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Intangible assets such as brand equity and
goodwill account for 70-80% of a com-
pany’s market value. So reputation is critical.
Yet most companies don't proactively man-
age reputation risks; they react only after
their reputation suffers damage.

How to safeguard your firm’s reputation? Ec-
cles, Newquist, and Schatz recommend this
five-step process:

1. Assess your company’s current reputa-
tion among key stakeholders (such as inves-
tors and customers) in specific categories
(such as product quality and financial perfor-
mance).

2. Evaluate the firm's actual performance
on those categories.

3. Close gaps by enhancing performance in
weak categories or managing stakeholders’
expectations by promising less.

4. Monitor changes in stakeholder expec-
tations (for instance, ask if some previously
acceptable business practices have fallen
out of favor with specific stakeholders).

5. Put one person in charge of managing
reputational risk.

Apply this process, and you not only boost
your market value—you also attract loyal
customers and employees, improve your
price-earnings multiples, and enjoy lower
costs of capital.
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The Idea in Practi

Here's a closer look at the steps recommended by the authors:

ASSESS YOUR COMPANY'’S CURRENT
REPUTATION

Reputation stems from stakeholders' percep-
tions of your company in key categories. Stake-
holders include investors, customers, suppliers,
employees, regulators, politicians, nongovern-
mental organizations, and the communities in
which your firm operates. Categories include
product quality, corporate governance, em-
ployee relations, customer service, intellectual
capital, financial performance, and handling of
environmental and social issues.

To evaluate stakeholders’ perceptions of your
firm’s performance in these categories, use
tools such as media analysis, stakeholder sur-
veys, industry expert surveys, focus groups, and

public opinion polls to address three questions:

« What is our company’s reputation in each
category?

o Why?

« How do these reputations compare with
those of our peers?

EVALUATE YOUR FIRM'S ACTUAL
PERFORMANCE

Gather objective and quantitative data on your
company’s performance on the different cate-
gories and compare the data to the perfor-

mance of companies regarded as “best in class”

CLOSE GAPS

If your company'’s character is better than its
reputation: Improve your reputation through
strategic management of the media—which
strongly influence all stakeholders' perceptions.
For instance, media tend to publish more posi-
tive stories about a company if the firm allows
them to quote someone from the company or
cite data the firm has provided.

If your company’s character is worse than its
reputation: The gap will inevitably be revealed,
and could cripple your business... Close it by:

« Improving your firm’'s capabilities, behavior,
and performance on the problematic crite-
ria, and then making sure stakeholders
know about it

» Lowering stakeholders’ expectations
through communication

MONITOR CHANGES IN STAKEHOLDER
EXPECTATIONS

If stakeholders' perceptions change regarding
what's acceptable business practice, you could
destroy your reputation by sticking with old
practices. For example, in the U.S., once-
acceptable practices now considered improper
include brokerage firms' using their “objective”
research departments to sell investment-
banking deals; and the appointment of CEOs'
friends to boards as “independent directors!

To monitor such changes, periodically survey
experts who can identify political, scientific, and
social trends that could shift stakeholder ex-
pectations. Supplement surveys with in-depth
stakeholder interviews to understand causes
and possible consequences of trends.

PUT ONE PERSON IN CHARGE

The previous four steps won't happen auto-
matically in your organization. So give one per-
son responsibility for the process. Candidates
include the COO, CFO, and the heads of risk
management, strategic planning, and internal
audit. They have the credibility and control
many of the resources needed to do the job.
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Identify, quantify, and manage the risks to your company’s reputation
long before a problem or crisis strikes.

Reputation and

Its Risks

by Robert G. Eccles, Scott C. Newquist,

and Roland Schatz

Executives know the importance of their com-
panies’ reputations. Firms with strong positive
reputations attract better people. They are
perceived as providing more value, which often
allows them to charge a premium. Their cus-
tomers are more loyal and buy broader ranges
of products and services. Because the market
believes that such companies will deliver sus-
tained earnings and future growth, they have
higher price-earnings multiples and market
values and lower costs of capital. Moreover,
in an economy where 70% to 80% of market
value comes from hard-to-assess intangible
assets such as brand equity, intellectual capi-
tal, and goodwill, organizations are especially
vulnerable to anything that damages their
reputations.

Most companies, however, do an inadequate
job of managing their reputations in general
and the risks to their reputations in particular.
They tend to focus their energies on handling
the threats to their reputations that have al-
ready surfaced. This is not risk management; it
is crisis management—a reactive approach
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whose purpose is to limit the damage. This
article provides a framework for proactively
managing reputational risks. It explains the
factors that affect the level of such risks and
then explores how a company can sufficiently
quantify and control them. Such a process
will help managers do a better job of assessing
existing and potential threats to their compa-
nies’ reputations and deciding whether to ac-
cept a given risk or to take actions to avoid or
mitigate it.

The Current State of Affairs
Regulators, industry groups, consultants, and
individual companies have developed elabo-
rate guidelines over the years for assessing and
managing risks in a wide range of areas, from
commodity prices to control systems to supply
chains to political instability to natural disas-
ters. However, in the absence of agreement on
how to define and measure reputational risk,
it has been ignored.

Consider the 135-page framework for enter-
prise risk management (ERM) proposed in
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2004 by the Committee of Sponsoring Organi-
zations of the Treadway Commission (COSO),
a group of professional associations of U.S ac-
countants and financial executives that issues
guidelines for internal controls. Although the
framework mentions virtually every other
imaginable risk, it does not contain a single ref-
erence to reputational risk.

Nor does the Basel II international accord
for regulating capital requirements for large
international banks. In defining operational
risk as “the risk of loss resulting from inade-
quate or failed internal processes, people and
systems or from external events,” the Basel II
framework, issued in 2004 and updated in
2005, specifically excludes strategic and repu-
tational risks. That’s mainly because of the
difficulty of factoring them into capital-
adequacy requirements, most banking-risk
professionals would say.

Given this lack of common standards, even
sophisticated companies have only a fuzzy idea
of how to manage reputational risk. A large
U.S. pharmaceutical company reflects the cur-
rent state of practice among well-run organiza-
tions. It has an ERM system for managing op-
erational and financial risks, as well as hazards
from external events such as natural disasters,
that is loosely based on the COSO framework.
The firm’s vice president of risk management
oversees the system. However, the company
manages reputational risks only informally—
and unevenly—at the local and product levels.
Its leaders consider reputational risk only
when they make major decisions such as those
involving acquisitions. (The company’s due-
diligence process includes the evaluation of
problems that could affect reputation, includ-
ing pending lawsuits, weak producttesting
procedures, product-liability concerns, and
poor control systems for detecting manage-
ment fraud.) The risk management VP says
that reputational risk is not included in the
long list of risks for which he is responsible.
Then who is responsible? The CEO, the vice
president surmises, since that is who oversees
the firm’s elaborate crisis-response system and
is ultimately responsible for dealing with any
events that could damage the company’s repu-
tation. This pharmaceutical firm is not alone.
Contingency plans for crisis management are
as close as most large and midsize companies
come to reputational-risk management. While
such plans are important, it is a mistake to con-
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fuse them with a capability for managing repu-
tational risk. Knowing first aid is not the same
as protecting your health.

Determinants of Reputational Risk
Three things determine the extent to which a
company is exposed to reputational risk. The
first is whether its reputation exceeds its true
character. The second is how much external
beliefs and expectations change, which can
widen or (less likely) narrow this gap. The
third is the quality of internal coordination,
which also can affect the gap.

Reputation-reality gap. Effectively manag-
ing reputational risk begins with recognizing
that reputation is a matter of perception. A
company’s overall reputation is a function of
its reputation among its various stakeholders
(investors, customers, suppliers, employees,
regulators, politicians, nongovernmental orga-
nizations, the communities in which the firm
operates) in specific categories (product qual-
ity, corporate governance, employee relations,
customer service, intellectual capital, financial
performance, handling of environmental and
social issues). A strong positive reputation
among stakeholders across multiple categories
will result in a strong positive reputation for
the company overall.

Reputation is distinct from the actual char
acter or behavior of the company and may be
better or worse. When the reputation of a com-
pany is more positive than its underlying real-
ity, this gap poses a substantial risk. Eventually,
the failure of a firm to live up to its billing will
be revealed, and its reputation will decline
until it more closely matches the reality. BP
appears to be learning this the hard way. The
energy giant has striven to portray itself as a
responsible corporation that cares about the
environment. Its efforts have included its ex-
tensive “Beyond Petroleum” advertising cam-
paign and a multibillion-dollar initiative to
expand its alternative-energy business. But sev-
eral major events in the past two years are now
causing the public to question whether BP is
truly so exceptional. (See the exhibit “BP’s
Sinking Image”) One was the explosion and
fire at its Texas City refinery in March 2005
that killed 15 people and injured scores of oth-
ers. Another was the leak in a corroded pipe-
line at its Prudhoe Bay oil field in Alaska that
occurred a year later and forced the company
to slash production in August 2006. BP has
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Reputation and Its Risks

BP’s Sinking Image

blamed the refinery disaster on lax operating
practices, but federal investigators have alleged
that cost cutting contributed as well. Employee
allegations and company reports suggest that
the root cause of the Prudhoe Bay problem
may have been inadequate maintenance and
inspection practices and management’s failure
to heed warnings of potential corrosion prob-
lems. As media coverage reflects, these events
and others have damaged BP’s reputation.

To bridge reputation-reality gaps, a company
must either improve its ability to meet expecta-
tions or reduce expectations by promising less.
The problem is, managers may resort to short-
term manipulations. For example, reputation-
reality gaps concerning financial performance

Media coverage plays a large role in deter-
mining a company’s reputation. The chang-
ing mix of positive and negative stories
mentioning BP in the leading British, Ger-
man, and U.S. media from January 2003
through September 2006 shows how a se-
ries of events hurt the oil giant’s reputa-

tion. During 2003 and 2004, the ratio of

positive to negative stories was about two
to one. However, stories about an explosion
at BP’s Texas City refinery, alleged tax eva-
sion in Russia, and job cuts in Europe took
their toll in 2005, when positive and nega-
tive coverage were roughly equal. Events in

often result in accounting fraud and (ulti-
mately) restatements of results. Computer As-
sociates, Enron, Rite Aid, Tyco, WorldCom, and
Xerox are some of the well-known companies
that have fallen into this trap in recent years.
Of course, organizations that actually meet
the expectations of their various stakeholders
may not get full credit for doing so. This often
occurs when a company’s reputation has been
significantly damaged by unfair attacks from
special interest groups or inaccurate reporting
by the media. It also can happen when a com-
pany has made genuine strides in addressing a
problem that has hurt its reputation but can’t
convince stakeholders that its progress is real.
For example, Chrysler, Ford, and General Mo-

2006—especially an oil leak at the Prudhoe
Bay field in Alaska due to pipeline corro-
sion, and a subsequent cut in production—
caused the number of stories mentioning
BP to soar and the mix to become more
negative than positive.

100%
Job cuts in Europe
10/29/05
Russian tax-evasion case settled
80% 8/11/05
Investigators of Texas City refinery
explosion release findings
8/18/05
0 Texas City refinery explosion
60% 3/23/05
Allegations of tax evasion in Russia —
11/12/04
40%
20%
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Dates are when first reports of events
appeared in leading media.

E 4

customerservice@harvardbusiness.org or 800-988-0886 for additional copies.



Reputation and Its Risks

“It takes many good
deeds to build a good
reputation, and only one
bad one to lose it.”

—Benjamin Franklin
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tors improved their cars so much that the qual-
ity gap between them and the vehicles made
by Japanese companies had largely closed by
2001. Yet, much to the frustration of the Big
Three, consumers remain skeptical.

Undeserved poor or mediocre reputations
can be maddening. The temptation is to re-
spond to them with resignation and conclude:
“No matter what we do, people won'’t like us,
so why bother?” The reason executives should
bother—through redoubled efforts to improve
reporting and communications—is that their
fiduciary obligation to close such reputation-
reality gaps is as great as their obligation to im-
prove real performance. Both things drive
value creation for shareholders.

Changing beliefs and expectations.
The changing beliefs and expectations of
stakeholders are another major determinant
of reputational risk. When expectations are
shifting and the company’s character stays the
same, the reputation-reality gap widens and
risks increase.

There are numerous examples of once-
acceptable practices that stakeholders no
longer consider to be satisfactory or ethical.
Until the 1990s, hostile takeovers in Japan
were almost unheard of—but that was partly
due to the cross-holding of shares among the
elite groups of companies known as keiretsu,
a practice that undermined the power of
other shareholders. With the weakening of the
keiretsu structure during the past ten to 15
years, shareholder rights and takeovers have
been on the rise. In the United States, once-
acceptable practices now considered improper
include brokerage firms using their research
functions to sell investment-banking deals;
insurance underwriters’ incentive payments
to brokers, which caused brokers to price
and structure coverage to serve underwriters’
interests rather than customers’; the appoint-
ment of CEOs’ friends to boards as “indepen-
dent directors”; earnings guidance; and smooth-
ing of earnings.

Sometimes norms evolve over time, as did
the now widespread expectation in most devel-
oped countries that companies should pollute
minimally (if at all). A change in the behavior
or policies of a leading company can cause
stakeholders’ expectations to shift quite rap-
idly, which can imperil the reputations of firms
that adhere to old standards. For example, the
“ecomagination” initiative launched by Gen-
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eral Electric in 2005 has the potential to raise
the bar for other companies. It committed GE
to doubling its R&D investment in developing
cleaner technologies, doubling the revenue
from products and services that have signifi-
cant and measurable environmental benefits,
and reducing GE’s own greenhouse emissions.

Of course, different stakeholders’ expecta-
tions can diverge dramatically, which makes
the task of determining acceptable norms espe-
cially difficult. When GlaxoSmithKline pio-
neered the development of anti-retroviral drugs
to combat AIDS, its reputation for conducting
cutting-edge research and product develop-
ment was reinforced and shareholders were
pleased. They were initially on board when
GSK led a group of pharmaceutical companies
in suing the South African government after it
passed legislation in 1997 allowing the country
to import less expensive, generic versions of
AIDS drugs covered by GSK patents. But in
2001, GSK shareholders did an about-face in re-
action to an intensifying campaign waged by
NGOs and to the trial proceedings, which
made GSK and the other drug companies look
greedy and immoral. With its reputation plung-
ing, GSK relented and granted a South African
company a free license to manufacture generic
versions of its AIDS drugs—but the damage
was already done.

Sometimes, particular events can cause la-
tent concerns to burst to the surface. One ex-
ample would be all the questions about whether
Merck had fully disclosed the potential of its
painkiller Vioxx to cause heart attacks and
strokes. Merck is embroiled in thousands of
lawsuits over the arthritis drug, which it pulled
from the market in 2004. The controversy has
raised patients’ and doctors’ expectations that
drug companies should disclose more detailed
results and analyses of clinical trials, as well as
experience in the market after drugs have re-
ceived regulatory approval.

When such crises strike, companies com-
plain that they have been found guilty (in the
courts or in the press) because the rules have
changed. But all too often, it’s their own fault:
They either ignored signs that stakeholders’ be-
liefs and expectations were changing or denied
their validity.

In addition, organizations sometimes under-
estimate how much attitudes can vary by re-
gion or country. For example, Monsanto, a de-
veloper of genetically modified plants, was

E5



Reputation and Its Risks

“Character is like a tree
and reputation like its
shadow. The shadow is
what we think of it; the
tree is the real thing”

—Abraham Lincoln
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badly burned by its failure to anticipate Euro-
peans’ deep concerns about genetically modi-
fied foods.

Weak internal coordination. Another major
source of reputational risk is poor coordina-
tion of the decisions made by different busi-
ness units and functions. If one group creates
expectations that another group fails to meet,
the company’s reputation can suffer. A classic
example is the marketing department of a
software company that launches a large adver-
tising campaign for a new product before de-
velopers have identified and ironed out all the
bugs: The company is forced to choose be-
tween selling a flawed product and introduc-
ing it later than promised.

The timing of unrelated decisions also can
put a company’s reputation at risk, especially if
it causes a stakeholder group to jump to a neg-
ative conclusion. This happened to American
Airlines in 2003, when it was trying to stave off
bankruptcy. At the same time that it was nego-
tiating a major reduction in wages with its
unions, its board approved retention bonuses
for senior managers and a big payment to a
trust fund designed to protect executive pen-
sions in the event of bankruptcy. However, the
company didn’t tell the unions. Furious when
they found out, the unions revisited the conces-
sions package they had approved. The contro-
versy cost CEO Donald J. Carty his job.

Poor internal coordination also inhibits a
company’s ability to identify changing beliefs
and expectations. In virtually all well-run or-
ganizations, individual functional groups not
only have their fingers on the pulses of vari-
ous stakeholders but are also actively trying
to manage their expectations. Investor Rela-
tions (with varying degrees of input from the
CFO and the CEO) attempts to ascertain and
influence the expectations of analysts and in-
vestors; Marketing surveys customers; Adver-
tising buys ads that shape expectations; HR
surveys employees; Corporate Communica-
tions monitors the media and conveys the
company’s messages; Corporate Social Re-
sponsibility engages with NGOs; and Corpo-
rate Affairs monitors new and pending laws
and regulations. All of these actions are im-
portant to understanding and managing repu-
tational risks. But more often than not, these
groups do a bad job of sharing information or
coordinating their plans.

Coordination is often poor because the

(V] PAG
rﬁy%{/ CHRISTIAN HAFNER (ch@consiliumhafner.ch). Copying or posting is an infringement of copyright. Please contact
customerservice@harvardbusiness.org or 800-988-0886 for additional copies.

CEO has not assigned this responsibility to a
specific person. When 269 executives were
asked in 2005 by the Economist Intelligence
Unit who at their companies had “major re-
sponsibility” for managing reputational risk,
84% responded, “The CEO” This means that
nobody is really overseeing the coordination
process. Yes, the CEO is the person ultimately
responsible for reputational risk, since he or
she is ultimately responsible for everything.
But the fact of the matter is, the CEO does not
have the time to manage the ongoing process
of coordinating all the activities that affect
reputational risk.

Managing Reputational Risk
Effectively managing reputational risk in-
volves five steps: assessing your company’s rep-
utation among stakeholders, evaluating your
company’s real character, closing reputation-
reality gaps, monitoring changing beliefs and
expectations, and putting a senior executive
below the CEO in charge.

Assess reputation. Since reputation is per-
ception, it is perception that must be mea-
sured. This argues for the assessment of repu-
tation in multiple areas, in ways that are
contextual, objective, and, if possible, quanti-
tative. Three questions need to be addressed:
What is the company’s reputation in each area
(product quality, financial performance, and
so on)? Why? How do these reputations com-
pare with those of the firm’s peers?

Various techniques exist for evaluating a
company’s reputation. They include media
analysis, surveys of stakeholders (customers,
employees, investors, NGOs) and industry ex-
ecutives, focus groups, and public opinion
polls. Although all are useful, a detailed and
structured analysis of what the media are say-
ing is especially important because the media
shape the perceptions and expectations of all
stakeholders.

Today, many companies hire clipping ser-
vices to gather stories about them. Text- and
speech-recognition technologies enable these
services to scan a wide range of outlets, in-
cluding newspapers, magazines, TV, radio,
and blogs. They can provide information on
such things as the total number of stories, the
number per topic, and the source and author
of each story. While useful in offering a real-
time sample of media coverage, these ser-
vices are not always accurate in assessing

E6



Reputation and Its Risks

whether a story about a company is positive,
negative, or neutral, because of the limits of
the computer algorithms that they employ.
They also tend to miss stories that cite a com-
pany but do not mention it in the headline or
first few sentences.

Therefore, the old tool of clipping services
needs to be supplemented with strategic media
intelligence. This new tool not only analyzes
every line in a story but also places the cover-
age of a company within the context of all the
stories in the leading media (those that set
the tone for the coverage of topics, compa-
nies, and people in individual countries).
Since the reputation of a company is a func-
tion of others’ reputations in its industry and

Merck: The Perils of a Low Profile

Merck was ill prepared to defend its reputa-
tion when the Vioxx crisis hit. In the 33
months prior to Merck’s withdrawal of the
pain medication on September 30,2004, the
company had a low profile: There weren’t
enough leading-media stories mentioning it

to keep it above the public’s “awareness
threshold.” Although 27% of the stories were

positive, they were neutralized by the 28%
that were negative. In addition, before the
recall, a woefully inadequate 7% of stories
quoted someone from the company or cited
data provided by it, meaning Merck didn’t
have the “share of voice” required to com-
municate its positions. After the announce-
ment of Vioxx’s withdrawal, the average
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of reports
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AWARENESS THRESHOLD

Average number of
reports per month

before September 30, 2004: 21

Date of Vioxx announcement
September 30, 2004

the relative reputation of the industry overall,
having the complete context is essential for
assessing volume and prominence of cover-
age, topics of interest, and whether the view
is positive or negative.

Establishing a positive reputation through
the media depends on several factors or prac-
tices, according to research by the Media Tenor
Institute for Media Analysis (founded by coau-
thor Roland Schatz) in Lugano, Switzerland.

First, the company has to land and remain
on the public’s radar screen, which involves
staying above what we call the “awareness
threshold” a minimum number of stories
mentioning or featuring the company in the
leading media. This volume, which must be

number of stories per month mentioning
Merck more than tripled—but 60% of the
stories that appeared through September
2006 were negative and only 13% positive.
It will be difficult for Merck to rebuild its
reputation—especially since its share of
voice has decreased to 5.5%.
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— NO CLEAR
RATING
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STORIES

Average number of
reports per month
after September 30, 2004: 77
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Reputation and Its Risks

continual, varies somewhat from company to
company, depending on industry and country
but not on company size.

Second, a positive reputation requires that
at least 20% of the stories in the leading media
be positive, no more than 10% negative, and
the rest neutral. When coverage is above the
awareness threshold and is positive overall, the
company’s reputation benefits from individual
positive stories and is less susceptible to being
damaged when negative stories appear. If cov-
erage is above the awareness threshold but the
majority of stories are negative, a company
will not benefit from individual positive sto-
ries, and bad news will reinforce its negative
reputation. All companies—large or small—
should care about staying above their aware-
ness threshold. Even if a small company has a
very strong reputation among a small group of
core investors or customers, it runs a high risk
of suffering considerable damage to its reputa-
tion if its media coverage is below the aware-
ness threshold when a crisis hits.

A company’s reputation is also vulnerable if
the media are focused on just a few topics,
such as earnings and the personality of the
CEO. Even if the coverage of these topics is ex-
tremely favorable, a negative event outside
these areas will have a much larger negative
impact than it would have if the firm had en-
joyed broader positive coverage.

Third, managers can influence the mix of
positive, negative, and neutral stories by striv-
ing to optimize the company’s “share of voice™
the percentage of leading-media stories men-
tioning the firm that quote someone from the
organization or cite data it has provided.
Media Tenor’s research suggests that a com-
pany needs to have at least a 35% share of
voice in order to keep the proportion of nega-
tive stories to a minimum in normal times.
Strong relationships and credibility with the
press are crucial to attaining a large share of
voice and are especially important during a cri-
sis, when a company really needs to communi-
cate its point of view. In such times, manage-
ment’s share of voice needs to be at least 50%
to ensure that critics of the company don’t pre-
vail. Merck’s travails after the problems with
Vioxx illustrate the consequences of a com-
pany inadequately managing its position in
the media. (See the exhibit “Merck: The Perils
of a Low Profile”)

Evaluate reality. Next, the company must

objectively evaluate its ability to meet the per-
formance expectations of stakeholders. Gaug-
ing the organization’s true character is difficult
for three reasons: First, managers—business
unit and functional heads as well as corporate
executives—have a natural tendency to overes-
timate their organizations’ and their own capa-
bilities. Second, executives tend to believe that
their company has a good reputation if there is
no indication that it is bad, when in fact the
company has no reputation in that area. Fi-
nally, expectations get managed: Sometimes
they are set low in order to ensure that perfor-
mance objectives will be achieved, and other
times they are set optimistically high in an at-
tempt to impress superiors or the market.

As is the case in assessing reputation, the
more contextual, objective, and quantitative
the approach to evaluating character, the bet-
ter. Just as the reputation of a company must
be assessed relative to competitors, so must its
reality. For example, performance-improvement
targets based only on a company’s results for
the previous year are meaningless if competi-
tors are performing at a much higher level.
The importance of benchmarking financial
and stock performance and processes against
peers’ and those of companies regarded as
“best in class” is hardly a revelation. However,
the degree of sophistication and detail as well
as the accuracy or reliability of benchmarking
data can vary enormously. The reasons include
transcription errors (a big problem when a
large amount of data in paper documents has
to be manually entered into electronic spread-
sheets), for instance, and the inability to deter-
mine whether the way competitors report in-
formation in an area is consistent. One
company might include customers’ purchases
of extended warranties in its revenues, while
another might not.

Some new tools should help address these
issues. One of the most noteworthy is Extensi-
ble Business Reporting Language (XBRL). A
version of the Internet standards technology
Extensible Markup Language (XML), XBRL
allows each piece of information in a finan-
cial statement to be electronically tagged so
that it can be quickly and cheaply pulled into
analytical software. These tags are contained
in dictionaries, or “taxonomies,’ based on sets
of standards such as the U.S. generally ac-
cepted accounting principles. XBRL-formatted
financial statements are already available from
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One Drug Company's Dashboard for Spotting Potential Risks

A Europe-based pharmaceutical com- ahead of plan, the Central Nervous Sys- to address the projected shortfall—such
pany uses this dashboard to track vari- tem & Pain division is projecting that as special incentive programs for the
ances in performance that can lead to its revenues for the full year will fall sales force or prescribing physicians—
risky behavior. (The names of divisions short, mainly because of the Ibellance would create unacceptable reputational
and brands have been changed and the brand’s projected performance. At this risk for the company. And if Ibellance’s
data have been scaled to protect propri- point, corporate executives should meet performance dramatically improves
etary information.) Although the reve- with the division’s managers to ensure during the rest of the year, they would
nues of the company’s U.S. business are that none of the unit’s planned actions be wise to investigate again.

Variances from Budget on Revenue Projections, Year-to-Date

Total revenues of the U.S. business
are ahead of budget by $350.1M

Digestive Allergy & Inflammation Central Nervous Oncology Other Other
Division Respiratory Division System & Pain Division Pharmaceuticals Businesses
$46.17M Division $50.67M Division $190.84M $20.34M —$3.78M
$119.09M —$73.23M
Deipand brand Prelfin brand Elmaxol brand Thivas brand Gaprivert brand
$50.40M -$32.58M $30.67M $7.90M $154.45M
Mangeium brand Transbis brand Osisequn brand Itrarig brand Lobana brand
—$7.04M $93.38M —$5.43M —$15.09M $16.96M
All other marketed Ectosyceium brand Throac brand Hispecart brand Oprav products
digestive products $om $16.64M -$12.97M -$0.01M
$2.81M
Prasess brand Aphervir brand Ibellance brand Smoodent brand
$om -$3.10M —$43.44M $13.92M
Ectonab brand Othuctage brand Othedicize brand Grispec brand
$62.81M $15.19M -$3.74M $2.89M
Brevdorp brand Oloxic brand All other marketed All other oncology
—-$1.88M $oM CNS & Pain products products
-$5.89M $2.63M
‘ Analysis conducted with Empower visualization
software, by Metapraxis.
Al other marketed All other marketed [ Anead of budget
A&R products inflammation
52600 poducts o

-$3.3M
_ Below budget (variance >5%)
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companies such as EDGAR Online, but these
early offerings have limitations. Taxonomies
for specific industries must be developed; soft-
ware for downloading and analyzing XBRL
data is still at an early stage; and EDGAR On-
line’s offering includes European companies
only if their shares are listed on a U.S. ex-
change (although an XBRL taxonomy does
exist for international financial reporting stan-
dards, used by all members of the European
Union and a number of other countries).
Christopher Cox, the chairman of the Securi-
ties and Exchange Commission, is determined
to address such limitations and accelerate the
widespread adoption of XBRL. Toward that
end, he announced in September 2006 that
the SEC will invest $54 million in an interac-
tive data system based on XBRL, which “will
represent a quantum leap over existing disclo-
sure technologies” (For more detail, see the
HBR List item “Here Comes XBRL,” HBR Feb-
ruary 2007.)

Another valuable new tool for managing
reputational risk is visualization software, which
uses colors, shapes, and diagrams to commu-

nicate the key points in financial and operat-
ing data. These displays are a big improve-
ment over the spreadsheets now widely used,
which often make it difficult for even the
most financially sophisticated executives to
spot important anomalies and trends. Be-
cause it takes so much time to make sense of
spreadsheets, executives tend to focus on the
largest business units even though the great-
est risks to reputation may reside in smaller
ones—such as a struggling foreign subsidiary
that has begun to employ questionable means
to meet budget targets. (See the exhibit “One
Drug Company’s Dashboard for Spotting
Potential Risks” for an example of a simple
but effective use of visualization software to
highlight whether business units and prod-
ucts are on track to meet year-end goals.)
Close gaps. When a company’s character
exceeds its reputation, the gap can be closed
with a more effective investor relations and
corporate communications program that
employs the principles of strategic media in-
telligence discussed above. If a reputation is
unjustifiably positive, the company must either

A Framework for Managing Reputational Risk

Understanding the factors that determine reputational risk enables a

company to take actions to address them.

Reputation-reality gap

'

Objectively assess
reputation versus reality

Examine the gap between the
company's reputation and actual
performance; make necessary
improvements.

Changing beliefs
and expectations

' ¢

Assess and accept impact
of changing expectations

Know that stakeholders’ changing
expectations will affect reputa-
tion even if they seem unreason-
able at the time.

Weak internal
coordination

Explicitly focus on
reputational risk

Recognize that this is a distinct
kind of risk and manage it in a
proactive and coordinated man-
ner. Assign one person the task
of managing reputational risk.

Strong and sustainable reputation

E 10

y CHRISTIAN HAFNER (ch@consiliumhafner.ch). Copying or posting is an infringement of copyright. Please contact

customerservice@harvardbusiness.org or 800-988-0886 for additional copies.
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improve its capabilities, behavior, and perfor-
mance or moderate stakeholders’ perceptions.
Of course, few companies would choose the
latter if there were any way to accomplish the
former. If, however, the gap is large, the time
required to close it is long, and the damage
if stakeholders recognize the reality is likely
to be great, then management should seri-
ously consider lowering expectations—although
this obviously needs to be done in careful,
measured ways.

Monitor changing beliefs and expecta-
tions. Understanding exactly how beliefs and
expectations are evolving is not easy, but there
are ways to develop a picture over time. For
instance, regular surveys of employees, cus-
tomers, and other stakeholders can reveal
whether their priorities are changing. While
most well-run companies conduct such sur-
veys, few take the additional step of consider-
ing whether the data suggest that a gap be-
tween reputation and reality is materializing
or widening. Similarly, periodic surveys of ex-
perts in different fields can identify political,
demographic, and social trends that could af-
fect the reputation-reality gap. “Open response”
questions can be used to elicit new issues of
importance—and thus new expectations—
that other questions might miss. It is generally
useful to supplement these surveys with focus
groups and in-depth interviews to develop a
deeper understanding of the causes and possi-
ble consequences of trends.

Influential NGOs that could make the com-
pany a target are one group of stakeholders
that should be monitored. These include envi-
ronmental activists; groups concerned about
wages, working conditions, and labor practices;
consumers’ rights groups; globalization foes;
and animals’ rights groups. Many executives
are skeptical about whether such organiza-
tions are genuinely interested in working col-
laboratively with companies to achieve change
for the public good. But NGOs are a fact of
life and must be engaged. Interviews with
them can also be a good way of identifying
issues that may not yet have appeared on the
company’s radar screen.

Finally, companies need to understand how
the media shape the public’s beliefs and expec-
tations. Dramatic changes in the amount of
coverage influence how fast and to what extent
beliefs and expectations change. The large vol-
ume and prominent display of stories on the

backdating of stock options in recent months is
one example of how the media can help set the
agenda. The sharp drop in stories about insur-
ance brokers’ getting incentive payments from
underwriters illustrates how the media can
help relegate a hot topic to the back burner.

Put one person in charge. Assessing reputa-
tion, evaluating reality, identifying and closing
gaps, and monitoring changing beliefs and ex-
pectations will not happen automatically. The
CEO has to give one person responsibility for
making these things happen. Obvious candi-
dates are the COO, the CFO, and the heads of
risk management, strategic planning, and in-
ternal audit. They have the credibility and con-
trol some of the resources necessary to do the
job. In general, those whose existing respon-
sibilities pose potential conflicts probably
shouldn’t be chosen. People holding top “spin”
jobs, such as the heads of marketing and cor-
porate communications, fall into this category.
So does the general counsel, whose job of de-
fending the company means his relationship
with stakeholders is often adversarial and
whose typical response to media inquiries is
“no comment.”

The chosen executive should periodically re-

port to top management and the board on
what the key reputational risks are and how
they are being managed. It is up to the CEO
or the board to decide whether the risks are
acceptable and, if not, what actions should
be taken. In addition, top management and
the board should periodically review the risk-
management process and make suggestions
for improving it.
Managing reputational risk isn’t an extraordi-
narily expensive undertaking that will require
years to implement. At most well-managed
companies, many of the elements are already
in place in disparate parts of the organization.
The additional costs of installing and using
the new tools described above to identify
risks and design responses are in the low to
high six figures, depending on the size and
complexity of the company. This is a modest
expense compared with the value at stake for
many companies.

So the primary challenge is focus: recogniz-
ing that reputational risk is a distinct category
of risk and giving one person unambiguous
responsibility for managing it. This person
can then identify all the parts of the organiza-
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tion whose activities can affect or pose risks
to its overall reputation and enhance the co-
ordination among its functions and units.
The improvements in decision making will
undoubtedly result in a better-run company
overall.

Senior executives tend to be optimists and
cheerleaders. Their natural inclination is to
believe the praise heaped on their companies
and to discount the criticism. But looking at

the world and one’s organization through
rose-tinted glasses is an abdication of respon-
sibility. Being tough-minded about both will
enable a company to build a strong reputa-
tion that it deserves.
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ARTICLES

Countering the Biggest Risk of All
by Adrian ). Slywotzky and John Drzik
Harvard Business Review

April 2005

Product no. 977X

Corporate treasurers and CFOs have become
adept at quantifying and managing a wide va-
riety of risks: financial, hazard, and operational.
To defend themselves, they use tried-and-true
tools such as hedging, insurance, and backup
systems. Some companies have even adopted
the concept of enterprise risk management, in-
tegrating available risk-management tech-
niques in a comprehensive, organization-wide
approach. But most managers have not ad-
dressed in a systematic way the greatest threat
of all: strategic risks—the array of external
events and trends that can devastate a com-
pany’s growth trajectory and shareholder value.
For example, a new technology may overtake
your product; or gradual shifts in the market
may slowly erode one of your brands beyond
the point of viability. The key to surviving these
strategic risks, the authors say, is knowing how
to assess and respond to them. In this article,
they lay out a method for identifying and re-
sponding to strategic threats. They categorize
the risks into seven major classes and describe
a particularly dangerous example within each
category. The authors also offer countermea-
sures to take against these risks and describe
how individual companies have deployed
them to neutralize a threat and, in many cases,
capitalize on it. Besides limiting the downside
of risk, strategic-risk management forces execu-
tives to think more systematically about the fu-
ture, thus helping them identify opportunities
for growth.

_Further Reading

How Snapple Got Its Juice Back
by John Deighton

Harvard Business Review

January 2002

Product no. Ro201C

In 1993, Quaker Oats paid $1.7 billion for the
rapidly growing Snapple brand. In 1997, it sold
the brand to Triarc for a mere $300 million. In
2000, Triarc sold it to Cadbury Schweppes for
an estimated $1 billion. How could so much
value be lost and regained so quickly? John
Deighton’s answer to these questions is one
that many marketing professionals are likely to
resist: There is a vital interplay, he says, between
the challenges that a brand faces and the cul-
ture of the corporation that owns it. Quaker’s
textbook marketing approach backfired,
whereas Triarc’s revival of Snapple’s original
anything-goes attitude worked. Success in
brand management stems from the quality of
strategy execution; and successful execution is
a matter of temperament. Some strategies are
best entrusted to managers with cautious, pru-
dent temperaments; others flourish in the
hands of risk takers. So before you commit to a
deal, don'tjust consider a brand’s sales—give
some thought to its soul and how it fits with
yours.
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