potential problem associated with a negative short-term growth rate 
in the model. Specifically, we propose to estimate the following model: 

𝑝 =
𝑒𝑝𝑠𝑡+1

𝑟𝐺𝑀
+

𝑒𝑝𝑠𝑡+2 + 𝑟𝐺𝑀 × 𝑑𝑝𝑠𝑡+1 − (1 + 𝑟𝐺𝑀) × 𝑒𝑝𝑠𝑡+1

𝑟𝐺𝑀(𝑟𝐺𝑀 − 𝑔)
 

 
where 𝑟𝐺𝑀is the Gode and Mohanram implied cost of equity measure. 
 
PEG ratio 
 
The PEG ratio (Easton, 2004) requires only data on price and earnings growth to estimate 
implied cost of equity. The model estimates cost of equity under the assumption that the 
dividend and the perpetual rate of change in abnormal growth in earnings equal zero.  
 

𝑝 =
𝑒𝑝𝑠𝑡+2 − 𝑒𝑝𝑠𝑡+1

𝑟𝑝𝑒𝑔
2

 

where 𝑟𝑝𝑒𝑔 is the implied cost of equity. 

MPEG ratio 

The modified price-earnings growth (PEG) ratio model (Easton, 2004) relaxes the 

assumption that the one-year ahead dividend is zero. The model assumes that growth in 

abnormal earnings persists in perpetuity after the initial period. The model requires positive 

changes in forecasted earnings (including reinvested dividends) to yield a numerical solution 

of implied cost of equity. 

𝑝𝑡 =
𝑒𝑝𝑠𝑡+2 + 𝑟𝑚𝑝𝑒𝑔  × 𝑑𝑝𝑠𝑡+1 − 𝑒𝑝𝑠𝑡+1

𝑟𝑚𝑝𝑒𝑔
2

 

Where 𝑟𝑚𝑝𝑒𝑔is the implied cost of equity following the modified PEG ratio. 
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Firm- Specific Control Variables 

Since the ex-ante (implied) cost of equity is a measure of expected cost of capital, we 

include risk factors identified in prior studies (see for example, Ali et al., 2003; Barron et al., 

2002; Barth et al., 2001; Botosan and Plumlee, 2005; Gebhardt et al. 2001; Gode and 

Mohanram, 2003). 

Specifically, our model includes beta (BETA), leverage (LEV), idiosyncratic risk (IDIORISK) and 

book to market value ratio (BVMV) as risk factors. Beta captures the systematic component 

of stock price variability. Book-to-market captures the differences in firms’ growth 

opportunities. Leverage is a measure of firms’ financial risk – the greater the proportion of 

debt in the capital structure the greater the probability of bankruptcy (financial risk). The 

study expects a positive relationship between cost of equity and the risk factors. Following 

Byun (2008), we also include three control variables to capture firms’ information 

environment. Firms with significant analysts following (ANALYSTS) are hypothesised to have 

better information environment with associated lower cost of equity capital. However, a 

greater dispersion in analysts’ forecasts of earnings (DISP) suggests poor quality accounting 

information and an increase in risk or opacity. Therefore we expect a negative relationship 

between analysts following and cost of equity capital. Conversely, we expect a positive 

relationship between analysts forecast dispersion and cost of equity. Our model also 

includes firm size (LNMV). We expect a positive relationship between cost of equity and firm 

size. Because industries differ on risk factors, we also propose controls for industry impacts 

by including Fama-French industry groups in our model. Finally, because each firm may exist 

in multiple years in our sample, we control for year effects.  

Following the discussion above, we propose the following regression model: 

𝐶𝑂𝐸 = 𝛼 + 𝛽1𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒 + 𝛽2𝐿𝑁𝑀𝑉 + 𝛽3𝐵𝐸𝑇𝐴 + 𝛽4𝐵𝑉𝑀𝑉 + 𝛽5𝐴𝑁𝐴𝐿𝑌𝑆𝑇 

+𝛽6𝐷𝐼𝑆𝑃 + 𝛽7𝐿𝐸𝑉 + 𝛽8𝐼𝐷𝐼𝑂𝑅𝐼𝑆𝐾 + 𝑌𝑒𝑎𝑟𝐷𝑢𝑚𝑚𝑖𝑒𝑠 + 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦 𝐷𝑢𝑚𝑚𝑖𝑒𝑠 + 𝜀 

where: 

COE = firm cost of equity which takes one following values: 
𝑟𝐺𝐿𝑆 = The implied cost of equity estimated from the Gebhardt et al. (2001) 

Model 
𝑟𝐺𝑀 = The implied cost of equity estimated by Gode and Mohanram (2003) 
𝑟𝑃𝑒𝑔 = The implied cost of equity capital implied by the PEG ratio (Easton, 

2004) 
𝑟𝑀𝑝𝑒𝑔 = The implied cost of equity implied by the modified PEG ratio (Easton, 

2004) 
𝑟𝐴𝑣𝑔 = Mean of the estimates of implied cost of equity capital. 

𝑅𝑒𝑝𝐷𝑖𝑟𝑆𝑐𝑜𝑟𝑒 = Corporate/Director reputation which takes the value between 0 and 1 
LNMV = Natural logarithm of the market value of equity 
LEV = Total liabilities divided by total assets 
BETA = Stock beta calculated over 36 month preceding the measurement of 

COE  
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IDIORISK = Standard deviation of the residuals of the market model regression 
using monthly returns over the 36 months preceding the measurement 
of COE 

DISP = Analyst earnings forecast dispersion 
ANALYST = Natural logarithm of the number of analysts’ estimates in December of 

a given year. 
BVMV = Book value of equity divided by market value of equity 
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Table 1  – Scoring Mechanism of British Honours System 

Selected Elements of the 
British Honour System 

Male/Female) Description & Name Preface Score 

A. Baronet  Hereditary Excluded 

B. The Order of the 
Garter 

KG/LG Its membership remains limited by its statutes to the Sovereign, the Prince of 
Wales and 24 members – though members of the Royal Family and foreigners can 
be admitted into the order. Sir/Dame 

19 

C. The Order of the 
Thistle 

KT /LT Scotland's equivalent of Order of the Garter. Knight/Lady 18 

D. The Order of St 
Patrick 

KP Abolished  

E. Order of Bath   For Senior civil servants and military  

Knight/Dame Grand 
Cross 

GCB/GCB Sir/Dame 17 

Knight/Dame 
Commander  

KCB/DCB Sir/Dame 13 

Companion CB/CB Companion is a basic honour 8 

F. The Order of St 
Michael and St George 

   

Knight/Dame Grand 
Cross 

GCMG/GCMG Sir/Dame 16 

Knight/Dame 
Commander 

KCMG/DCMG Sir/Dame 12 

Companion CMG/CMG  7 

G. The Royal Victorian 
Order 

 Order is used today to acknowledge personal service to the Monarch - like 
members of the Royal household staff or British ambassadors 

 

Knight/Dame Grand 
Cross 

GCVO/GCVO Sir/Dame 15 

Knight/Dame 
Commander 

KCVO/KCVO Sir/Dame 11 
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Commander CVO/CVO  6 

Lieutenant LVO/LVO  4 

Member MVO/MVO  3 

H. Knight Bachelor Kt/Kt Most basic and lowest rank of a man who has been knighted and gives the right 
to the title of ‘Sir’. There is no female counterpart; a woman deserving of the 
honour is appointed a DBE instead. It ranks lower than a KBE/DBE and higher than 
a CBE. Knights Bachelor come after Knights Commander of the Order of the 
British Empire.  

9 

 


