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ABSTRACT

CAROLYN SAMUEL TAYLOR: Three Essays on AdvertisinQustomer Satisfaction, and
Customer Loyalty
(Under the direction of Katrijn Gielens and Jan &#int E.M. Steenkamp)

This dissertation focuses on the attitudinal megficustomer satisfaction and its
consequence of customer loyalty. While the mefitsustomer satisfaction and customer
loyalty are widely studied and recognized, ledsniswn about how the firm should go about
using its resources to optimize these construnts haw the optimization of these constructs

may affect firm value.

The first essay examines the effect of advertisiffigrt on customer satisfaction and
its implications for firm value. The second esdaives into analyzing the conceptual
components of customer loyalty by exploring theefiof a firm’s resource allocation
choices on its loyalty capability, which is definiadthis dissertation as a firm’s ability to
convert its resources into customer loyalty. kestinfirst two essays collectively, | argue that
the efficient optimization of both customer satisian and customer loyalty will positively
impact a firm’s performance in the market. Thefiessay examines customer satisfaction
within a global context, and explores the extenwlich market familiarity and experience
contributes to a multinational corporation’s (MNEL&bility to provide valuable offerings

with which consumers in the host country expresisfaation.



The results of Essay | suggest that firms can aweunderadvertise with respect to
optimizing customer satisfaction. This advertisingffectiveness, particularly
overadvertising, is detrimental to firm value. Mover, this study shows that analyzing the
impact of advertising on market value without acamg for effectiveness may lead to
biased results. The findings from Essay Il demastthat loyalty capabilities may vary
across firms and over time due in part to the firatlvertising allocations, level of
innovation, category characteristics, and portfetrategy. The findings also suggest that
loyalty capability contributes to firm performancEinally, the results of Essay Il indicate
that a firm’s experience in the market has a posigffect on its ability to provide value to
the customer. However, the results are mixed asiher experience helps a MNC
overcome differences between the country of oragid the host country, and cope with the

volatility of those differences.
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CHAPTER | -- INTRODUCTION

1.1 Overview

This dissertation focuses on the attitudinal megficustomer satisfaction and its
consequence of customer loyalty. While the meffitsustomer satisfaction and customer
loyalty are widely studied and recognized, ledeniswn about how the firm should go about
using its resources to optimize these construnts haw the optimization of these constructs
may affect firm value. This dissertation explonegltiple aspects of customer satisfaction

through two distinct research initiatives.

The first research stream examines how and to attant the efficient optimization
of both customer satisfaction and customer loyailtypositively impact a firm’s
performance in the market. The first essay exasiine effect of advertising effort on
customer satisfaction and its implications for fvalue. The second essay delves into
analyzing the conceptual components of customettipyby exploring the effect of a firm’s
resource allocation and diversification choicedaymlty capability, which is defined in this

dissertation as a firm’s ability to convert itsoasces into customer loyalty.

In the second research initiative, customer satisfia is examined in a global context
in order to evaluate the extent to which multinaélocorporations (MNCSs) are able to
provide valuable offerings with which consumersha host country express satisfaction.

Essay Il explores how this ability may vary acrasasrkets based on the psychic distance



between the home and host markets, which refdigeteum of such factors that may hinder
the flow of market information (Johanson and VaHla&7).

To provide a brief outline of what has already bdene, | first present a review of
the literature that addresses the antecedentsaarsg@quences of customer satisfaction,
including customer loyalty. Next, a framework ostomer satisfaction is developed based
on existing research. Finally, the objectivesaxheof the three dissertation essays are
outlined, and | describe how each essay contribotése existing literature on customer

satisfaction.

1.2 Literature Overview of Customer Satisfaction

Oliver (1999, p. 34) defines customer satisfacteriulfillment in that,
“...consumption fulfills some need, desire, goalsorforth and that this fulfillment is
pleasurable.” Satisfaction is the result of a passumption evaluation which contains both
cognitive and affective elements (Oliver 1997).eTognitive state reflects the buyer’s
perception of whether the outcome was an adequat@adequate reward for the customer’s
sacrifice. This evaluation is a response to thregeed discrepancy between prior
expectations and the performance of the produpteesived after consumption (Tse and
Wilton 1988). The affective element refers to tk@sumer’s subjective positive or negative
feelings surrounding the consumption experiencesfidfeok 1987). According to
Parasuraman et al. (1988), incidents of satisfact@nbine to result in perceptions of
guality. Over time, “satisfaction soon decays ifiiot nevertheless greatly affects) one’s

overall attitude toward purchasing products” (Olig881, p. 27). These attitudes anticipate



future behavior in that each evaluation of a coriion experience updates the continuous
construct of attitudes (Day 1984), and may thusr diltture behavior accordingly.

The fact that there are many variations of therut&din of customer satisfaction
already suggests that customer satisfaction isrgplax construct composed of multiple
elements. To further complicate matters, custasagsfaction can be evaluated at various
levels including satisfaction with a product, a s@mption experience, an attribute, a store, a
brand, or a company (Yi 1991).

Next, a framework of customer satisfaction is degetl that is grounded in the
existing literature, and the antecedents and caesegs of customer satisfaction are
explored. The framework is largely based on Syzakiaand Henard’'s model of the
antecedents of customer satisfaction (2001), wiviaé created to accompany their meta-
analysis. However, a number of modifications weezle, such as omitting a measure of
actual performance, in order to allow perceptiongesformance as compared to customer
expectations to affect customer satisfaction. ddit#on, the positive and negative
counterparts of the constructs of affect and wdnehouth are represented in the following
framework, and the construct of customer loyaltypyduded as a consequence of customer
satisfaction. Table 1.1 includes a brief summadrhe research highlights related to the
antecedents and consequences of customer satisfadtis table informs the present
research by summarizing the empirical supporttierantecedents and consequences of
customer satisfaction that compose this studyiséwaork, subsequently described. A

model of the framework is presented in Figure 1.1.



Table 1.1

Literature Review of the Antecedents and Consequens of Customer Satisfaction

Authors Title Antecedents of Customer Satisfaction

Consequences of Customer Satisfaction

Bolton and Lemon A Dynamic Model of e Payment equity has a strong effect on CS.e

High CS leads to high usage levels in future

©

JMR 1999 Customers’ Usage of e  Customers’ comparison of current periods.
Services: Usage as an payments with normative expectations has  Higher price is associated with lower future usag
Antecedent and a direct effect on CS.
Consequence of e Service usage increases as price increases
Eiéjss)tomer Satisfaction to maintain payment equity.
Chandrashekaran, Satisfaction Strength e Satisfaction strength has a great influence on the
Rotte, Tax, and and Customer Loyalty translation of stated satisfaction into customer
Grewal loyalty. When satisfaction is strong (uncertaiisty
JMR 2007 low), CS translates to loyalty. The translation is
greatly lowered when satisfaction is weakly held.
Churchill and An Investigation Into e For nondurable goods, expectations,
Surprenant the Determinants of disconfirmation, and performance are
JMR 1982 Customer Satisfaction determinants of customer satisfaction.

e For durable goods, performance is the sole
determinant of satisfaction.

)

Day Modeling Choices o Dissatisfactiormotivateghe consumer to complair
Advances in Among Alternative but does not determine the outcome of the
Consumer ResearchResponses to complaining. Then consumers determine their
1984 Dissatisfaction action by considering the complaining alternative
and the benefits of complaining.
Helgesen Are Loyal Customers e Found a positive and significant relationship
Journal of Profitable? Customer between customer satisfaction and customer loy
Marketing Satisfaction, Customer But the relationship only holds beyond a certain

Management 2006 (Action) Loyalty and
Customer Profitability
at the Individual Level

threshold of customer satisfaction, and variations
customer satisfaction only explain about 10% of
variations in loyalty.

alty.




Homburg, Do Satisfied Customers e

Koschate, and Really Pay More? A
Hoyer Study of the
JM 2005 Relationship Between

Customer Satisfaction
and Willingness to Pay

Based on equity theory: fairness of the e
exchange.

Relationship between CS and WTP is inverse s-
shaped, consistent with disconfirmation theorycain
the strongest impact is at the extremes (delight or
disappointment). WTP also grows stronger as CS
evaluations becomes cumulative.

(WTP)
Homburg, The Role of Cognition e  Over time, the impact of cognition on
Koschate, and and Affect in the satisfaction increases while the impact of
Hoyer Formation of Customer affect decreases. Thus, advertisers
JM 2006 Satisfaction: A should try to have an early influence on

Dynamic Perspective

consumers

Johnson, Garbarino, Influences of Customer e

and Sivadas Differences of Loyalty,

IIMR 2006 Perceived Risk and
Category Experience on
Customer Satisfaction
Ratings

Antecedents:
0 The customer’s previous history
of positive experiences (loyalty)
o Negative encounters with the
organization that may lead to
perceptions of risk
0 A customer’s experience with
similar or competing
organizations (category
experience)
Loyalty has a positive effect on CS;
perceived risk has a negative effect;
effect of category experience is not
significant.

Luo and Corporate Social .

Bhattacharya Responsibility (CSR),

JM 2006 Customer Satisfaction, e
and Market Value

CS partially mediates the relationship
between CSR and market value.

In innovative companies, CSR has a
positive and significant impact on CS,
and a negative and significant impact on
CS in firms with low innovativeness.

Luo and Homburg Neglected Outcomes of
JM 2007 Customer Satisfaction

Free word-of-mouth (WOM) advertising is an
antecedent of CS; it boosts the efficiency of fetur
advertising.

CS also has a positive influence on human capital




Maclnnis and de
Mello
JM 2005

The Concept of Hope
and its Relevance to
Product Evaluation and
Choice

Hope is an antecedent of CS. Itis an
emotion, and therefore falls under the
driver of affect. It also affects possible
disconfirmation and perceived equity.
But the expectations of the positive
outcome may be weak.

de Matos and Rossi

Word-of-Mouth

Satisfaction has a stronger relationship with peesit

h

JAMS 2008 Communications in WOM than with loyalty.
Marketing: a Meta- e Customer commitment has the strongest effect on
Analytic Review of the WOM.
Antecedents and
Moderators
Mittal and Satisfaction, e Repurchase intent increases monotonically as CS
Kamakura Repurchase Intent, and increases.
JMR 2001 Repurchase Behavior: e Consumers have different thresholds and response
Investigating the bias exists, so there is variation among responders
Moderating Effect of
Customer
Characteristics
Olsen Comparative Evaluation ¢  Quality is an antecedent of CS. e Customer loyalty is a consequence of CS.
JAMS 2002 and the Relationship 0 The relationship is stronger 0 Again, the relationship is stronger when
Between Quality, when relative attitudes are used relative attitudes are used rather than
Satisfaction, and rather than individual individual evaluations.
Repurchase Loyalty evaluations.
Orsingher, A Meta-Analysis of The antecedents of satisfaction with e WOM - strongest correlations with satisfaction with
Valentini, and Satisfaction with complaint handling are: complaint handling; people will share their
Angelis Complaint Handling in e  Distributive justice: when an individual experiences whether positive or negative
JAMS 2010 Services feels that their needs are met (strongeste  Return intent — second highest correlation

effect) .
Interactional justice: the quality of the
interpersonal treatment (second strongest
effect)

Procedural justice: the perceived fairness
of the policies (weakest)

Overall satisfaction — weakest correlation




Rijsdijk, Hultink
and
Diamantopoulos
JAMS 2007

Product Intelligence: Its e

Conceptualization,
Measurement and

Impact on Customer

Satisfaction

Product intelligence indirectly leads to
CS through relative advantage,
compatibility, and complexity.
0 The relationship between
complexity and CS is negative
0 The relationship between
compatibility and complexity
and CS is positive.

Rust, Inman, Jia,
and Zahorik
MS 1999

What You Don’t Know

about Customer-

Perceived Quality: The

Role of Customer
Expectation
Distributions

Customer expectations are distributions,
and not simple point expectations.
Expectations are formed based on
cumulative experiences.

Customers consider risk in their
decision-making and they are more
sensitive to negative disconfirmation
than to positive disconfirmation.

Rust and Oliver
JAMS 2000

Should We Delight the

Customer?

Outlines the conditions under which
positive disconfirmation pays off.

Though for repeat purchases,
expectations will be raised, so it is harder
to delight in the future.

Szymanski and
Henard
JAMS 2001

Customer Satisfaction:
A Meta-Analysis of the
Empirical Evidence

Tests the antecedents of Expectations, e
Disconfirmation, Performance, Affect,
and Equity. Finds that all are significant
except for Performance.

Disconfirmation and equity are the most
significant.

Complaining, Negative WOM, and Repurchase
Intentions

Westbrook and
Oliver
JCR 1991

The Dimensionality of
Consumption Emotion
Patterns and Customer

Satisfaction

Finds 5 affective patterns that relate to
CS, thus demonstrating that there are
many facets of CS. Not all measures of
satisfaction do a good job in capturing
these dimensions.




Yi
Review of
Marketing 1991

A Critical Review of
Customer Satisfaction

Literature overview that includes: .
disconfirmation, satisfaction and
dissatisfaction as two separate .

constructs, equity, instrumental
performance, expressive performance, o
demographic characteristics (found to be
weak), expectations, equity, value-
percept disparity (does the product
provide the features and performance
characteristics desired)

Negative WOM has stronger effects than positive
WOM.

CS influences attitudes which affect purchase
intention.

Customer complaint — having an outlet for compki
may keep customers from switching. Dissatisfied
customers who do not complain are more likely to
switch.

nt
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Antecedents of Customer Satisfaction

The focal theoretical framework delineates custosadisfaction as composed of
consumer expectations (Prakash and Lounsbury 18Bg¢pnfirmation of expectations
(Oliver 1993), the perceived outcome-to-input rgi01991; Szymanski and Henard 2001),
and positive and negative affect associated welptioduct experience (Oliver 1993). A
meta-analysis conducted by Szymanski and HenaflLj2@lidates that these constructs are
indeed significant antecedents of customer satisfac

Customer ExpectationgCustomer expectations serve as a baseline, bogragainst
which the actual experience is compared (Yi 1983pectations are formed based on
numerous factors in a consumer’s environment, tholyadvertising, word of mouth, brand
reputation, and even past product experience.tfiflee major types of expectations that
have been studied in the satisfaction literatuckinte predictive expectations, normative
expectations, and comparative expectations (Prakagh.ounsbury 1984). Each type of
expectation uses a different point of referenceradictive expectations refer to anticipated
product performance, or how a product is likelyp&sform, normative expectations describe
the standards that consumer’s thafouldbe met, and comparative expectations are based
on experiences with other similar brands (PrakashLaunsbury 1984). In this context,
predictive expectations are used, as they seradbaschmark against which actual
performance is compared.

Disconfirmation of Expectationdisconfirmation of expectations arises when actual
outcomes as perceived by the consumer diverge ésgractations. It results in a surprise
effect which magnifies the consumer’s perceivepality between expectations and actual

performance (Anderson 1973). Positive disconfirambccurs when outcomes exceed

10



expectations and the customer experiences defgghilting in high levels of customer
satisfaction (Rust and Oliver 2000). In contrasgative disconfirmation is a case of
expectations exceeding outcomes (Szymanski andrii@0@1) and it leads to
dissatisfaction (Yi 1991).

Outcome-to-Input RatioAccording to consumer behavior literature, consisaee
satisfied when they perceive their outcome-to-imatib to be fair (Yi 1991). Customers
judge the fairness of the transaction by compadieg outcome-to-input ratio to that of a
referent person or group (Szymanski and Henard 2080tonsumers perceive that others
are experiencing greater outcomes relative to thpurts, then the situation is perceived as
inequitable and it results in dissatisfaction (¥P1). However, previous research shows that
buyers are more sensitive to their own inputs andames (Oliver and Swan 1989b), and do
not account for seller outcomes when evaluatingdhieess of a transaction (Oliver and
Swan 1989a). Thus, consumers tend to hold a eateoed, asymmetric view of fairness
(Oliver and Swan 1989a).

Affect. Affect influences customer satisfaction when aarns, whether positive or
negative, are elicited during consumption and ldesees in memory, which are then
integrated into the customer satisfaction evaluafiwestbrook and Oliver 1991). As an
illustration, a restaurant encounter is a complgeeence that may trigger both positive and
negative affect (Derbaix and Pham 1991). A consumay be pleased with the food and the
ambiance of the restaurant but become angeredebydtter, and thus experience both
positive and negative affect. Since positive aagative affect can be elicited
simultaneously (Westbrook 1987), a single contindomnmodeling affect is insufficient

since it cannot represent a duality of emotiongeviBus studies have introduced various

11



taxonomies which present as many as ten differsieigories of affect (Westbrook 1987), but
these categories can be broadly classified as fofragher positive or negative affect.
Nomological Network of the Antecedents of Custddagisfaction

Expectations can affect customer satisfaction mways. First, raising expectations
has been found to boost a consumer’s evaluatignaofuct performance (Anderson 1973;
Olshavsky and Miller 1972). Based on assimilatiweory, if actual performance turns out to
be close to expectations, the consumer will asatsiheir product evaluation toward their
expectations (Yi 1991). Thus, if expectationslaesed slightly upwards, then consumers
will assimilate their product evaluations upwar@onsistent with this theory, Rust et al.
(21999) find that people tend to seek evidenceadbatirms their expectations, which means
that as long as expectations are fulfilled by dgbeaformance in some capacity, then
consumers will be satisfied. In addition, simplgeting expectations strengthens customer
satisfaction by making the firm seem reliable dmetéby reducing perceptions of future risk.

The second way that expectations can affect custeatisfaction is through the
disconfirmation of expectations, or a contrast@ffeBased on contrast theory, a large
discrepancy between expectations and actual peaforenwill result in the disconfirmation
of expectations if a product’s performance fallssale of a consumer’s range of acceptance
(Anderson 1973; Yi 1991). If expectations are sausally higher than actual performance,
the consumer will experience negative disconfirorabf expectations, which will have a
negative effect on customer satisfaction. Conwerefeexpectations are low relative to
actual performance, then the customer will expegguositive disconfirmation of
expectations, which will have a positive impactomistomer satisfaction and will contribute

to positive affect.

12



A consumer’s outcome-to-input ratio also playsrgagral role within the
nomological net of the antecedents of customesfsation. Among the antecedents of
customer satisfaction, the outcome-to-input raithe only construct which explicitly factors
in the cost of the good. Thus, the outcome reladedcostly luxury item will be evaluated at
high relative standards, while the standards vélrdélaxed considerably for discount items.

Lastly, aside from the cognitive drivers of custorsatisfaction, affect separately
impacts customer satisfaction. The relationshigvben affect and customer satisfaction
varies across product categories (Westbrook 198D paer experience levels, as the role of
affect is greatest when the consumer has littleegpce with the product (Homburg et al.
2006). Positive affect contributes to satisfactidrle negative affect leads to dissatisfaction
(Oliver 1993). If a consumer experiences bothtpasand negative affect concurrently, the
overall influence on customer satisfaction willthe net difference, but it is still important
that the firm understand the complexity of the econer’s evaluation.

According to a meta-analysis conducted by Szymaans#tiHenard (2001), the
disconfirmation of expectations and the outcomeiput ratio are the strongest relative
drivers of customer satisfaction, having reliapiitdjusted mean correlations with
satisfaction of .46 and .50, respectively. Expwmts and positive affect are also significant
determinants of customer satisfaction with meamnetations of .27 for each. Based on a
large volume of research relating perceived progediormance to customer satisfaction,
Szymanski and Henard explored its role as a pa@saifiecedent of customer satisfaction and
found that is has a mean correlation with satigfaabf .34. Perceived product performance

is reflected in the framework of customer satistachs it indirectly influences customer

13



satisfaction through the disconfirmation of exp@otss driver as well as the outcome-to-
input ratio.
Consequences of Customer Satisfaction

This framework centers on the consequences that temeived the most attention to
date, including customer complaints (Szymanskitdedard 2001), positive word of mouth
(Luo and Homburg 2007), negative word of mouth (8agski and Henard 2001), repeat
purchase (Mittal and Kamakura 2001), and customalty (Chandrashekaran et al. 2007).
Customer satisfaction has a positive relationshtp repeat purchase, positive word of
mouth, and customer loyalty, and is inversely ezglab customer complaints and negative
word of mouth.

Customer ComplaintsCustomer complaints are the result of consunweradlly
voicing their dissatisfaction (Hoyer and MacInn@2). However, according to Hoyer and
Maclnnis (2004), the majority of dissatisfied custrys do not take the initiative to complain
to the manufacturer or retailer. Dissatisfied ouostrs consider a number of factors when
deciding whether or not it is worth their effortissue a complaint (Day 1984). Consumers
consider the significance of the event, the cost®mplaining, and the probability that
complaining will lead to a favorable outcome.

Word of Mouth Word of mouth is defined as information aboutdqucts or services
that is communicated verbally (Hoyer and MacInri®4). It can be positive or negative.
According to Luo and Homburg (2007), customer $attson generates positive word of
mouth which can greatly boost the efficiency otifetadvertising. However, the effects of
negative word of mouth, generated by dissatisfactoe even stronger than the effects of

positive word of mouth (Yi 1991). This is not stgmng, as more credence is paid to

14



negative customer reviews than to positive custamgews (Chevalier and Mayzlin 2006).
In addition, dissatisfied customers tell three 8Bras many people about their negative
experience than satisfied customers tell about ffasitive experience (Richins 1983).

Repeat PurchaseDick and Basu (1994) and Mittal and Kamakura @0fiate that
satisfaction with a product may lead to repeat Ipaise. Repeat purchase is a construct that
measures observed purchasing behavior, but naittihedes that prompt it. Thus, favorable
customer satisfaction should have a positive effeatepeat purchase, though inferences of
attitudes cannot be made based on the occurrenepedit purchases, as they may be merely
a result of situational constraints (Dick and B4994).

Customer Loyalty According to Dick and Basu (1994, p. 99), custologalty is
“the strength of the relationship between an irdiral’s relative attitude and repeat
patronage.” Thus, a loyal customer views the fdical favorably in comparison to
competitors, and their purchasing behavior is &tast with this position.
Nomological Network of the Consequences of Cust@aesfaction

Dissatisfied customers are predisposed to compEapmanski and Henard 2001),
but the complaints themselves are not necessauiiyful to the firm if handled
appropriately. Dissatisfaction motivates the comsuto complain (Day 1984), and thus,
there would be no complaints if there was no distattion. Yet, given that all firms are
confronted with varying degrees of customer dis&attion, a voiced complaint is valuable
in that it alerts the firm to a problem. It pretsean opportunity for the firm to rectify a
suboptimal situation to prevent further damage ereh salvage the relationship with the
customer. The manner in which the complaints arelled shapes the consumer’s lasting

attitude towards the company and thus influencesdlbehavior. Of primary importance to
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the customer is that their needs are met whendhmplaint is addressed (Orsingher et al.
2010). Secondary in importance is the interpersimeatment with which the complaint is
handled. By addressing complaints effectivelynfircan reduce negative word of mouth
(Hoyer and MaclInnis 2004).

Like customer complaints, negative word of mouttveg to release tension, but it
also affords consumers the opportunity to get rgeesn the offending firm, to regain control
of the situation, and to garner sympathy from ctt{dlyer 1999). Alternatively, positive
word of mouth is highly correlated with a custonsdtilfillment regarding how a firm
handles their complaint (Orsingher et al. 2010)stGmer satisfaction has a strong
relationship with positive word of mouth (de Matosd Rossi 2008).

Repeat purchase is an observed behavior thatas oftlicative of customer loyalty,
but more information is needed to determine if stamner is indeed loyal or if they are
perhaps vulnerable to defection (Chandrashekarah 2007). Customer loyalty is of
particular importance to marketers as it represamisisstainable competitive advantage (Dick
and Basu 1994). According to Helgesen (2006) etisea positive and significant
relationship between customer satisfaction andooust loyalty, but it is dependent on the
strength of the customer’s satisfaction (Chandreesfam et al. 2007). When the customer
satisfaction judgment is strongly held, then satisbn tends to translate to loyalty; yet the
likelihood of satisfaction translating to loyaltgceases significantly when the satisfaction
judgment is weakly held.

The meta-analysis by Szymanski and Henard (20@lgates that the reliability-
adjusted mean correlation between customer sdimfisand repeat purchase is .53. There

was not enough archival data to adjust the meamletion for differences in scale
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reliabilities for customer complaints and negativ®OM, however, their sample size-adjusted
means are -.34 and -.57, respectively. The cdiweksof customer satisfaction with both
positive WOM and customer loyalty were not reparted
The American Customer Satisfaction Index

In the following three essays, the American Custo8atisfaction Index (ACSI) is
used as the metric for customer satisfaction astbouer loyalty. The ACSI score is a
composite score that takes into account the maltiphensions of customer satisfaction.
ACSI's operationalization of customer satisfactwgights the underlying drivers so as to
maximize the explanation of customer satisfactionhe consequence of customer loyalty.
The final ACSI score is then a weighted combinatbnonsumers’ perceived quality,
perceived value, and expectations (Fornell et36). (See Figure 1.2) Additional
information describing the ACSI model and methodgla included in Appendix A. Next, |
examine how this conceptualization compares tdrimaework presented in Figure 1.1.
Table 1.2 articulates the one-to-one correspondehttee focal framework presented in
Figure 1.1 to the ACSI framework.

Figure 1.2
The ACSI Framework

Perceived

Quality

Perceived
Value

Customer

Expectations

www.theACSIl.org
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Table 1.2
Corresponding Constructs of the ACSI Framework andhe Focal Framework

ACSI Framework Focal Framework

Expectations: Expectations:
The customer’s anticipation of the quality ofThe construct is the same as the ACSI’s.
a company’s products or services.

Perceived Value Outcome-to-I nput Ratio:

The level of product or service quality The construct is the same as the ACSI's
experienced relative to price paid. Perceived Value construct.

Perceived Quality: Disconfirmation of Expectations:

The customer’s evaluation via recent When actual outcomes as perceived by the

consumption experience of the quality of a customer diverge from expectations.
company’s products or services. Quality i$ Disconfirmation of expectations will be
measured in terms of customization and | positive (negative) if perceived quality is
reliability. better (worse) than expected.

- Affect:
Subjective feelings or emotions (positive of
negative) that are elicited during the
consumption experience.

Customer Loyalty: Customer Loyalty:

A combination of the customer’s professed The relationship between an individual’s
likelihood of repurchasing from the same | attitude toward the product or service and
supplier and the likelihood to repurchase attheir repeat patronage.

various price points (indicating the degree |of
price tolerance).

Included in Customer Loyalty construct Repeat Purchas:
A measure of observed purchase behavior.

Customer Complaints: Customer Complaints:
Instances of consumers formally voicing | The construct is the same as the ACSI’s.
their dissatisfaction.

- Word of Mouth :

Information (positive or negative) about
products or services that is communicated
verbally.
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Firstly, the construct of customer expectationthafocal framework is the same as
that in the ACSI framework, as predictive expeotadiare used, versus normative or
comparative, following the tradition of SzymanshkdaHenard (2001) and Fornell et al.
(1996). Secondly, the ACSI defines perceived vakighe consumer’s perception of product
or service quality relative to the price paid. FACSI construct mirrors the construct of the
outcome-to-input ratio. Perceived quality as openalized by the ACSI is closely linked to
the disconfirmation of expectations in the focahfiework. In the ACSI framework,
perceived quality is defined as the customer’sweatadn of the degree to which their needs

are met (performance), as measured against thegcetions ffttp:// www.theacsi.org/

Thus, there will be positive disconfirmation of expations/high perceived quality if actual
performance exceeds the consumer’s expectatiomgating their needs, and negative
disconfirmation of expectations/low perceived qtyah performance fails to meet the
consumer’s needs, and thus falls short of expectsiti The only antecedent from the focal
framework that is not included in the ACSI framelvar affect. Though | find this omission
to be problematic, affect perhaps has the weak#iaence on customer satisfaction among
the antecedents, as the outcome-to-input ratidtendisconfirmation of expectations have
the greatest impact (Szymanski and Henard 200d)e&pectations explicitly factor into the
disconfirmation of expectations.

With respect to the consequences of customer aetiish, the construct of customer
complaints is the same in the focal framework atéenACSI framework. Both frameworks
include constructs of customer loyalty, but definem differently. The ACSI defines
customer loyalty as the likelihood of repurchasmbmed with the consumers’ likelihood of

repurchase at various price points, whereas the foamework presents repeat purchase as a
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separate construct since it is not always refleabfycustomer loyalty and may be influenced
by external factors. Finally, the ACSI frameworkits the consequence of word of mouth,
which is included in the focal framework. Wordmbuth perhaps has a greater role now
more than ever, thanks in part to social networlkdnd online platforms.

Despite these differences, the many strengthseoA®SI outweigh the minor
shortfalls related to its alignment with the foramework. With respect to the following
essays, the major benefits of the ACSI are thatabmposed of longitudinal data that are
robust across time and industries, and it has @ gesl of nomological validity, given that it
has been widely studied in academic literatureotAer benefit of using the ACSI within the
following essays is that these essays may themibate to and build upon the current wealth

of customer satisfaction literature that uses tRSA

1.3 Dissertation Structure and Preview

This dissertation is divided into three essayie Tirst essay investigates the impact
of advertising on customer satisfaction and theseqbent effect on firm value. In this essay,
| hope to provide insight into the advertising—n&trialue relationship by introducing
customer satisfaction as an intervening percephgasure. The second essay measures
loyalty capability in a consumer packaged goodsGLsetting and explores some of the
reasons why a firm’s ability to convert marketimgources into loyalty may differ across
firms and over time. Additionally, this study exaes the impact of loyalty capability on
firm performance. Finally, the third essay examinestomer satisfaction in an international
setting to address the extent to which market fanty and experience compensate for

psychic distance between the firm’s home countyiemhost countries.
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1.3.1 Essay |

The objectives of Essay | include the following:

1. To introduce customer satisfaction as an intengperceptual measure between
advertising and market value.

2. To identify, describe, and explain the effects dfextising effort on customer
satisfaction.

3. To identify, describe, and explain the impact onmketvalue of over- and
underadvertising (effectiveness) and advertisiffigiehcy with respect to
customer satisfaction.

a. To examine whether these relationships differ fadpcts versus services.
Companies spend significant resources on advagtigtence it is not surprising that
effectiveness of advertising has been a frequeatigarched topic. Traditionally, marketers
have relied on sales performance metrics, buidibés not reflect the full story. Arguably
the “ultimate” way to demonstrate the added valugdvertising is to show that it has a
positive effect on firm value. To better understéime advertising—market value
relationship, customer satisfaction is introduce@a intervening perceptual measure. This
study then examines the impact on market valuevef-and underadvertising
(effectiveness) and advertising efficiency withpest to customer satisfaction.

In a first step, a random parameters stochastitiéoestimation is used to estimate
the curvilinear relationship between advertising anstomer satisfaction for over 100 U.S.
firms operating in different consumer goods, s&sjand retail markets from 1994 to 2008.
In a second step, | explore how advertising eféectess, advertising efficiency, and

advertising effort impact firm value, measured blyin’s q. This study also examines
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whether the differences between products and ssranslate to more or less pronounced
effects of advertising efficiency and over/undertiging on firm value.

As a validation check, the results from the rangmrameters stochastic frontier
model used in step 1 are then compared to a lak@sd stochastic frontier model as well as a
homogeneous model. This is done to determindsfnecessary to make accommodations
for heterogeneity, and if so, if there is a supeaioproach for modeling the data. Using the
latent class stochastic frontier method, | deteentie number of latent classes that provides
the best model fit. Then, the fit of the thregpesgive models is assessed to establish which
one has the best fit.

Finally, this essay’s contributions to the advangs—market value debate are

presented, and the managerial implications of itiirfigs are discussed.

1.3.2 Essay I

Essay Il builds on the concepts established inyEkHet relate to the effect on firm
value of enhancing consumer attitudes, and the itapoe of accounting for the efficiency
with which consumer attitudes are enhanced. T¢8ayeexplores loyalty capability in the
context of the CPG industry.

The objectives of Essay Il are:

1. To construct a measure of loyalty capability.

2. To identify, describe, and explain some efdasons why capabilities differ

across firms and over time. More specificallyxamine the effects on loyalty

capability of advertising allocations, innovatigmpé, category characteristics, and

portfolio strategy.
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3. To examine the impact of loyalty capabilityfom performance.

This article begins by discussing the role of feapabilities as a source of
competitive advantage. Capabilities measure the@diability to efficiently combine and
deploy its resources to attain a certain objedtmeit and Schoemaker 1993; Dutta et al.
1999). They are of great importance to the firnth@y may explain significant variations in
firms’ performance (Dutta et al. 1999; Vorhies é&ndrgan 2005).

The construct of loyalty capability reflects a fismse of its skills and tacit
knowledge to competently deploy its marketing resesi in order to generate and facilitate
customer loyalty. Firms with superior loyalty capépenjoy competitive advantages
associated with establishing strong customer maiahips and strengthening a customer’s
attitude toward the brand. Using the resourcedasav, conclusions may be drawn
regarding the resources and activities that camtkeibo a firm’s capabilities. This article
presents a number of hypotheses addressing thetiabtffects of a firm’s strategic
allocations and diversification of resources oraeloycapability. More specially, | examine
the impact of innovations, advertising media altmoes, category characteristics, and
portfolio strategy on loyalty capability. | alsoayze the extent to which firm scale
moderates the relationship between loyalty caggt@hd innovations, media allocations, and
firm scope.

Essay Il continues with an analysis of the immddoyalty capability on firm
performance. | then discuss the results of thea/ses, the managerial implications for

firms in the CPG industry, and the overall valud aenefits of measuring loyalty capability.
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1.3.3 Essay lll

Essay Il examines customer satisfaction withinadogl context and has the
following primary objectives:

1. To explore the effects of psychic distance betwlerhome and host countries

on customer satisfaction.

2. To identify, describe, and explain the extent taclvhmarket familiarity and
experience compensates for psychic distance betthiedirm’s home country
and the host country.

3. To examine the extent to which variation in cult@ad economic distance
between the firm’s home and host countries maycatfestomer satisfaction, and
subsequently, how the effect may be moderatedrbydiperience.

Using customer satisfaction scores across 22 desngpresenting 151 firms, this
study analyzes the extent to which cultural andheanac distances between the home and
host countries negatively affect customer satisfactind whether those effects are
moderated by a firm’s experience in the markett &y are the absolute distances between
the home countries and host countries of intebegt] also hypothesize that unstable
conditions, or volatility in the differences betwetie home and host countries, will result in
further risk to the firm. However, this risk mag@be moderated by a firm’s experience in
the market. Finally, this study accounts for a banof country-specific cultural and
socioeconomic control variables that may systeraiyiaffect a firm’s ability to provide
value to consumers. Using multilevel modeling, higpotheses are tested using customer
satisfaction evaluations that come from businessstesumer firms covering a wide range of

industries. This analysis addresses a combinafitime-varying effects, firm-level effects,
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and country-level effects.

The essay concludes with a discussidhe results and the implications for
managers that are responsible for expansion itéonational markets. Based on the
findings, conclusions may be drawn with respeatitach markets managers may be advised
to enter, and how they may equip their firm forcass. This essay then presents the
limitations and opportunities for future researsing international customer satisfaction

evaluations.
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CHAPTER Il -- ESSAY |: THE IMPACT OF ADVERTISING ON
CUSTOMER SATISFACTION AND THE EFFECT ON FIRM VALUE

2.1 Introduction

Advertising is a key marketing instrument. In thé&. alone, advertising expense
exceeds $150 billion annually (Sonne 2010). Dedpi¢ size of this investment, business
decisions related to marketing and advertisingcareently made with less information than
decisions made with much lower financial conseqaerks a Procter & Gamble CMO once
said, “Marketing is a $450 billion industry, and we making decisions with less data and
discipline than we apply to $100,000 decisionstireoaspects of our business” (Farris et al.
2006, p. XV). Traditionally, marketers have relmdconsumer attitudes or sales
performance metrics to measure advertising resp@asfi and Hanssens 2010), but this
does not reflect the full story, nor does it sgtieip management’s growing need for
accountability and justification of advertising exges (Srinivasan et al. 2009). Arguably
the “ultimate” way to demonstrate the added valuadvertising is to show that it has a
positive effect on firm value.

There is conflicting evidence on whether advergdias a positive impact on market
value. Studying PC manufacturers and the spogowgls industry, Joshi and Hanssens
(2010) find that advertising indeed has a posiffect on market value. In a broader study,
however, Wang et al. (2009) find that in 10 ouBafindustries, advertising has a significant

negative effect on market value. The firms forethihese negative outcomes were found



tended to be service providers, including eatirag@s and retail establishments. Still, if
advertising increases sales and generates goothwifl, why doesn’t advertisirajways
translate to increases in firm value? Wang €28l09) speculate that one factor might be
overadvertising, and research indicates that mamgfindeed greatly overadvertise (Aaker
and Carman 1982; Prasad and Sen 1999). This axeetesihg thesis is compatible with
behavioral research which suggests that if conssimew advertising as excessive, it will
have a negative impact on their attitudes towaeddttand (Kirmani and Wright 1989).
Moreover, not only may firms be ineffective, thegyralso be inefficient. Luo and Donthu
(2005) establish that even among top marketerssa geal of advertising inefficiency
exists. They found that about 20% of advertisipgnsling among firms in their study was in
vain due to inefficiency, resulting in missed ogpaities as well as wasted resources.
Ignoring this inefficiency may further bias the iagb of advertising effort.

To gain a better understanding of the advertisinga-et value relationship, |
introduce customer satisfaction as an intervenagrggptual measure, study the role of
advertising effectiveness (i.e. extent of over- anderadvertising with respect to customer
satisfaction) and efficiency in this process, aodtiast the relationship for product firms
versus service firms. | elaborate on each of tkeséributions in detail.

First, to better understand the role that over-&nadvertising plays in the
advertising—market value relationship, attitudimedasures must be considered. Buyer
behavior is largely determined by how the custopnecesses information to form concepts
and make judgments (Howard and Sheth 1969). Indssxking how a firm’s marketing
expenditures influence customers’ attitudes andegient behavior can help in evaluating

marketing’s contribution to shareholder value (Retstl. 2004; Keller and Lehmann 2006).
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As such, Gupta and Zeithaml (2006) and the Margefiaience Institute (2006) call for
research that complements observed measures Witldgtal constructs.

Customer satisfaction is regarded as one of thmaitk attitudinal constructs
(Morgan and Rego 2006; Gupta and Zeitham| 2006 setamtecedents are related to
advertising (Boulding et al. 1993; Mehta et al. 20@nd whose consequences feed into
market value (Fornell et al. 2006; Anderson eR@04). Still, no one has explored the extent
of explanatory power and insight that incorporattmgtomer satisfaction into the
advertising—market value relationship can provide.

Second, in this paper, | evaluate the impact oeadsing effort on firm value while
controlling for the impact of advertising effectness and efficiency with respect to customer
satisfaction. Within this study, effectivenessléined as the ability of the advertising input
to generate the maximum possible customer satisfafe.g., Naik and Raman 2003).
Efficiency refers to maximizing output relativeitgouts used (Luo and Donthu 2006). In
this context, advertising efficiency measures @’rconversion of advertising into customer
satisfaction relative to the level of advertisinguts used.

Third, | explore whether the industry in which firen operates plays a role. As
observed in previous work, the relationship betwadvertising and market value tends to
differ between industries (Wang et al. 2009) amdss different types of purchase situations
(Hoch and Deighton 1989; Mehta et al. 2008). Tleesfundamental differences between
consumer product offerings and service offeringgctvidefine the manner in which
consumers search for and evaluate their purchasdsng some consumption experiences

more impressionable than others. This study exesnivhether the differences between
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products and services translate to more or legsopireced effects of over-/underadvertising
and efficiency on firm value.

To explore the relationship between advertising @mstomer satisfaction and derive
insights into advertising effectiveness and adsert efficiency with respect to optimizing
customer satisfaction, | use data on 101 U.S. finos 1994 until 2008. More specifically,
the analysis first relates advertising to custosatisfaction in a curvilinear way using a
random parameters stochastic frontier analysise cthvilinear relationship makes it
possible to capture the extent to which firms areroor underadvertising. The stochastic
frontier approach enables the measurement of eficgi for each individual firm. By using a
random parameters approach, | allow for the inhdreterogeneity in the market among
firms that span various industries. SubsequetitBse results are used to obtain firm-
specific measures of advertising effectivenessedficiency. In a second step, | relate
advertising effectiveness and advertising efficiewith respect to customer satisfaction to
market value. For ease of exposition, in the raohai of this paper, any reference to over- or
underadvertising will refer to over- or underadigang with respect to optimizing customer
satisfaction. Likewise, advertising effectivenassl advertising efficiency will also be with

respect to customer satisfaction.

2.2 Conceptual Framework

Managers invest in both advertising and custom&sfaation with the goal of
enhancing firm value, but these efforts are fre¢jyendependent of one another. This study
takes a holistic approach, as it examines how &dueg and customer satisfaction may be

interrelated. To do so, this article addresses &dvertising affects attitudes surrounding the
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consumption experience and how firm value is ultelyeaffected. Figure 2.1 depicts the
conceptual model for this study and traces thega®by which advertising creates value for
the firm that can be measured in financial termmsthe first stage, the firm engages in
marketing activity, which is in the form of adveitig. In the second stage, advertising
affects what the consumer thinks and feels abaubthnd, which is measured using the
ACSI. Customer satisfaction then influences prebehavior and predicts future customer

behavior. Finally, the reaction of financial markes measured using tobin’s g.
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Figure 2.1
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| first reflect on the benefits of including anitttiinal construct in the advertising—
firm value relationship. Then, | discuss why dation is a relevant and informative
intervening construct. The ideal characteristica linking construct require that the
antecedents are shaped by advertising and thequogrsees anticipate future financial
performance. Next, this essay presents the theakrand empirical support for how
advertising affects customer satisfaction. Findlys essay shows how the outcomes of
customer satisfaction contribute to market valAenumber of hypotheses are presented that
address the relationship between advertising astbmer satisfaction and the ultimate

impact on firm value.

2.3 Customer Satisfaction

Keller and Lehmann (2003, p. 27) propose that {tlee of a brand ultimately
resides with customers.” Thus, it is essentiaghtalel customer attitudes when attempting to
analyze, and more importantly, understand, the anpta marketing action on firm value.
Attitudes are “sticky” measures and are indicab¥éuture firm performance. They become
“more ‘top of mind’ or accessible, persistent, s¢amnt to change, and likely to guide
intentions and subsequent behavior,” as the consganes more and more experience with
the brand (Johnson et al. 2006, p. 123).

Why is customer satisfaction, rather than othetuainhal measures, used to help
explain the advertising—market value relationshkifst, a definition of customer
satisfaction is provided, and then | discuss itsrmediate role in the advertising—market
value relationship.

Customer satisfaction is “the consumer’s responsed evaluation of the perceived

discrepancy between prior expectations (or someratbrm of performance) and the actual
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performance of the product as perceived afteratsamption” (Tse and Wilton 1988, p.
204). The framework of customer satisfaction, efineéd by the ACSI delineates the
antecedents of customer satisfaction as compos@d obnsumer expectations (Prakash and
Lounsbury 1984), (2) perceived quality (Oliver 19%d (3) perceived value (Yi 1991,
Szymanski and Henard 2001). The consequencegia¢l) customer complaints
(Szymanski and Henard 2001) and (2) customer lpy@lhandrashekaran et al. 2007).
Customer expectationsfer to anticipated product performance (Pralkash
Lounsbury 1984) and serve as a benchmark, or anabamnst which actual performance is
compared. Using customer expectations as a refeneerceived qualityefers to the extent
to which the consumer feels that the product mibeis needs Perceived valueelates
perceived quality to the price paid for the gooshdArson et al. 2004)Customer complaints
are voiced dissatisfaction by the consumer (HogerMacinnis 2004). Dissatisfied
customers are predisposed to complain (SzymanskiHanard 2001), though only a portion
of dissatisfied customers take the initiative tonptain. Customer loyaltys defined as “the
strength of the relationship between an individzialative attitude and repeat patronage”
(Dick and Basu 1994, p. 99). The ACSI operatiaeaicustomer loyalty as a combination of
a customer’s likelihood of repeat purchase couplitd their price tolerance, or the
maximum increase in price that they are willingoty before switching (Anderson 1996).
Repeat purchase refers to observed purchase behawimot the attitudes that prompt it, as
repeat purchase can be merely a result of situgtmmnstraints. There is a significant
relationship between customer satisfaction andltpyblelgesen 2006), and the translation

of satisfaction into loyalty is dependent on themsgth of the customer’s satisfaction
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(Chandrashekaran et al. 2007). Customer loyalty particular importance to marketers as
it represents a sustainable competitive advanfagdé @nd Basu 1994).
Relationship between Advertising and Customer Satisfaction

Using data from the airline industry accompaniedA®SI scores, Grewal et al.
(2010) show that advertising has a positive effectustomer satisfaction. Still, it is not
clear how this process comes about and whethengrglizes to other industries. To gain
more insight in this matter, | look into the effethat advertising generates on the
antecedents and consequences of satisfaction.

Advertising can affect customer satisfaction byrfiag the consumption experience
and by sending the consumer credible signals afymioquality and value. According to
Mehta et al. (2008), the effects of advertising barclassified as informative, persuasive, or
transformative. Informative advertising raises eemass of the product and its attributes,
and can therefore increase knowledge of brandtguMiehta et al. 2008). Persuasive
advertising seeks to “change some pre-behavioratahstate” (Deighton 1984, p. 763), and
in doing so can increase customer utility and etgigmns of the brand. The mere act of
advertising may further enhance customer expeciatiy serving as a signal to the
consumer of a firm’s investment and commitment®pgroduct (Kirmani and Wright 1989).
Consumers may also employ their impressions ofréidireg costs as cues of product quality
(Kirmani 1990; Kirmani and Wright 1989), which wilave a positive effect on customer
satisfaction. Empirically, previous studies hawverfd that advertising may decrease price
elasticity by differentiating the product and tHerencreasing perceived value (Mitra and
Lynch 1995; Draganska and Klapper 2010). Thiséhpssitive effect on customer

satisfaction.
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Transformative advertising has a direct effect ostemer expectations and
subsequent evaluations of customer satisfactiomainit “influence(s) how consumers
experience and evaluate the quality of the proftoot subsequent consumption” (Mehta et
al. 2008, p. 334). Transformative advertisingtfpesents the consumer with a proposition
that induces the consumer to form a hypothesistaheiproduct (Deighton 1984). The
propositions made by transformative advertisingl tenbe abstract (Deighton 1988) and
rarely contradict consumer beliefs directly (De@hi984). The advertising may present
claims pertaining to the product experience anaderage the consumer to “see for yourself”
(Deighton 1988). The consumer’s hypothesis th8nences what they attend to and
subsequently encode during consumption (Deight@8),vhich leads to a confirmatory
bias (Hoch and Ha 1986; Mehta et al. 2008). lhalcperformance is close to expectations,
the consumer will assimilate their evaluation tadvéireir expectations (Yi 1991). Once the
consumer has a personal experience with the pra@hacthe opportunity to learn for
themselves, they then purge any residual doubtwfice credibility. Further, the consumer
grants special status to what they have learned éxperience, regardless of the extent to
which it was framed by advertising (Hoch and Deogh1989).

In addition, advertising may increase post-purclsasisfaction by making consumers
feel confident about their purchase decision, ttnedeecreasing perceptions of post-purchase
risk and dissonance (Bauer 1960). Combined, ahede insights suggest a positive
relationship between advertising and satisfaction.

Conversely, advertising may have a negative impactustomer satisfaction in some
instances. Advertising may cause customer satisfato decline if advertising costs are

perceived to be higher than the consumer thinkpjsopriate. The results of Kirmani’'s
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study (1997, p. 170) suggest a consumer belief‘th#tere is a line between conveying
information and being manipulative, and that thenfer is acceptable and the latter is not.”
The default attribution is that a marketer’s invesht in a product serves as a signal of
commitment to a product, which increases perceptadiproduct quality. However, this
attribution can be threatened, as “the desperatiolermine occurs when the amount of
expenditure seems excessive or more than reasonahignted to convey product benefits”
(Kirmani and Wright 1989, p. 345). Further, congusnare found to associate extremely
high levels of advertising expenditure with loweoguct quality, as perceptions that the firm
is overcompensating for their products may impBbt tihe product cannot stand on its own
merits (Kirmani 1990). Thus, the consumer’s distiaf the firm may negatively affect
perceptions of product quality, which will then aéigely affect perceived value as well.

Furthermore, Rethans et al. (1986) show that vefieated exposures, consumers will
tire of the ad, resulting in a decline in respoaseavell as negative affect (Pechmann and
Stewart 1989). Even if the firm varies the adwentnents, there is often a recurring theme
which may induce tedium. Moreover, the cognitilaberation view suggests that additional
exposures beyond the optimal level require grestecation of an individual’s resources to
process the message, which may result in negdieet and negative biases (Rethans et al.
1986; Petty and Cacioppo 1986). Thus, any pergaiasitransformative effects that the
advertising may have had will be diluted.

Combined, these insights imply that the relatiopdietween advertising expenditure
and customer satisfaction will take an invertedhdEe. Thus, the following hypothesis is
proposed:

H1: Advertising has a curvilinear effect on customeiséaction.
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The Impact of Advertising Effort, Effectiveness, and Efficiency on Firm Value

The proposed relationship between advertising effiod customer satisfaction is
presented in Figure 2.2. The dashed-line curveesemts the efficient frontier in which
customer satisfaction is maximized given the l@feldvertising effort. The level of
advertising effort that maximizes actual custonaisaction represents the point at which
advertising will be most effective. For a giverpbyhetical level of advertising effort, X, the
figure illustrates the corresponding advertising@&iveness deficit, labeled 1, and the

advertising efficiency deficit, labeled 2.

41



(4%

Figure 2.2
Proposed Relationship between Advertising Effort ad Customer Satisfaction:
Implications of Advertising Ineffectiveness and Adertising Inefficiency
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Advertising effectiveness declines as the absalisiance from the optimal level of
advertising with respect to maximizing customerssattion increases. If a firm is not fully
effective, then it is either in the regime of urathrertising or overadvertising. With respect
to advertising efficiency, a firm cannot exceed éfffecient frontier. Advertising efficiency
declines as the distance from the efficient frargi®ws.

Why is it relevant to firm value that a firm optinei customer satisfactionCustomer
satisfaction serves as a feedback mechanism ttha¢mees future decision-making with
respect to brand choice. More specifically, ituehces the consumer’s evoked set of brands
as well as the ranking of brands within the evoked(Howard and Sheth 1969). Therefore,
customer satisfaction influences purchase behawhoch directly affects the profitability of
a firm. High levels of customer satisfaction psity affect a firm’s customer retention rate,
and thus, repeat purchases (Fornell 1992), whighces the volatility and vulnerability of
cash flows (Srivastava et al. 1998). Customesfsatiion also generates positive word of
mouth which can greatly boost the efficiency otifetadvertising (Luo and Homburg 2007)
and accelerate new customer acquisition (Trusav. @008). Moreover, word of mouth
contributes to shareholder value by increasing etagkare and accelerating cash flows
(Anderson et al. 2004). Lastly, increases in qustosatisfaction are shown to increase
consumer price tolerance (Anderson 1996). Thipdh insulate the firm from competition
and may allow the firm to extract a premium. Thosyeasing consumer price tolerance
reduces a firm’s risk while also enhancing castvél¢Srivastava et al. 1998).

The impact of advertising effort on firm value
In addition to sending a positive signal to constgnadvertising may enhance firm

value through the spillover of equity from advertgsto investors (Srinivasan and Hanssens
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2009). Joshi and Hanssens (2010) find that adwegtindeed has a positive effect on market
value through an investor response effect, evenrthe expected effects through revenue.
Thus, | propose that the following main effect &xfter controlling for excess advertising
expenditures associated with potential overadvegiand advertising inefficiency:

H2: Advertising effort has a positive and significaffeet on firm value.
The impact of advertising effectiveness on firnueal

If advertising is not fully effective and custonsatisfaction is not optimized as a
result, the firm misses out on some of the positimesequences of customer satisfaction
including repeat purchases, positive word of moatty customer loyalty, all of which
contribute to firm value. Thus, advertising inetigeness, whether in the form of under- or
overadvertising, has a negative impact on firm @alu

To evaluate the overall effect on market valudsd @onsider how the stock market
rewards advertising effectiveness against the margists of advertising. For advertising
effectiveness to contribute to firm value, the resuto the marginal increase in satisfaction
must be greater than the marginal advertising @sgteciated with the advertising effort.
Based on the results of an empirical study by Hbetal. (2006), investments in customer
satisfaction are found to lead to excess retuifimis, the following hypothesis is proposed:

H3: Both under- and overadvertising have a negatifexedn firm value.

| next discuss whether a possible asymmetric mrlahip between under- and
overadvertising and market value exists. Woulah firalue decline more if a firm is under-
or overadvertising by the same absolute amount Er purely economic perspective, if a
firm is overadvertising, then it is not experiergieturns of customer satisfaction from the

excess advertising. The basic economic implicateme that overadvertising is a drain on
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financial resources, with the additional damagingcome of negative returns of customer
satisfaction and potential negative effects on fratue as well.

Based on prospect theory, the value function ivewrfor losses and steeper for
losses than gains (Kahneman and Tversky 197%hidrstudy’s context, prospect theory
would propose that customers view a decline inaust satisfaction as worse than missing
out on potential gains in satisfaction. Overadsag is likely to prompt customer
complaints and even negative word of mouth. Thesponses indicate an increase in
defections and volatility of cash flows, and aresldetrimental to firm value.
Overadvertising also has a direct negative impaatash flows since an excess amount of
resources are spent on advertising. These paigtgest that overadvertising has a uniquely
strong negative effect on firm value.

On the other hand, underadvertising inhibits a’8rability to set expectations, send
strong positive signals of product quality and ealand shape the product experience. Thus,
customer satisfaction will fail to reach its potahtvhich will negatively affect firm value.

While negative effects of both underadvertising amdradvertising are expected, the
relative harmful effects of overadvertising areifggsto be greater than the harmful effects
of underadvertising, a priori. Therefore, | propdise following asymmetric effect:

H4: The negative effect on firm value of overadvangswill be greater in
magnitude than the negative effect of underadvegis
The impact of advertising efficiency on firm value

It is critical to complement the goal of enhancaugtomer satisfaction with an
emphasis on efficiency. In essence, it may nohlzefirm’s best interest financially to

satisfy every customer at any cost. By using adreg dollars wisely and trimming
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wasteful spending, firms can accelerate and enheasteflows. In fact, Mittal et al. (2005)
find that the positive relationship between custosaisfaction and market value is stronger
among firms that maintain a dual emphasis on bffitiency and customer satisfaction.

To illustrate the value of efficiency, consider tfions that have an identical
customer satisfaction score: one that advertiskolesftly and one that advertised
inefficiently. Based on the shared customer sattgfn score, both firms are likely to
experience the same customer response in the fiosales, loyalty, etc. But the efficient
firm will have used fewer resources and thus wolbgess greater excess capital for use in the
future (cf. Mittal et al. 2005). This contributessuperior market value. Therefore, the
following effect is proposed:

H5: Advertising efficiency has a positive effect omfivalue.

The moderating effect of products/services on theedising effectiveness/efficiency—firm
value relationship

The fundamental differences between consumer ptadferings and service
offerings alter the manner in which consumers $efimcand evaluate their purchases. This
study explores whether the differences translatadee or less pronounced effects of over-
/underadvertising and efficiency on firm value.

Services are characterized by higher intangibilitgeparability, and heterogeneity
than products (Parasuraman et al. 1985), which smsdevice quality more difficult to
evaluate than product quality. The tangibilityoobducts enables consumers to engage in a
broad search in which they can examine and congradtuct features (Zeithaml 1981). This
search process helps consumers to develop reaigigctations prior to purchase. Service

offerings, on the other hand, are characterizegrbgluction and consumption that is
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inseparable, which makes it difficult for consum&rgvaluate the offering prior to purchase
and it diminishes the firm’s control in standardithe product. The large labor component
of service offerings also makes standardizatioficdit. These characteristics contribute to
the heterogeneous nature of services.

While consumer products rank highest in searchitigglservice offerings are high
in experience and credence qualities (Zeithaml L9&kperience qualities refer to attributes
that can only be evaluated after purchase or dwamgumption. Credence qualities are the
most difficult to evaluate since they may requivalaating a highly skilled service, of which
the consumer may not be able to knowledgeably at@luExamples of services high in
credence qualities include services rendered lyctodor a mechanic.

To aid in evaluation of services, consumers mus to alternative cues (Zeithaml
1981). These cues may include personal sourcésasueord of mouth or signals such as
advertising and price (Steenkamp and Hoffman 19%&xvices are generally characterized
by fewer objective physical attributes than produethich makes the assessment of evidence
during consumption more ambiguous for services thaproducts. The transformative
effect of advertising is strongest in a settin@aibiguous evidence (Hoch and Ha 1986;
Mehta et al. 2008), and should therefore be stmofogeservices than products.

When a firm is underadvertising, the signals ofdmt quality and firm commitment
are not reaching their full potential. When a figroveradvertising, the positive signals
associated with optimal advertising effort grow kera or even worse, become negative.
Given that consumers have a greater reliance emalive cues in the evaluation of services
(Parasuraman et al. 1985), these negative effeaydom greater among services than among

products. Therefore, service firms may face gredgereases in repeat purchases, positive
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word of mouth, customer loyalty, and ultimately k&trvalue than product firms when
dealing with a similar degree of advertising inefieeness. Thus, the following hypothesis
IS proposed:

H6: The negative effects of over-/underadvertisindion value are more

pronounced for service firms than product firms.

2.4 Data

The hypotheses are tested using data on U.S.-fiassdperating in different
consumer goods, services, and retail markets fr@®d-P008. For each of these firms, |
collect annual U.S. advertising spending (TNS Mgdiastomer satisfaction scores (the
ACSI), and market value (COMPUSTAT) data.

A sample of over 100 firms was generated by stgsith all 200 firms tracked by
the ACSI. The companies tracked by the ACSI alected on the basis of total sales in the
U.S. Thus, the ACSI companies reflect a largeipomf the U.S. market share of each

industry Qttp://www.theacsi.org/ For the analysis, | wanted to retain as manyef200

ACSI firms as possible, but I only included indiesrfor which the ACSI had been tracked
for over five years so as to focus the study oséHoms with substantial time series data.
This reduced the sample to 101 firms. Appendix@jales a listing of the firms used in this
study, categorized as 1) firms that manufacturegorer products, and 2) firms that operate
in the service industry.
Measures

Customer satisfaction may be operationalized &gt transaction-specific or a

cumulative measure (Fornell et al. 1996). Thislgtuses the cumulative operationalization
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of customer satisfaction in which a consumer makesvaluation of their overall
satisfaction with the product. According to Andmrst al. (2004), cumulative customer
satisfaction is a superior indicator of current &dre firm performance, and therefore
managers are more interested in enhancing a cussooverall satisfaction than their
transaction-specific satisfaction. First, the ¢nrg of customer satisfaction is discussed,
and then some descriptive statistics for each nmease provided.

Customer SatisfactionThe ACSI is used as the metric of customer satighac It
was developed in 1994 at the University of MichidggFornell and colleagues, and provides
a standardized metric for assessing and compaustpmer satisfaction levels across firms,

over time [ittp://www.theacsi.org/ The ACSI collects data through randomized tetee

surveys of customers who have recently purchagedduct or service from the focal firm.
Surveys are conducted at the brand level, anchareaggregated to determine a single
customer satisfaction score for each firm annuaigores range from 0 to 100 for each of
the 200 firms that the ACSI tracks, whereby a sodrE00 reflects the upper limit of
customer satisfaction. It is a comprehensive nreabat is consistent across firms and
boasts over fourteen years of time series data.

The mean ACSI score throughout the time span o#120908 is 77. The lowest
ACSI score of all companies across years is a ABP@&E (an energy company) and the
highest score is a 91 for Heinz. In addition t® #ariation in ACSI scores across firms, there
is also a great deal of within-firm variation ovene. Figure 2.3a presents a frequency chart
of the ACSI scores aggregated across companies\andime. Figure 2.3b presents the

frequency of the time-averaged ACSI scores acrosganies.
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Figure 2.3a
Distribution of ACSI Scores across Companies and @ Time
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Figure 2.3b
Distribution of Time-Averaged ACSI Scores across Qopanies
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Advertising effort. To operationalize advertising effort, | constragelative measure
that adjusts the firm’s advertising spending téectfsales achieved in the previous year. As
such, advertising spending by firm size is nornealiznaking upfront comparisons between
firms (of different sizes) feasible. Advertisingemding and sales figures are restricted to
U.S. markets since the focus of the study is thextsf of U.S. advertising on American
customer satisfaction. U.S. advertising data &mhefirm were obtained from TNS Media.
These data reflect each firm’s spending on telemisprint, radio, outdoor, and internet
advertising. U.S. sales figures were obtained from the COMPA/Bdatabase.

Firm Value. Following Srinivasan and Hanssens (2009), Duttd.€2004), and
Fang et al. (2008), tobin’s g is used as a measurem value. An advantage of using
tobin’s q over accounting measures or stock padeat it incorporates multiple dimensions
of a firm’s financial viability within one stable @asure that is relatively insulated from
management manipulation (Fang et al. 2008). Teshiarcaptures the ratio of the market
value of the firm to the replacement cost of a frmangible assets (Lee and Grewal 2004).
Thus it has the forward-looking benefits of stock@, while also incorporating the value of
the firm’s assets. In addition, tobin’s q can Bedias a measure of a firm’s intangible value
(Bharadwaj et al. 1999). This is critical to thedy, as great interest lies in measuring the
effects on firm value of advertising with respexbptimizing customer satisfaction.
Following Fang et al. (2008), |1 use Chung and Psumethod to calculate tobin’s q. The
necessary data was obtained from the COMPUSTAT &uedtals Annual database and

tobin’s q was calculated for each firm-year obstova

! TNS Media provides advertising spending values daserate card pricing. Since all of
the firms were large firms with substantial adsnty budgets, all of these firms should
benefit from advertiser discounts, according to TW&lia. To correct for this, | discount all
advertising totals by 20%.
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2.5 Methodology

In a first step, random parameters stochasticigoestimation is used to estimate the
curvilinear relationship between advertising anstomer satisfaction. Stochastic frontier
estimation is applied so that each firm’s advarg=fficiency may be captured. By using a
random parameters approach, | am able to allowhtomherent heterogeneity in the market
among firms that span various industries, whick&# the advertising—customer
satisfaction production frontier. In a second sthjs study explores how advertising
effectiveness, advertising efficiency, and advergsffort impact firm value, while also
exploring whether these effects are moderated &yitim being in the service industry
versus the consumer products industry.
Step 1: Quantifying the impact of advertising ostomer satisfaction

In a first step, the stochastic frontier estimaiSRE) technique (Dutta et al. 1999) is
used to relate advertising effort to customer &atteon in a quadratic way, which then
allows for the derivation of optimal levels of adivging effort for each firm. SFE
empirically estimates the efficient frontier anchbe each firm’s distance between actual
performance and the maximum achievable performaibés discrepancy constitutes the
firm’s degree of inefficiency. The smaller thefi@ency level, the greater the firm’s
relative ability to transform advertising effortanhigh ACSI scores (Dutta et al. 2005). The
stochastic function relating advertising to ACSlynfie written as
(1)  log ACSI; \ = ag + ag;log (ady, /sales.1) + azi (log (adv; /sales.1))® + &ir — it
wherei andt are indices referring to firmand yeat, respectively, whereby time is given in
years, from 1994 — 2008. The composite errorasstim of the idiosyncrasy and the

inefficiency (Greene 2005). The symmetric stodleastrore; ; can be decomposed ag e
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U, whereby ¢; is assumed to be an i.i.d. normal variable wefoznean and constant
variances?; and yis a random firm component allowing for the coti@t of the stratified
nature of the data. The one-sided (nonnegatnedjiciency componeny;; is assumed to be
distributed half-normal with zero mean and conS\‘/azniancecsz,7 (Dutta et al. 2004). Each
can then be calculated from the conditional distidn ofy givene;; — i, wheree is
normally distributed ang is half-normally distributed (Luo and Donthu 2005 he

estimator ofy;; is

2 Em e, -m)l= 13; L—qj EI?ga)ﬁ ) aﬁt}

1/2

whereo =[o0,” +,°1Y%, A=0,l0,, a

. =x(e, —n,)A1/o, andg(a, Jand ®(a, )denote
the standard normal density and CDF evaluateq atespectively (Greene 2005, p. 272).
The firm’s annual efficiency is obtained by usihg following function (Kumbhakar and
Lovell 2000):

Q) o =EXP (1)

The major criticism of the standard SFE approachasit imposes a single
parametric structure on the data (Dutta et al. 2804 thus does not allow for heterogeneity
across firms. This limitation is addressed by ggimrandom parameters specification which
models continuous parameter variation from whice can derive different parametric
structures for each firm without imposing a priassumptions. In Equationds andoy;
jointly represent the firm-specific advertisingsiaities. Based upon the; anday;
parameters, | can derive optimal advertising efiarteach firm by takingea; / 20y; if the

relationship between advertising effort and ACSignificant and curvilinear. This value

represents the firm-specific level of advertisifige that optimizes customer satisfaction.
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Thus, the model allows for both a firm-specific adising—customer satisfaction curve and
firm-specific advertising inefficiencies (Greenel&).

Once the optimal advertising effort value is cadtedl, the extent of
over/underadvertising of each firm for each yeay tma obtained by subtracting actual
advertising effort by firm at timet from each firm’s respective time-invariant optinetlel
of advertising effort.

Step 2: Evaluating the influence of advertising@tft/eness, efficiency, and the moderating

effect on firm value of being a product or senfica

Next, | relate a firm’s advertising effectivenesfijciency, and its state of being a
product versus service firm to firm value. To exdé whether firms are overadvertising or
underadvertising, | calculate the discrepancies&en actual advertising effort and the
optimal level that maximizes customer satisfactasdescribed above. This analysis allows
for asymmetric effects between the underadvertistigime and the overadvertising regime.
Next, | account for varied levels of efficiencydonverting advertising effort to customer
satisfaction. Finally, | control for whether theri produces consumer products or operates

in the service industry to test whether the natdithe business has a moderating effect.

| relate tobin’s g for firm at timet to the extent of over/underadvertising and the
advertising efficiency at which the firm operatesite also controlling for whether the firm
produces consumer products or services, to sebab extent over/underadvertising can

indeed have a detrimental effect on firm vau&he following model is estimated:

’ There were eleven observations in which tobin’sid & negative value, driven in each instance laygel
negative Common Equity Liquidation Value (COMPUSTAT he majority of these observations were for
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4) tobin’s q: =po + preffi; + [ [[Adv/Sales; — Adv/Saleg,*| x OA];; +

S [|Adv/ Sales; — Adv/Sales*| x UA]i: + fa (Adv/Salegy)it +

k=20

k=5 frXyeakst U + 6
whereeffrefers to advertising efficiency, Adv/Salgsrefers to optimal advertising effort
that is based on firm-specific parameters, OAdsiammy variable that equals one if a firm is
overadvertising and zero if a firm is not overadiganrg, and UA is a dummy variable that
equals one if a firm is underadvertising and z&eofirm is not underadvertising. | control
for longitudinal fluctuations in the market by inding dummy variables for time (yea®;
is assumed to be an i.i.d. normal variable wittozeean and constant variange andu; is a
random firm component allowing for the correctidrfion-specific effects.

To test for moderating effects, Equation 4 is ed&a by introducing an interaction of

a Products/Services dummy variable with advertigifigctiveness as follows:

U.S. Airways for the years following the eventsSefptember 11, 2001, which included their filing @rapter
11 bankruptcy in 2004. So as not to bias the tgsthle negative observations of tobin’s q wergeal.
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5) tobin’s q; =po + pieffi; + fo[|Adv/Sales; — Adv/Sales;*| x UA]i¢
443 ([|JAdv/Saleg; — Adv/Saleg;*| x UA]i: x Products)
+ B4 [|Adv/Saleg; — Adv/Saleg;*| x OA];+
+p5 ([JAdv/Sales; — Adv/Sales;*| x OA];; x Products) ¥ (Adv/Sales;);

k=22

17 Productst ¥=2 pfyxyeaks+Uu + &

where Products is a dummy variable that equalgHeifirm produces consumer products

and O if the firm operates in the service industry.

2.6 Results

The results of Step 1 are first discussed to seéhad extent over- or
underadvertising effects can be found with resfeoptimizing customer satisfaction. Next,
| report the effects of over- and underadvertigingirm value while controlling for each
firm’s advertising effort and efficiency.
The impact of advertising on customer satisfaction

The results for the random parameters SFE anadysa®ported in Table 2.1.
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Table 2.1
Results of Random Parameters Stochastic Frontier Esation: Impact on ACSI

Variable Coefficient Standard error Standard cev. Standard error
Constant o) 4.399 .0008 ***
Adv/Saleg; (a1) -.0017 .0006 *** .0730 .0007 ***
(Adv/Salesy)® (az)  -.0025 .0002 *** .0055 .0002 ***
A 2.3819 0497 ***
o .0692 .0004 ***
ou .0638
ov .0268
Log likelihood 1,779.28
***p<.01; **p<.05; *p<.10
N=1,184

Multicollinearity does not seem to be a problemeolgn the variance inflation factors (VIF).
The maximum VIF is 1.85, which is well below thermmon cut-off threshold of 10 (e.g.
Kleinbaum et al. 1988). A curvilinear relationshigtween advertising effort and customer
satisfaction is found, which provides supportidr. Both the linear and the quadratic
parameters have negative coefficients<-.0017;p<.01), @ = -.0025;p<.01). The
standard deviations of both the linear and the ratedterms are highly significant p&.01,
which indicates that there is a great deal of ‘it surrounding the average curve.

On average, the optimal level of advertising efthet maximizes customer
satisfaction for the aggregated data is .707% @ptievious year’s sales. Figure 2.4 shows

the expected value of the curve.
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Figure 2.4
Relationship between Advertising Effort and Prediced ACSI
Based on Aggregate Parameter Results
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The average optimal level of advertising efforslie the mid-range of the observations, as
55% of the observations fall below and 45% are abbvA firm-specific optimal level of
advertising effort can be derived using the indinaildfirm parametersy;; andazi. An
overview of these firm-specific optima is preseritedppendix C. The optimal advertising
effort levels range from 0%, indicating that anyexdising is overadvertising, to very high
levels that well exceed the realistic range, iniligathat customer satisfaction will continue
to increase with additional advertising.

This broad range of optimal advertising effort lisvie found for both product firms
and service firms. The actual advertising effortthe firms in this study ranges from 0% to

18.75%, with a median advertising effort of .55%rocter & Gamble exhibited the greatest
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advertising effort among product firms with 13.38%he year 2002. Burger King showed
the highest advertising effort among service fimith 18.75% in 2008

Firms in the service industry have a wider rangadyertising efficiency than firms
that produce consumer products. The mean adveytesficiency of the product firms is
.970 with a standard deviation of .014, while seg\viirms have a slightly lower mean
advertising efficiency at .965 and a standard dmnaof .025. Figure 2.5 shows the
proportional distribution of the product and seevitms’ respective advertising efficiencies
and Table 2.2 provides some descriptive statisfieglvertising efficiency.

Figure 2.5
Proportional Distribution of Derived Advertising Ef ficiencies: Products vs. Services
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Advertising Efficiency

% Franchises are unique in that they receive adwegtifees from franchisees, in addition to inifiahchise fees
and annual fees and royalties. Thus, corporaterekfure on advertising is subsidized by local dfasees

(Carney and Gedajlovic 1991).

59



Table 2.2

Descriptive Statistics of Derived Advertising Effiegency

Min Max Mean Std. Dev.
Products .882 .994 .970 .014
Services .740 .995 .965 .025

The Impact on Firm Value

Table 2.3 reports the relationship between ovegtadlertising and firm value when
accounting for advertising efficiency and absokudeertising effort, as well as whether the
effects of over/underadvertising and advertisirfigrefare dependent on the state of the firm

operating in the service industry or producing coner products.
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Table 2.3

Impact of Efficiency, Effectiveness, Advertising Efort, and Moderating Effect of Products/Services onTobin’s q

Variable Hypothesized Sign  Coefficient Standard error Effect Size  Elasticity
(Cohen’s d)

Constant £o) -2.603 1.106 **
Advertising Efficiency 1) + H5 3.770 1.130 *** 11 2.011
Underadvertising/y) - H3 .000 .000 n.s. n.s.
Underadvertising x Producf) + H6 .000 .000 n.s. n.s.
Overadvertising/s) - H3 -.163 041 *** A3 -Q7
Overadvertising x Productss] + H6 .037 .108 n.s. n.s.
Advertising Effort fs) + H2 218 .030 *** .23 219
Products £7) -1.170 2.873 n.s. n.s.

***p< 01; **p<.05; *p<.10
N=1,033
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Based on the VIFs for each parameter, multicollilgaoes not seem to be a
problem. The highest VIF is 2.37, which indicattest there is no harmful collinearity. |
perform a unit-root test to determine whether t&sbenis stable or whether it is trending. To
test for a unit root, | use the Augmented Dickeydfuest recommended by Enders (1995)
and frequently used in marketing applications (dwst al. 2008), which tests the null that
tobin’s q is evolving. The results reject the ranld thereby indicate that tobin’s g is
stationary.

The estimates reported in Table 2.3 are unstarmddegression coefficients, but
effect sizes are also reported using the Cohenigttic. The effect sizes are generally
defined as .2 being a small effect, .5 being medamd .8 being a large effect (Cohen 1988).

As expected (H2), the relationship between advegdisffort and firm value is
positive and significanifg= .218;p<.01). Overadvertising has a negative and sigamfic
main effect on firm valuefg = -.163;p<.01). This provides partial support for Hypotlse3i
Moreover, as proposed in Hypothesis 4, the effeoveradvertising is stronger than the
effect of underadvertising, as the effect of undeeatising is not significant. Hypothesis 5
is supported as welhs advertising efficiency has a positive and sigaift effect on firm
value (31 = 3.770;p<.01). However, the state of being a product frensus a service firm
does not significantly moderate the relationshifween under-/overadvertising and firm
value.

Since the tobin’s g model is not a log-log modellsio report elasticity measures for
each of the predictors that significantly affediitos q. The elasticity value for advertising
efficiency of 2.011 means that for a 1% increasadwertising efficiency, tobin’s q will

increase by 2.011%. Likewise, tobin’s g will deage by .074% for every 1% increase in
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overadvertising, and tobin’s g will increase byQ2d for every 1% increase in advertising

effort.

2.7 Validation Analysis
Alternate ways to address heterogeneity

In Step 1 of the study, a random parameters maglaliproach is used to address the
issue of heterogeneity when evaluating the relashgmbetween advertising and customer
satisfaction. However, alternatives to this apphoshould be explored in order to first of all
determine if it is necessary to make accommodafimniseterogeneity, and if so, if there is a
superior alternative approach for modeling the ddiaese validation checks are performed
by comparing the results to those of a latent dé&sshastic frontier model and to a stochastic
frontier model with no correction for heterogeneity

To assess the overall fit of the alternative moselsus the random parameters
model, the AIC and BIC (Schwartz’s criterion) ased. These criterion results show that
accounting for heterogeneity greatly improves theffthe model, as the random parameters
model and the latent class model have a much b#ttean the homogenous model (see

Table 2.4). Among the three models, the randoramaters model has the best fit.

Table 2.4
Validation Analysis Model Comparison Statistics
Model AIC BIC
Homogeneous SFE -2,629 -2,625
Latent Class SFE (3 classes) -4,139 -4,125
Random Parameters SFE -4,346 -4,366
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Varying parameters models that allow for unmeashetdrogeneity, such as the
random parameters model and the latent class maepreferable to models that do not
account for heterogeneity (Greene 2005), suchefixéd stochastic frontier model.
However, the random parameters approach offeradtigional benefit of allowing the
parameters to vary by individual firm, while the-@@eters in the latent class model vary
only across the three classes.

The latent class model allows for a latent sorththe observations in the data set
into ] latent classes. The unconditional likelihoodffon i is obtained as the weighted sum
of theirj-class likelihood functions, where the weights thieeprobabilities of class
membership. These are probabilities of certaifyoorect classification; not the probability
that the observation resides in clpg&reene 2005). The latent class stochastic foncti
relating advertising to ACSI may be written as
(7)  log ACSli |j = pil; + [p1log (adv, /sales.1) + p2 (log (adv, /sales.1))]| ; +

&l j —7idl |

To determine the number of classes, | follow Omed ltumbhakar (2004) and use the
AIC and BIC (Schwartz’s criterion) as well as tlaeé validity of the results. The AIC and
BIC statistics are based on the model’s goodne8slait also contain a penalty for
overparameterizing, and thus allow for comparisah @ifferent numbers of classes (Orea
and Kumbhakar 2004). According to the criteriosutes provided in Table 2.5a, the model

fit improves as the number of classes increase frento threé.

* | attempted to estimate a four-class model, beiiodel did not converge. Following Orea
and Kumbhakar (2004), | take this as a signal@Hfaur-class model is overspecified.
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Table 2.5a
Validation Analysis Latent Class Selection Statistics

No of classes  No of parameters AIC BIC
One 3 ,629 -2,625
Two 6 -3,738 -3,729
Three 9 -4,139 -4,125

The results of the three-class model of the lattass SFE analyses are reported in Table

2.5b. Table 2.6 provides a listing of the firmseach of the three latent classes.

Table 2.5b
Validation Analysis Results of Latent Class Stochastic Frontier Estiation:
Impact on ACSI

Variable Coefficient Standard error
Class 1
Constant £o) 4.420 16,135
Adv/Salesg; (p1) .0035 .0004***
(Adv/Salesy)’ (p2) -.0007 .0001***
Class 2
Constant £o) 4.356 .0065*+*
Adv/Salesg (p1) -.0018 .0007**
(Adv/Salesy)’ (p2) -.0011 .0003**
Class 3
Constant £o) 4.264 .0065***
Adv/Sales; (p1) .0106 .0018***
(Adv/Salesy)’ (p2) .0052 .0008***
Class probabilities
Class 1 43%
Class 2 39%
Class 3 18%
Log Likelihood 2,075.5

***p<. 01; **p<.05; *p<.10
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Table 2.6

Validation Analysis Latent Class Membership

Class 1 Class 2 Class 3

Volvo Volkswagen Ramada
Oldsmobile Pontiac Holiday Inn

BMW Ford Pizza Hut

Toyota Mazda Taco Bell

Honda Chevrolet KFC

Buick Dodge Burger King
Cadillac Jeep Wells Fargo
Saturn Liz Claiborne Continental
Lincoln Mercury Levi Straus Delta

GM Adidas American Airlines
Mercedes Nike US Airways
Nissan USPS Northwest Airlines
Chrysler Hilton United Airlines

GE Marriott Bank of America
Whirlpool Domino's PG&E

Maytag Wendy's Energy Future Holdings
VF Prudential Financial Northeast Utilities
Hanes MetLife Consolidated Edison
FedEx New York Life Insurance| Macy's

UPS State Farm Insurance

Southern Company
Duke Energy
CMS Energy
Coke

Pepsi

Busch

Heinz
General Mills
Hershey
Quaker
ConAgra
Tyson
Kellogg

Kraft

Nestle

P&G

Clorox

Dial

Allstate

Farmers

Southwest

Apple

Dell

HP

Gateway

FPL Group
American Electric Power
Entergy

Dominion Resources
Wal-Mart

Kroger
Safeway

Supervalu
Winn Dixie

JC Penney
Sears
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Multicollinearity does not seem to be a problemdolsn the VIFs. The maximum
VIF is 1.85, which is well below the common cut-tiffeshold of 10 (e.g. Kleinbaum et al.
1988). Using a three-class model, a curvilinekati@nship between advertising effort and
customer satisfaction is found for classes 1 awahit;h provides partial support féfl.
These results have significant negative quadrattficients for Class 1 (-.0007) p£.01,
and for Class 2 (-.0011) px.05. Class 3 exhibits a monotonically increasingre. This
class includes service firms only and represen¥s @0the sample, while classes 1 and 2
each represent 40% of the sample. Overall, thisliae with the results of the random
effects model, which displays a curvilinear relasibip between advertising and customer
satisfaction with a great deal of variation arotimel curve.

Next, this study explores another alternative maithel homogeneous SFE model in
which the parameters do not vary and there arennidtiple classes. Table 2.7 reports the

results of this alternative model.
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Validation Analysis

Table 2.7
Results of Alternative Models: Impact on ACSI

Homogeneous SFE Random Paramet&BE

Variable Coefficient  Std. error Coefficieh Std. error Std. dev. Std. error
Constant ) 4.4625 .0026 *** 4.399 .0008 ***
Adv/Sales; .0022 .0011* -.0017 .0006 ***  .0730 .0007
(Adv/SaIesl)2 -.0004 .0003 -.0025 .0002 *** 0055 .0002
A 9.1698 .8952 *** 2.3819 .0497 ***
o 1491 .0036*** .0692 0004 ***
ou .1482 .0638
oy .0162 . 0268
Log likelihood 1,308.05 1,779.28

89

***p<. 01; **p<.05; *p<.10



Like the random parameters model, the homogeneBEs®del supports a
curvilinear relationship between advertising effantd customer satisfaction. In the
homogenous stochastic frontier model, the sigmefjuadratic term is negative (-.0004) and

the parameter is borderline significanpat10 (one-sided).

2.8 Discussion

The debate on the role of advertising in creatirggk®t value is yet unresolved. This
study examines the advertising—market value raiatigp by incorporating the attitudinal
measure of customer satisfaction in this relatignsMore specifically, it investigates the
role of advertising effectiveness (i.e. to whategxtis a firm over- or underadvertising when
trying to create customer satisfaction), and adsiag efficiency (i.e. can a certain level of
customer satisfaction be achieved with less adregidollars spent). This study then
assesses how these constructs may help to prosefeedinsight into the advertising—
market value relationship. As such, the impacadifertising on customer satisfaction was
first examined. From this relationship, measufesdoertising effectiveness and advertising
efficiency with respect to optimizing customer sttction were derived using a random
parameters stochastic frontier model. Next, lteglaach firm’s advertising effectiveness
and advertising efficiency to firm value.

A curvilinear relationship between advertising effand customer satisfaction was
found, which means that customer satisfaction deslbeyond a certain threshold of
advertising effort. Therefore, additional advenigsbeyond the optimal point represents
overadvertising with respect to optimizing custorsatisfaction. As advertising

ineffectiveness increases, or as firms move furdiway from the optimal level of advertising
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effort, their customer satisfaction scores decliBéll, the optimal level of advertising effort
and the shape of the curvilinear relationship atmd to vary significantly across firms.
Indeed, a wide range of patterns is observed. Some have an extremely high level of
optimal advertising effort, which means that custosatisfaction levels off at this high level
of advertising effort. At reasonable levels of adising effort, these firms will experience
increasing customer satisfaction from additionaleatising effort. Alternatively, firms that
have an extremely low level of optimal advertiseftprt tend to overadvertise regularly.
Similarly, some firms have steeper efficient frensi than others, making inefficiency scores
relative across firms. Thus, the shape of the idusy—customer satisfaction curve plays a
large role in determining advertising effectivenasd efficiency.

This analysis shows that advertising ineffectivenesthe form of overadvertising, is
detrimental to firm value. The results supportpheposition that overadvertising sends
negative signals and induces tedium, which carskassto customer complaints and a
deficiency of positive word of mouth, both of whiblve a negative effect on firm value.

In sum, how does this study contribute to the atkiag—market value debate?
Complementing advertising input with the extemivtich customer satisfaction is optimized
illuminates the conditions under which advertistogtributes to firm value. This essay
addresses the vital concern of management accolitytalith regard to advertising
expenditure. More specifically, it emphasizesithportance of advertising efficiency as
well as putting forth the optimal level of adveirtis effort.

From a managerial point of view, this study supptite notion that some firms
greatly overadvertise. By developing an awarenéasd appreciation for the optimal level

of advertising effort, managers can avoid this ttad advertise at a level that maximizes
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customer satisfaction. With respect to advertigfiigiency, managers should strive for
maximization. Armed with this knowledge, manageas strategically implement an
advertising campaign with the potential to optimtestomer satisfaction and ultimately

increase firm value.

2.9 Limitations

First, | recognize that the analysis was conduatetie firm-level (e.g., Procter and
Gamble, Safeway, Ford), necessitated by the fatthie ACSI and tobin’s g are calculated
at the firm-level. However, much advertising iggited at the product-level, and consumers
generally make their customer satisfaction evatmatby judging product performance.
Therefore, modeling advertising and customer eviaos at the product-level presents an
opportunity for further research.

Another limitation of this analysis is the assuraptthat the same level of advertising
effort optimizes customer satisfaction for a fifmaughout the entire time period of our
study. Though this is a constraint, advertisirfgréis a relative measure in that it is
expressed as advertising expenditure over thequewears’ sales. Thus, it is possible that
the optimal advertising effort could remain constan a firm over time, with sales and
advertising expenditure moving together.

A final limitation of this study is that the degretheterogeneity of consumer
responses hidden within the aggregate ACSI scenestiknown. However, it is apparent
that the service firms in the dataset are genechliracterized by lesser advertising
efficiency than the product firms. This could beaatifact of greater response variation for

services, which would generally reduce the avers@8l score, thus dampening the
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conversion of advertising to customer satisfactiSatisfaction heterogeneity is relevant to
this analysis because it reduces the translati@ustomer satisfaction to shareholder value
(Grewal et al. 2010). As satisfaction heteroggneitreases, the returns to customer
satisfaction decrease. Based on the intangibiigyerogeneity, and inseparability of
services, | speculate that there is greater custeatesfaction heterogeneity among service
firms, which thus has a negative impact on thelue@a If the heterogeneity of consumer
responses does indeed fall roughly along produttsanvice lines, then this issue is largely
addressed in the model by including the moderagffert.

In sum, this research shows that customer sdtiigfais a valuable intermediate
metric that illuminates some of the ways in whidvextising influences firm value. Further,
customer satisfaction is an accessible metricisheasily understood and can be used by
managers as a forward-looking barometer of succélas, by showing how optimizing
customer satisfaction through advertising affeicta f/alue, this research may help managers
increase firm value through advertising and enageifature research that incorporates

intervening attitudinal constructs.
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CHAPTER Il -- ESSAY II: AN ANALYSIS OF LOYALTY CAP ABILITY

3.1 Introduction

Building, managing, and maintaining strong custologalty is a central task of the
marketing manager (Dick and Basu 1994; Uncles anddnt 1997). Considering the
significant strategic and financial advantages lofyal customer base, that task is not just
important— it is essential. Some of the desirdiglaviors that we might expect of loyal
customers include repeat purchases, positive wiombath (Zeithaml et al. 1996), and a
demonstrated decrease in price sensitivity (WeeltetD86; Wernerfelt 1991). While the
vital role of customer loyalty is widely recognizete strategies and processes required to
skillfully generate and activate that loyalty a@ed universally understood. Many marketing
managers continue to wrestle with fundamental guesabout why some firms are
consistently more adept at converting resourceslayalty than others. These questions
address a firm’s “loyalty capability”.

The construct of loyalty capability reflects aniis use of its skills and tacit
knowledge to competently deploy its marketing resesl in order to generate and facilitate
customer loyalty. Firms with superior loyalty chpdéy may enjoy competitive advantages
associated with establishing strong customer omlatiips and strengthening a customer’s
attitude toward the brand. Further, loyalty capgbtould bestow a demand-side advantage
on the firm, allowing the firm to charge a higheicp relative to competition at a given level

of demand, or generate greater demand at a givem lprel (cf. Dutta et al. 1999). When a



firm is able to successfully leverage its loyalgyability and establish a position of high
customer loyalty, other firms seeking to securewign of that loyalty will then find it
difficult to compete with the pioneering firm (Riaad Trout 1981; Wernerfelt 1984).
Moreover, high levels of loyalty can better withedlanarketing efforts by competing firms
that are striving to cause switching behavior (éi%¥997).

In general, capabilities are of great importancehé&firm as they may explain
significant variation in firms’ performance (Dutaal. 1999; Vorhies and Morgan 2005).
Capabilities measure the firm’s ability to efficigncombine and deploy its resources to
attain a certain objective (Amit and Schoemaker31 @¥itta et al. 1999). More specifically,
“capabilities are complex bundles of skills andwanalated knowledge, exercised through
organizational processes, which enable firms todioate activities and make use of their
assets” (Day 1994, p. 38).

While it is feasible to observe a firm’s resouroesnputs and its subsequent outputs,
the firm’s ability to convert resources into outpuatay only be inferred (Dutta et al. 2005).
In contrast to firm resources, which are externallgilable and transferable (Grant 1991,
Amit and Schoemaker 1997), capabilities are deepipedded within an organization (Day
1994), and are subsequently more difficult to obsedf a capability is highly tacit and
complex, and thus difficult to duplicate, thenancdbe described as imperfectly imitable (Day
1994; Dutta et al. 1999; Peteraf 1993). If captds are firm-specific and cannot easily be
transferred to or purchased by another company,ttiey are considered imperfectly
mobile. When the conditions of imperfect mobiltyd imperfect imitability are both met,

then capabilities cannot simply be competed awag they may serve as a sustainable
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competitive advantage for the firm (Peteraf 199Bjis competitive advantage represents a
unique ability of the firm to achieve the desiredput objective in an efficient way.

Further, capabilities may be benchmarked amongsfinithin a given industry in
order to facilitate organizational learning for {n@pose of building a sustainable
competitive advantage (Vorhies and Morgan 2003)e pirocess of benchmarking in itself
can be viewed as a tool to enhance market-basadriggTeece et al. 1997), as a firm seeks
to identify best practices among firms and repédaem (e.g., Akdeniz et al. 2010, Camp
1995; Mittelstaedt 1992). In addition to adoptbest practices, this market-based learning
enables the firm to better anticipate customer si@ad create long-term relationships with
customers (Akdeniz et al. 2010), which particulaxytributes to the firm’s aptitude for
loyalty capability.

Capabilities can broadly be conceptualized as fiin@escy with which the firm
converts its available resources into the desitgdud, relative to its competitors. Thus,
capabilities represent an “intermediate transfdramaability’ between resources (i.e.,
inputs) and objectives” (Dutta et al. 2005, p. 278Jith respect to the objective of enhancing
customer loyalty, the resources that a firm cowd 10 achieve this objective must be
defined. Next, one must determine the relevanbsebmpetitors against which the firm can
be benchmarked (Collis and Montgomery 1995; Dutt.e€2005). Using a measure of the
guantity of resources deployed by each firm andstiEsequent respective outputs of
customer loyalty, one can then determine each $imelative degree of loyalty capability, or
efficiency, in converting their resources into cuser loyalty.

While examples of R&D capability, operations cagigb{Dutta et al. 1999),

technology capability, and marketing capability @iman and Slotegraaf 1999;
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Kalaignanam et al. 2012) are present in the margdiierature, a detailed examination of
loyalty capability is lacking. Thus, the overatials of this study are threefold: the first goal
is to measure loyalty capabilities; the second gotd explain why loyalty capabilities differ
across firms and over time; and the final goabiexamine the impact of loyalty capability
on firm performance. This study focuses on firmghie CPG sector. Attaining and retaining
loyalty in a CPG setting is particularly challengjiras the process of buying frequently-
purchased household goods is considered to befdo& mvolvement (Neslin 2002; Suh
and Yi 2006). In low involvement scenarios, thesiamer perceives little differentiation
between brands (Dick and Basu 1994), perceivepuhghase to have little or no personal
relevance (Celsi and Olson 1988), and devotes naininought to brand choice (Neslin and
Shoemaker 1989). Consequently, firms face sigmtfistructural obstacles in their efforts to
engage customers and generate strong custometyloyaspite these challenges, it is still
worthwhile for a firm to improve its ability to edilish customer loyalty in this setting if it
bestows a competitive advantage to the firm.

To explore some of the prime drivers of loyalty @hitity and obtain corresponding
insights, | analyze data on 26 U.S. firms in theCGfector, collected between 1994 and
2010. Figure 3.1 provides an overview of the apphaused and steps taken. In a first step,
a measure of each firm’s loyalty capability is ab¢al by relating each firm’s marketing
efforts to customer loyalty using a random paranseteochastic frontier analysis. In a
second step, | explore the derived measure oftipgabability using a set of explanatory
variables, listed in Figure 3.1. This enablesahalysis of factors that contribute to an
increase/decrease in loyalty capability. In adland final step, | examine the effect of

loyalty capability on firm performance in termstofal sales. In doing so, | control for
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absolute levels of customer loyalty, as well aspghmary drivers of loyalty capability from
Step 2. This allows for the isolation of effedtattcan truly be attributed to loyalty
capability.

In the following text, | first conceptually discudse construct of loyalty capability
and develop a number of hypotheses related todtenpal drivers of loyalty capability.
Proceeding to the Methodology section, in ordegrtpirically obtain measures of loyalty
capability, | evaluate the relationship betweent@uer loyalty and selected marketing mix
resources used by the firm. Next, | test the Hyps¢s developed in the conceptual
framework by relating the drivers to loyalty capaji Finally, | assess the financial
implications of loyalty capability by relating ib firm sales while controlling for the firm’s
allocation of its marketing mix resources, its pmib strategy, category characteristics, and

absolute levels of customer loyalty.
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3.2 Conceptual Framework of the Drivers of LoyaltyCapability

Loyalty capability is conceptualized as the compeg¢eof an organization to form
relationships with customers that are strong enaagtithstand competitive pressure.
Because customer loyalty is imperfectly mobile (18p9), and thus difficult to imitate, it is
likely that the ability of the firm to skillfully raintain and enhance customer loyalty will
prove to be a defensible competitive advantagecohtrast to marketing capabilities that
focus on the generation of tangible outcomes, ssgbroduct development capability and
selling capability, as studied by Vorhies and Marg2005), loyalty capability centers on the
firm’s influence over the consumer’s mindset. Miatimetrics can indicate whether
marketing is moving consumers in the right directibrough the hierarchy of effects (Keller
and Lehmann 2006). Additionally, mindset metricsynalert the firm to a decline in
customer interest, thus providing the firm an opyaty to intervene before the customer
switches to a competitor (Srinivasan et al. 2010)sum, the measurement of loyalty
capability may help the firm to tell a richer stalyout their ability to relate to current
customers, which may have significant implicatiémsfuture customer behavior.

Loyalty capability is a type of marketing capalyilibhat can be classified as an
outside-in capability, meaning that its focal pasbutside of the organization (Day 1994).
The focal point of loyalty capability is the custenand their emotions surrounding the firm
and its brands. More specifically, loyalty capapitepresents a customer-linking capability,
which is a subcategory of outside-in capabilitieg( Day 1994). Customer-linking
capabilities are concerned with “creating and mamaglose customer relationships” (Day
1994, p. 44). They entail a collaborative relagioip with the customer (Day 1994), and they

are primarily based on interpersonal skills andt tatowledge (Hooley et al. 2005). Thus,
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the extent to which a firm is able to build a sgpecollaborative relationship with the
consumer will affect its loyalty capability.

The firm’s degree of specialization will also hareimpact on how the firm operates
and interacts with consumers through the mix obwative products that it introduces,
through its mix of communications, and based owverall portfolio of products. Previous
research has defined the strategy associated pettiadization as a focus strategy. A focus
or specialist strategy refers to the size of tlggrsnt served by the firm, which is related to
the size of the niche in which the firm competeogkowski 1993). According to Wright
(1987), a focus strategy involves serving a smaliter of buyers in a superior way. Firms
with a focus strategy specialize in meeting speciéeds that are not currently served by
broad-targeted competitors. A specialized firm rfesshieve competitive advantage by
dedicating itself to the segments exclusively” (Epf985, p. 17), and excelling at providing
customized solutions for those segments. Thusyesfdegree of specialization may affect
its loyalty capability in that it affects the firsability to differentiate itself from competitors
and connect with a segment of customers.

In the following study, a firm’s portfolio strategycluding its scope and scale, is
used as a proxy for its degree of specializatitsmix of innovative product introductions is
used as a proxy for the degree to which it offenigjwe benefits, and the firm’s use of
traditional versus nontraditional media is used @soxy for its communication mix. Lastly,
category characteristics, including the degreeoatentration within a given market and the
product interpurchase cycle, may affect the acbéggiand strength of a consumer’s
relationship with the firm. Below, | elaborate each of these strategic firm decisions and

category characteristics and relate them to thevaglt constructs of relationship-building
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and specialization as a basis for discussing hey itifluence a firm’s ability to enhance
customer loyalty. | then present a number of higes¢s addressing how these variables may
affect the firm’s loyalty capability.
The impact of category characteristics on loyakpability

Some of the category characteristics that may affdiem’s ability to form strong
relationships with customers include the degreeootentration in the market and the
frequency of purchase. Degree of concentratianasmmonly used proxy for the degree of
competition within a market. When market concdiarais high, the number of powerful
competitors is relatively small (Slater and Nart®884). When market concentration is low,
the industry is fragmented and rivalry among compet tends to be more intense (Anderson
et al. 2004). According to Anderson et al. (20@H¢, degree of market concentration affects
the strength of a firm’s ties to its customersloas market concentration is associated with
weaker ties to the customer. Within a fragmentedket, “even satisfied customers are
likely to be more difficult to retain and more pisensitive...” (Anderson et al. 2004, p.
174), which is likely to impede a firm’s ability tauild strong relationships with customers.

In contrast, a high degree of market concentratiay be associated with stronger
ties to customers, which contribute to a firm’saat@nship-building abilities. According to
Ramaswamy (1994), firms in highly concentrated retxlare less likely to compete solely
on the basis of price. Rather, these firms maypmimon dimensions that provide added
value to a target segment, which may help the fomifferentiate themselves from
competitors and further strengthen their ties whhncustomer. Thus, | propose that a high

degree of market concentration will be positivedg@ciated with loyalty capability.
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With respect to the effects of purchase frequemcy 6rm’s ability to form strong
relationships with customers, purchase alternativashave recently been considered or are
considered frequently will be more memorable tostwners (Posavac et al. 1997). Thus,
products that are purchased frequently will tenbdegianore salient and therefore more
accessible in a consumer’s mind (Inman et al. 28@3avac et al. 1997). This accessibility
helps a firm to establish strong relationships withsumers and it fosters customer loyalty
by strengthening the relationship between consattiéndes and behavior (Alba et al. 1991;
Berger and Mitchell 1989; Biehal and Chakravar83.9Fazio and Zanna 1981; Fazio et al.
1989). In contrast, consumer products charactktizdonger interpurchase cycles will be
less accessible in the consumer’s mind, whichatiatively affect a firm’s ability to
develop strong relationships with consumers.

Therefore, | propose the following:

H1: A high degree of market concentration in the catggn which the firm
competes has a positive effect on loyalty capabilit

H2: Interpurchase cycle length has a negative effiedbyalty capability.

The impact of the innovative new product mix orlkyycapability

According to Scheer et al. (2010), receiving unifgageefits from a firm motivates the
consumer to maintain a relationship with the firdsing a firm’s innovation level as a proxy
for the degree to which a firm offers unique pradagnefits to consumers, it follows that a
high level of innovation is positively associatedhacustomer loyalty. In addition to
offering unique benefits, the introduction of inmtive products further contributes to
customer loyalty by encouraging a dialogue withabesumer (Blake 2006) and making the

brand more accessible in the consumer’s mind.
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With respect to a firm’s new product introductiotieg level of innovation associated
with each new product is of interest, as new pr&glfadl on a continuum of innovation
(Hage 1980), ranging from incremental to revoludion Revolutionary, or breakthrough
innovations, are defined as “the first to bring @loand significant consumer benefits to the
market” (Sorescu and Spanjol 2008, p. 115). Irtresih, incremental products consist of
minor improvements or simple adjustments, with sigantly less new knowledge
embedded in the innovation than a revolutionarylpod (Dewar and Dutton 1986). While
the creation of a revolutionary innovation invohdegersifying the expenditure of resources
into new areas in which the firm may have littigpexence, incremental innovations involve
staying within the firm’s comfort zone, which reggs minimal diversification of resources.

Within the CPG industry, revolutionary innovatiagpically correspond to
innovations relating to intrinsic product featuresile incremental innovations tend to be
associated with extrinsic product features. Fglbetween incremental and revolutionary
innovations on the continuum of innovativenessusage innovations, which ask of
customers to consider and use the product in awey(Price and Ridgeway 1982).

Revolutionary innovations represent a departunenfegisting practice (Duchesneau
et al. 1979; Ettlie 1983) and involve new knowle@ggebedded in the innovation (Dewar and
Dutton 1986), and thus, the firm. Revolutionamngamations may become a competitive
advantage to the firm, as they are difficult totate (Tirole 1988). Though revolutionary
innovations are more costly to the firm than inceatal innovations (e.g. Sorescu and
Spanjol 2008), they offer an opportunity for therfito create highly unique benefits for
consumers. By presenting unique, unrivaled oftgrito the customer, a firm may establish

an early relationship with the customer before cetigxs are able to offer alternatives.
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Thus, revolutionary innovations may provide thenfivith a first-mover advantage that will
help them to build relationships with customerg thay withstand competition from new
entrants. However, revolutionary innovations dlawe a high rate of failure (e.g. Neff
2005), causing the firm to run the risk of aliengtexisting customers.

In contrast, incremental innovations are “saferthat they are not accompanied by
significant idiosyncratic risk (Sorescu and Spagja08) and they are likely to appeal to the
current customer base. Prior research shows ¢timsumers tend to use both intrinsic and
extrinsic cues when evaluating product quality ¢bgcet al. 1971; Simonson 1989; Szybillo
and Jacoby 1974). However, Richardson et al. ()188d that consumers actively evaluate
CPG quality not based on intrinsic cues, but baseextrinsic cues only. Additionally,
extrinsic product innovations tend to be very Misilmaking it easier for the firm to engage
the consumer and communicate the product’'s benaéitadvertising and promotion. Thus,
given the low-involvement nature of CPGs, extrinmioduct benefits may in fact have a
stronger positive effect on loyalty capability thatrinsic innovations. According to Gielens
(2012), strong national brands may do well to sympake packaging improvements, as
consumers tend to look for reasons not to leaveetbeands, and thus remain loyal.
Therefore, while revolutionary innovations may offieore distinctive benefits to consumers
than incremental innovations, it may prove difficil motivate and elevate consumers to the
level of engagement necessary to appreciate thefiteeoffered through revolutionary, or
intrinsic innovations.

Though inherently innovative consumers may be algrly drawn to usage
innovations that enable them to use products inareavcreative ways (Ridgeway and Price

1994), usage innovations do not present new predleted elements that would engage or
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elicit further dialogue with the consumer. Additadly, competitors will be able to imitate
usage innovations extremely quickly, as it involaagpositioning of the product with little

to no actual product modifications. Therefore,gesennovations will not contribute to a
sustainable competitive advantage, and the extenhich usage innovations may enhance a
firm’s relationship with the customer will not be great as that of extrinsic, or incremental
innovations.

In sum, to efficiently increase customer loyaligmis need to strike the right balance
of engaging in enough innovation to provide a sgesickam of unique benefits that motivate
the consumer to maintain a relationship with then fiand releasing innovations that will
generate a dialogue with the consumer and prontaegsrelationships, while also
maintaining a consistent image.

Thus, the following hypothesis is proposed:

H3: Incremental, revolutionary, and usage innovatiamgeha positive effect on
loyalty capability, with the effect of incrementahovations being greater than that of
revolutionary and usage innovations.

The impact of communication mix on loyalty capapili

With respect to a firm’s method of communicatinghnéonsumers, television
advertising is used as a proxy for traditional mednd internet advertising is used as a
proxy for nontraditional media. TV is an estabéidimedia with which firms have a great
deal of experience. Firms in the CPG sector headitionally had a very strong presence in
television advertising, and as shown in this stadidta sample, are significantly less

involved in internet advertising.
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Given that purchase situations involving CPGs tienge low-involvement, for many
CPGs, the consumer’s cost of evaluating the pratfluctigh purchase and experience will be
less than the cost of engaging in extensive inftionaearch (Nelson 1970). In low-
involvement situations, the cognition, or learngtgge will be secondary to the experience,
or action stage, whereas the opposite will beitridegh-involvement situations where more
information is needed (Bruce et al. 2012). Thasisumers in the CPG setting lack the
incentive to be attentive to advertising and atyigeek information about the product,
which hinders the ease of communicating with thet@mer and fostering emotional
connections. To overcome these challenges, adicornmunications must provide value to
the customer, with perceived benefits outweighlmgdosts (Wernerfelt 1996).

Internet advertising has the capacity to providiégh level of value to the customer
in that it involves customized, interactive expedes. Its interactive platform additionally
supplies a forum for dialogue and enables a firrest@ablish a brand community to further
deepen a customer’s relationship with a brands plhovides value to the customer by
allowing the customer to affiliate with the bramehich will result in increased customer
loyalty (Blake 2006). Beyond affiliating with thand, consumers may even begin to
identify with the company to “help them satisfy aremore key self-definitional needs,”
further contributing to customer loyalty (Bhattagyeaand Sen 2003, p. 77). To this end, the
internet also offers opportunities for the customodoecome embedded in a social network,
which fosters customer loyalty (e.g., Oliver 1999).the CPG industry, firms may use the
internet as a vehicle to create this social netWeaitkage” by providing useful product-
related information, helpful resources, and opputies for interaction. For example,

Kraft.com provides nutritional information and adm for recipe exchanges on its web site.

92



Showing the consumer that the firm appreciatesusagrstands their needs and lifestyle
helps to advance consumer involvement, which valifively affect customer loyalty
(Bissell 1996).

In contrast, television advertising lacks the iat¢ive component and customizability
that are central to internet advertising. Tel@nsadvertising tends to be repetitive, which
limits the depth of information that is communiahte the customer (Wernerfelt 1996).
According to Krugman (1965), the impact of teleersadvertising takes the form of learning
without involvement, as the consumer is only pasgiengaged. Thus, only through
repetition may consumers experience a gradual ishpierceptions, which may eventually be
followed by attitude change (Krugman 1965). In stime effects of television advertising
are limited in terms of facilitating customer inveinent, which is needed to enhance
relationships with customers.

Therefore, | propose the following:

H4a: Internet advertising has a positive effect on ltyyeapability.

H4b: Television advertising has a negative effect galky capability.

The impact of a firm’s portfolio strategy on loyattapability

With respect to a firm’s degree of specializatithms study explores the impact of the
firm’s portfolio of brands, including firm scale @the scope of a firm’s product-market
coverage, on its loyalty capability. The scopa &ifm’s product-market coverage pertains
to the number of segments across which the firnketaiits products (Morgan and Rego
2009). Operating across a greater number of setgmaay enable the firm to better satisfy
heterogeneous customer needs (e.g., Kekre and/&am 1990; Lancaster 1990). However,

given the breadth of products available to consamethe CPG industry, a consumer need
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not rely on one firm to fulfill a diverse set ofed@s. Rather, it may be the case that firms
adopting a focus strategy and specializing in tagcearea may better satisfy consumers by
offering a more customized selection of produceiffgs to consumers. In this scenario, a
consumer may grow to view the firm as a categopeex which may help to elevate the firm
above competitors in the consumer’s mind. Furtivben a firm has a narrow breadth of
focus, the entire firm may be dedicated to exceken that area, which may increase tacit
knowledge in that specific domain, and help thefio meet customer needs in a way that
firms with a broad scope cannot.

With respect to firm scale, it will become morefidiflt for a firm in the CPG sector
to target a niche market segment as the firm geget, since the firm will naturally be
serving an increasing number of consumers. Acaogrth Wright (1987), since a large firm
cannot justify only catering to a small segment@isumers, the focus or specialist strategy
is not a viable strategy for large firms. Thudy@ may no longer remain solely dedicated to
a small segment of buyers as the firm grows in, sind therefore its ability to uniquely serve
a distinct market segment may decline as firm sicaleases.

Therefore, | propose the following:

H5: Firm scope has a negative effect on loyalty cdipabi

H6: Firm scale has a negative effect on loyalty cdjtgbi
The moderating effect of degree of concentratiotherrelationship between innovative new
product mix and loyalty capability

Highly concentrated markets may provide an envirent that is conducive to
introducing successful revolutionary innovatiorsjtaoffers a number of resource-related

advantages. Firms in highly concentrated marlegtd to have higher profit margins
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(Ramaswamy et al. 1994; Scherer and Ross 1990}thasdave greater financial slack with
which to invest in research and development. Rgssg a higher absolute level of slack
resources also permits product failures (March 1L98lowing the firm to take risks.

By diversifying their resources into new areadrra fmay build upon their strengths
and increase their level of experience and taowedge, which may help to strengthen
their competitive advantage. Additionally, revadumiary innovations may help the firm to
diversify and grow in new ways that will enablertheo overcome organizational inertia and
adapt to changes in consumer needs and preferemhbeas, firms in highly concentrated
markets may prove to be at an advantage when iesamcreating revolutionary innovations
that provide unique benefits to consumers, angtbeess of developing revolutionary
innovations may further contribute to the firm’yadty capability.

However, market concentration may have a negativéemating effect on the
relationship between incremental innovations andlty capability. While the benefits of
incremental innovations may be more easily comnatattto customers than the benefits of
revolutionary innovations, the extent to which groental benefits increase customer
engagement may be more limited for firms in higtdycentrated markets. Since highly
concentrated markets are dominated by a few langs fconsumer engagement with firms
in highly concentrated markets is likely to be geeghan consumer engagement with firms
in fragmented markets. Thus, a firm in a highlp@entrated market will experience
minimal returns with respect to engagement withauers through incremental innovations.
For these firms, incremental innovations also prekss of an opportunity for significant
diversification and for building knowledge and eripace. Therefore, firms in highly

concentrated markets will have relatively littlegain from incremental innovations related
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to extrinsic product features. Likewise, | antatig that market concentration will have a
negative moderating effect on usage innovations;twalso represent less of an opportunity
for diversification and building knowledge. Thuigropose the following:

H7a: Market concentration has a positive moderatingafbn the relationship
between revolutionary innovations and loyalty calitsb

H7b: Market concentration has a negative moderatingcetin the relationship
between incremental innovations and loyalty cajggbil

H7c: Market concentration has a negative moderatirecetin the relationship
between usage innovations and loyalty capability.
The moderating effect of degree of concentratiotherrelationship between communication
mix and loyalty capability

Nontraditional media, or internet advertising, nteyused as a vehicle to help
personalize communications with the customer, Aod bvercome obstacles and barriers in
markets characterized by a high degree of competitBecause firms in fragmented
industries have such a critical need for engagemathpersonal interaction with consumers
in order to stand apart from competition, they raajoy significant returns to internet
advertising, as internet advertising encouragebaditbn with the brand and customer
involvement, and therefore provides an opportufatyrelationship-building. Thus, firms in
markets with a low degree of market concentrati@ay significantly benefit from
diversifying their communications strategy by altng additional resources toward internet
advertising in order to develop a dynamic relatiopsvith the consumer. However, firms in
markets with a low degree of concentration may Hétle to gain in terms of relationship-

building from traditional media, which does notrsfgcantly enhance customer involvement.
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In highly concentrated markets in which firms teéadhave stronger ties to the
customer, the extent to which internet advertismay help a firm to build strong
relationships with customers will be more limitddowever, the negative main effect of
television advertising on loyalty capability may pesitively moderated by market
concentration, as television advertising may reitgaelationships with customers that are
already relatively strong. Thus, it is expectedt tinarket concentration will positively
moderate the relationship between traditional madthloyalty capability.

In sum, | propose the following:

H8a: Degree of concentration has a negative moderatffegt on the relationship
between internet advertising and loyalty capability

H8b: Degree of concentration has a positive moderagifext on the relationship
between television advertising and loyalty capapili
The moderating effect of degree of concentratiotherrelationship between portfolio
strategy and loyalty capability

As previously mentioned, it is more difficult farbe firms and firms that are
operating across many segments to uniquely set&iact market segment, as they are
unable to fully embrace a focus or specialist sghatand target a niche market. However,
the relationship-building benefits associated withigh degree of market concentration may
help to offset the negative effects of firm scald &rm scope on loyalty capability. Thus, to
the extent that market concentration helps a foridild strong relationships with customers,
it will positively moderate the negative relationsbetween firm scope and scale and the
firm’s ability to convert its resources into custenfoyalty. Therefore, | propose the

following:
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H9: Degree of concentration has a positive moderaffegt on the relationship
between firm scale and loyalty capability and thlationship between firm scope and loyalty
capability.

The moderating effect of degree of concentratiotherrelationship between interpurchase
cycle and loyalty capability

The dominance of a few large firms and the geraci of fragmentation associated
with highly concentrated markets may lead to a cédn in the volume of comparable
product alternatives available in that market. sT$implification of options may positively
affect the salience and accessibility of a produthe consumer’s mind. Additionally, the
positive association between market concentratnohtie strength of a firm’s ties with
customers will also contribute to the salience aoekssibility of a product in the consumer’s
mind. If market concentration indeed contribute#hie accessibility of a product in the
consumer’s mind, then a high level of market cotre¢ion may help to overcome the
hypothesized negative effects of interpurchaseectjeie on loyalty capability. Thus, |
propose the following:

H10: Degree of concentration has a positive moderatifegt on the relationship

between interpurchase cycle and loyalty capability.

3.3 Methodology

After briefly describing the data sample, | thengaed to outline each step of the
analysis, as depicted in Figure 3.1. The input@utgut factors used at each stage of the
analysis are defined and subsequently operatiathlizthen provide a description of the

model used at each respective step.
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3.3.1 Sample

These hypotheses are tested using annual dataSotbéked firms operating in the
CPG sector from 1996-2010. Given that this analyses the ACSI's measure of customer
loyalty, it focuses on the companies tracked byAG&I, which are included in the index on
the basis of total sales in the U.S. The analgsisses on CPG manufacturers only, as they
should experience similar frontiers. The firmghe data set span the categories of food
manufacturing, soft drinks, pet fobdnd personal care and cleaning. Appendix D plesvi
a listing of the 26 firms used in the study.
3.3.2 Step 1: Measuring Loyalty Capabilities
Operationalization of customer loyalty

The output measure ofistomer loyaltgomes from the ACSI, as customer loyalty is
an outcome of customer satisfaction. The ACSI aj@mnalizes the loyalty construct using
indicators of the consumer’s intention to repurehesupled with price tolerance, or the
maximum increase in price the consumer is williogay before switching (Anderson 1996).
According to theAmerican Customer Satisfaction Index MethodologyoR€2008), the
guestions in the ACSI survey that are used to captustomer loyalty measure the
following: 1) repurchase likelihood rating, 2) mitolerance (increase) given repurchase, and
3) price tolerance (decrease) to induce repurchbsention to repurchase, or the repurchase
likelihood rating, reflects the consumer’s attitudevard the brand relative to its competitors,
as well as the consumer’s stated intentions wipeet to repeat patronage. Price tolerance

measures the conviction of the consumer’s intentidnch serves to indicate the strength of

®> The ACSI customer loyalty score for pet food iflemied as a separate category. For the firmsapetate in
both the pet food and food manufacturing sectbesyariables are isolated to reflect pet food djra only.
Likewise, expenditures related to pet food are m@adifrom the food manufacturing variables.
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their attitude towards the brand relative to conmgebrands. Loyalty scores range from O to
100, whereby a score of 100 reflects the uppet incustomer loyalty.

The mean loyalty score of the CPG firms througtibattime span of 1996—-2010 is
81. The lowest loyalty score of all firms acrosans is a 67 for General Mills and the
highest score is a 91 for Heinz. Figure 3.2 prissarirequency chart of the loyalty scores
aggregated across companies and over time. Iti@uth the variation in loyalty scores
across firms, there is also a great deal of wiflim-variation over time. For example,

Kraft's loyalty scores range from a low of 69 thigh of 87.

Figure 3.2
Distribution of ACSI Loyalty Scores across Companis and over Time
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Inputs to customer loyalty

Using the resource-based-view, conclusions mayderdregarding the resources
that contribute to a firm’s customer loyalty. Fis research indicates that some resources
available to the firm include “customer awareness l&ing” of the firm’s products (Dutta et
al. 1999, p. 552). Based on the major categofiéisno resources in Grant’s classification
system, customer awareness and liking represeuntatsg resources (e.g. Grant 1991),
which may be used to enhance customer loyalty.odting to Dutta et al. (1999), these
resources may be built over time through advedisiffiort and expenditure on marketing
activities including trade promotion efforts. Imdk advertising effort and promotion effort
are common ways that a firm in the CPG sector nmaggnt a product to consumers to build
customer awareness and liking, and ultimately costdoyalty.

Another resource that may contribute to customgaltg is a firm’s innovative know-
how, which can be classified as a technologicaue= (e.g. Grant 1991). Innovative
know-how is a valuable resource in that it helfisra convince its customers that the firm
can maintain its technological leadership over timigich serves to build consumer
confidence in a firm (Dutta et al. 1999). A firmdsgree of innovative know-how may be
apparent to consumers by the firm’s stream of neaglyct introductions.

In sum, some of the primary resources that firmg apply toward investment in
customer loyalty include the marketing mix elemeftadvertising effort, promotion effort,
and new product development, as shown in StepFlgofre 3.1. Below, | briefly elaborate
on the motivation for selecting the marketing miemeents of advertising effort, promotion
effort, and new product development as the inputaistomer loyalty, and | operationalize

each of the respective elements.
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1. Advertising Effort

Motivation. The resource of advertising serves as a form afcbexperience for the
consumer that can add value to the brand over asibrand experience is found to have a
positive effect on loyalty (Brakus et al. 2009)dw&rtising also reinforces consumers’ brand-
related beliefs and attitudes towards the brandlpS&algren et al. 1995; Shimp 1997).
Srinivasan et al. (2010) argue that advertising@odhotions affect what customers think
and feel about a brand, which will influence tharat’'s share in customers’ hearts and
minds. Further, advertising makes brand associstmore accessible in the consumer’s
mind (Berger and Mitchell 1989; Boulding et al. 299which in turn strengthens the
relationship between consumer attitudes and behéiba et al. 1991; Berger and Mitchell
1989; Biehal and Chakravarti 1983; Fazio and Zar9&i; Fazio et al. 1989). Advertising
may also increase loyalty by diminishing a consusnarice sensitivity. In a summary of
marketing studies addressing advertising’s effagbrice sensitivity, Kaul and Wittink
(1995) conclude that nonprice advertising, whialyédy refers to manufacturers’ national
advertising, does indeed decrease price sensitiVitys reduction in price sensitivity
increases a consumer’s price tolerance, which Ipasiéive effect on brand loyalty
(Comanor and Wilson 1979).

Operationalization.To operationalizedvertising efforta relative measure is
constructed that adjusts the firm’s advertisingnsigg to reflect sales achieved in the
previous year. As such, advertising spending rsnatized by firm size, making upfront
comparisons between firms (of different sizes)itdas Advertising spending and sales
figures are restricted to U.S. markets since thaysis focuses on the effects of U.S.

advertising on American customer satisfaction. .ddvertising data for each firm were
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obtained from TNS Media, and U.S. sales figuresvadrtained from the COMPUSTAT
database.
2. Sales Promotion Effort

Motivation. In contrast to national advertising, promotiongnarily communicate
pricing information (Boulding et al. 1994). Accand to Shankar (2008), CPG firms are
increasingly allocating more of their marketingoesces toward sales promotion than
advertising. Promotions account for approximately-thirds to three-fourths of overall
marketing expenditure among CPG manufacturers\(aith et al. 2009). Promotions can
take the form of either trade promotions or consupnemotions. Trade promotions refer to
the push strategy, in which the manufacturer offgcentives to channel intermediaries in
order to encourage them to actively sell to the @msumer (Ailawadi et al. 2009). Trade
allowances may directly translate to consumer ptans in that they may influence retailers
to set price promotions.

Based on self-perception theory, consumers sedlmeqmons for their own behavior
(Neslin and Shoemaker 1989). Thus, if the conswoecludes that their purchase was
prompted by a promotion rather than their intrinwiand preference, then the consumer’s
underlying attitude toward the brand will be wead@n In the long-term, this weakening of
brand attitudes will undermine loyalty (Neslin 2002dditionally, the frequent use of price
promotions is found to be harmful to brands (YoaleR000). In some cases, price
promotions convey negative associations, whichesss consumers’ perceptions of product
quality (Boulding et al. 1994). Price advertisglgo increases price sensitivity, as the

attribute of price plays a greater role in the coner’s decision-making process (Jedidi et al.
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1999; Kaul and Wittink 1995; Mela et al. 1997). elihcrease in price sensitivity may be
associated with a decline in price tolerance, whidhhave a negative effect on loyalty.

Operationalization.As a proxy for the firm’s sales promotion effortyariable of
partial selling, general, and administrative expsn®SG&A) is created. The PSG&A
measure accounts for the marketing expenses thaimeafter subtracting advertising from
SG&A, which includes spending on promotions, tHes#&rce, and other administrative
expenses. Within the CPG industry, the role ofsles force has little relevance, as the bulk
of the allocation of marketing resources is towadsertising and sales promotion (Shankar
2008). As demonstrated by Banker et al. (2011¢sgaromotion accounts for a large portion
of SG&A. In their study, they analyzed a broad penof firms that included at least 20
firms from each two-digit SIC code in COMPUSTAT ,em\a 34-year time span. They found
that within SG&A across firms, 82% was spent onrbead and sales promotion. Consistent
with this figure, Ailawadi et al. (2009) claim thatomotions account for the majority of
marketing expenses, as firms spend at least twadstlof their marketing expenditures on
promotions. Among CPGs, an average of 56% ofal$ioverall marketing budget was
spent on trade promotions alone in 2009, with coresyass-through accounting for a large
portion of expenditures (Trade Promotion Report@01

Given the large role of sales promotion in PSG&Aoilows that a firm’'s PSG&A
will vary predictably with its sales promotion exyg#ture. Thus, PSG&A effort is
subsequently used as a proxy for a firm’s salemptmn effort. Following the example of
Kim and McAlister (2011), the firm’s expenditure advertising is subtracted from the

annual SG&A for each firm (COMPUSTAT) in order teoéd double-counting. Consistent
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with the method used to calculate advertising &ff88G&A is then divided by the previous
year’s sales in order to normalize by firm size.
3. New Product Introductions

Motivation. With respect to new product introductions, the ction of the effect on
customer loyalty is contingent on the uniquenesssaiccess of the product. New product
introductions may offer distinctive benefits to testomer that are unmatched by
competitors, and may thus become an object of mestéoyalty. However, the failure rate
of new products in the CPG sector is extremely heglsily exceeding 70% within the first
two years (Ernst&Young/ACNielsen 2000). Produdufa can lead to a loss in consumer
confidence in the firm, which is detrimental to mmer loyalty. An extreme case was the
Coca Cola debacle in 1985 when it introduced NeweJe.g., Simon and Sullivan 1993).

New product options also present the risk of disngpcurrent buying habits and
reopening the purchase decision (Mitchell and Pagsilrou 1999). This may encourage
current customers to seek variety and try new wawtiich may lead to a permanent switch
(Quelch and Kenny 1994). Even if the additiondliaps do not affect the consumer’s final
choice, they can still foster uncertainty and disswe surrounding the consumer’s product
selection (Mitchell and Papavassiliou 1999), wtaly decrease a consumer’s preference
strength of the chosen option (Chernev 2003; lyeagd Lepper 2000). A vast number of
new options may also lead to choice overload (®eeinne et al. 2010), which arises given
that a consumer’s ability to assimilate and procesmation is subject to finite limits
(Miller 1944). When overload occurs, decision nmgkbecomes less accurate and less
effective (Jacoby 1977). The consumer may thenensakoptimal decisions, which will

result in lower satisfaction (Jacoby 1977; Schedmete et al. 2010; Mitchell and
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Papavassiliou 1999). This negative effect on fsation may be particularly pronounced, as
large assortments heighten customer expectatiaesl(Bnd Poynor 2007), increasing the
likelihood of negative disconfirmation of expectats, or disappointment (Schwartz 2000).

Operationalization The number of annual new product introductiarsefach firm
was accessed from Product Launch Analytics, arsdaitcount of the number of unique
product names introduced each year. A produainsidered to be new if it fits any of the
following criteria: an entirely new product, nevavbr, new packaging, a reformulation, or a
renamed product. Each introduction of a new prodadant is associated with a unique
product name. Product names may correspond to thaneone SKU if there are multiple
sizes offered. However, the number of sizes ignatided in the count. To illustrate the
extent of new product variants, a few examplesesf £olgate products include Colgate
Luminous Toothpaste, Colgate Max Fresh ToothpagteMini Breath Strips in Cool Mint,
and Colgate Simply White Whitening Toothpaste iat®png Mint. The average number of
annual new product introductions per firm acro$slaservations is 44.3.
Step 1 Model

In a first step, random parameters stochasticioestimation is used to estimate the
relationship between the marketing inputs of adsieg effort, promotion effort, and new
product introductions and customer loyalty. Staticarontier estimation is applied so that
each firm’s measures of loyalty capability may bptared. By using a random parameters
approach, this analysis accounts for heterogeaeityss firms and allows for a time-varying
measurement of loyalty capability to be obtainadefach individual firm.

SFE empirically estimates the efficient frontieddrence each firm’s distance

between actual performance and the maximum achHeyasformance. This discrepancy
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constitutes the firm’s degree of inefficiency. Tdraaller the inefficiency level, the greater
the firm’s relative ability to transform their ragaes into high customer loyalty scores (c.f.,
Dutta et al. 2005).

In Essay 1, it was demonstrated that the relatiprisétween advertising effort and
customer satisfaction is curvilinear. As custologalty is a consequence of customer
satisfaction, the model in this study allows fauavilinear relationship between advertising
and customer loyalty. Quadratic effects are atstuded for promotion effort and new
product introductions to allow for potential cummiar relationships between promotion
effort and customer loyalty and new product intrctcns and customer loyalty.

The stochastic function relating advertising effpromotion effort, and new product
introductions to customer loyalty may be written as
(1)  log loyalty; = ag;+ a1;log ad_effort; + ai (log ad_effort)? +

asilog PSGA_effort + a4 (log PSGA_effort) ? + aslog npse.1 +

asi (109 NPSt1) * + Vig — Uiy
wherei andt are indices referring to firmand yeat, respectively, whereby time is given in
years. The new product introduction variable (np$dgged to capture the effect on loyalty
of new products that were rolled out in the pregigaar. The time of year when the product
was introduced or when the consumer would haveesjulently learned about the product is
unknown. Thus, the variable is lagged based omaskamption that the new product will
have its greatest effect on the consumer througtheufirst full year following its

introduction.
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In the basic stochastic frontier model, the idiasgtic term ¥, ;) is symmetric and
normally distributed. The one-sided (hon-negatiuejficiency component;) is
distributed half-normal with zero mean and constamiances?, (Dutta et al. 2004).

2)  v:~NI[O, 0!,

Uz = Uit whereU;; ~ N[O, & ].

In this model, all unmeasured heterogeneity is ddegbinu; ;. An additional assumption of

this model is that inefficiency is uncorrelatedtwimcluded variables (Greene 2005).

The estimator ofl ; is

(3) E[ui,tl(vi,t_ui,t)]: iz { ¢(a1t) _ait:|

1+ 27| 1-D(a,)

1/2

whereo =[0,” +0,°1"%, A=0,l0,, a

. =x(v, —u, )4/ o, andg(a, Jand ®(a, )denote
the standard normal density and CDF evaluateq atespectively (Greene 2005).

Finally, each firm’s annual efficiency, or loyaltgpability, is obtained by using the
following function (Kumbhakar and Lovell 2000):
(4) pit = EXP (Uiy)
3.3.3 Step 2: Relating Drivers to Loyalty Capabity
Operationalization of drivers

To provide information on each firm’s allocationaxfvertising effort, each firm’'s
percent of advertising expenditure dedicated &vision and internet advertising is
separately identified. The measure of print adsieg is purposely omitted, as including all
three media types results in errors related torzakity of the data.

All innovative product introductions represent ngmducts, but most new products

are not truly innovative. The only criterion fopeoduct to be considered “new” is that it

108



simply offers a new variant of a product, such agwa flavor, variety, or even a new name.
Therefore, only a small fraction of new productawiuctions are classified as innovative.

Innovations are measured by a count of the numidinoinnovations introduced
each year. Data on product innovations was gaihfenen Product Launch Analytics. Each
innovative product is categorized as one or moffeldwing innovation types: formulation,
technology, packaging, merchandising, new marke&tppsitioning. Among all of the
innovative CPG products assessed by Product Lafinalytics, formulation is the most
frequently used innovation rating, as it often ref® first-ever flavors. Technology
innovation describes when a new manufacturing m®eused that results in a product with
breakthrough technology. Innovative packagingrsfienew benefit through packaging
design, and merchandising innovation involves margehrough an outlet that is unique to
the category’s standard marketing technique. ht&ts of new market innovation, which
requires opening up a completely new market, anemmely rare. Lastly, positioning
innovation involves targeting a new group of userpositioning for a new usage.
Following the example of Gielens (2012), | classifg innovations related to formulation
and technology as intrinsic innovations, packag@nd merchandising as extrinsic
innovations, and new markets and positioning ageigaovations. The average number of
annual innovations across all observations is\vglitch represents a very small fraction of
the annual new product introductions, of whichadkerage is 44.3.

Interpurchase cycle data, which measures purclhegeency for the product
category, was obtained for each firm using the A€iI8Vey data collection protocol,
following the example of Morgan and Rego (2009¢rs@nal care and cleaning products

have an interpurchase cycle of three months, vdltlilether categories in the data set (food,
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beverages, and pet food) have an interpurchase ofdne month. A dummy variable was
created that equals 0 when the interpurchase ¢yolee month, and equals one when the
interpurchase cycle is three months.

The Hirshman-Herfindahl index (HHI) is used as asuge of the degree of market
concentration, which quantifies the extent to whlod market is dominated by a few large
firms. To determine the appropriate market forhei@n, the firms were categorized based
on the first four digits of their respective NAI€8des, provided by COMPUSTAT. There
are 10 unique 4-digit codes represented in thesktaThe HHI index values were then

obtained for each of these 10 industries from ti& @ensus (http://www.census.gov he

U.S. Census reports the HHor each market every five years, based on th&enahare of
the top 50 firms in each industry.

To measure the scope of the firm, | use a coutit@humber of segments in which it
is marketed. The number of segments is basedeoNahith American Industry
Classification System (NAICS) market segments, iaradcount of the number of NAICS
operating codes in which each firm markets its 8sanThis data was obtained from the
Hoover’'s database. A few examples of market setgrepresented in the sample include
breakfast cereal manufacturing, bread and bakeuat manufacturing, and coffee and tea
manufacturing. Kraft has the greatest number gimamnts, with 36, while Procter & Gamble
dog food is only marketed in one segment. Theagenumber of segments across firms is
11. To measure firm scale, or firm size, an aneoaht of the number of employees is used,

as number of employees is a commonly used proxgli{Sind Sankar 1977). The average

® The HHI is calculated for the U.S. Census by sungnihe squares of the individual company percestafje
market share for the largest 50 companies.

110



number of employees across all observations inléte set is approximately 19,900. This
information was obtained from COMPUSTAT.

Table 3.1 describes the operationalization of eaehsure.
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Table 3.1

Data Operationalizations

Annual data from 1996-2010

Description and Sourcef®ata

Annual customer loyalty scores

Aggregated at the firm level
(ACSI)

Advertising effort

Advertising expenditure divided by the previous
year's sales
(TNS Media and COMPUSTAT)

Promotion effort

PSG&A = SG&A — advertising expenditure;
PSG&A is then divided by the previous year’s sg
(TNS Media and COMPUSTAT)

\les

New product introductions

Number of unique product names listed in Prodd

Launch Analytics; Corresponds to SKUSs, less the

SKUs for different product sizes
(Product Launch Analytics)

ct

Communication mix
(traditional versus nontraditional)

% of total annual advertising expenditures spent
TV and internet advertising, respectively
(TNS Media)

on

Innovative new product mix
(Revolutionary, Incremental, and
Usage)

Innovations are coded as Packaging,
Merchandising, Technology, Formulation, New
Market, or New Positioning in Product Launch
Analytics. The count of Packaging and
Merchandising are combined to form Incrementa
Innovations (Extrinsic), Technology and
Formulation are Revolutionary Innovations
(Intrinsic), and New Market and New Positioning
are Usage Innovations

(Product Launch Analytics)

Al

Product interpurchase cycle

Based on the ACSI suttagéa collection protocol
(ACSI)

Market concentration

Measured by the Hirshman-iddehl Index (HHI)
for each product category, as indicated by each
firm’s four-digit NAICS code
(COMPUSTAT and U.S. Census)

Firm scope

Number of segments per firm based on the numper

of unique NAICS codes that a firm spans
(Hoover’s)

Firm scale

Number of employees per firm
(COMPUSTAT)

Firm sales

Annual total revenue per firm

(COMPUSTAT)
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Step 2 Model
In a second step, a tobit model is used to reghesseasures of loyalty capability on
the percentage of advertising spent on interne¢riding, the percentage of advertising
spent on television advertising, revolutionary remental, and usage innovations, the degree
of market concentration, the product interpurcl@ste, the firm’s scale and scope, and
potential moderating effects of market concentrati®he innovation variables are lagged
for the same reasons that the new product intrazhstvariable is lagged in the first step.
Since the loyalty capability value is censored,a fiobit model is used.
Tobit model:
5) log loyalty capability = o+ f1 log revolutionary.; + f>log incremental.; +
3 log usagg.1 + f4log %internet; + fslog %televisior, + fsinterpurchase_cycle
S710g market_concentratignt fglog firm_scopeg + fglog firm_scalg +
S10(log mkt_cong; x log revolutionary.;) +
11 (log mkt_cong; x log incremental.1) + 12 (log mkt_cong, x log usagg.1) +
S13(log mkt_cong; x log %internet) + f14(log mkt_cong; x log %television) +
f1s(log mkt_cong; x log firm_scopg) + f16(log mkt_cong, x log firm_scalg) +
S17(log mkt_cong; x log interpurchase_cyg)et e;
where revolutionary, incremental, and usage, rasdy, refer to the type of product
innovation.
3.3.4 Step 3: Relating Loyalty Capability to FirmSales
Step 3 Model

In a third and final step, | evaluate whether lbyahpability is indeed a significant

113



determinant of firm performance. Given that sorhthe loyalty observations correspond to
a division of a firm (i.e. Nestle Pet), as opposethe firm in its entirety, the corresponding
sales figures are used as the outcome measureza8ure of customer loyalty is included to
isolate the effects of loyalty capability on sdlesn the effects of absolute customer loyalty
on sales. The error term associated with theigieffcy component from which the loyalty
capability measures are obtained is subtracted fogaity, resulting in a net loyalty term, so
that the error term is not redundant across measukdarge inefficiency component will
result in a significantly lower net loyalty scovehile a small inefficiency component for the
same customer loyalty score will result in a ngalty score that is only marginally lower. 1
also control for longitudinal fluctuations in thearket by using dummy variables for time
(year). The relationship between lagged loyal{yadality and sales is then specified as
follows:
(6) sales = +mloyalty capability., + 7> net_loyalty:.; +

w3 (net_loyalty:.; X loyalty capability;.1) + 74 %internet; + zs %television; +

e revolutionary.; + 77 incremental.; + zg usage.1 + wginterpurchase_cycle

miomarket_concentration+ z11 firm_scale; + 712 firm_scope; +

k=27

k=13 7 X yeakiz + Ui + €
whereu; is a random firm component that allows for therection of the stratified nature of

the data.
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73.4 Results

| first discuss the results of Step 1, which rewtbaleffect of a firm’s advertising
effort, promotion effort, and new product introdoas on customer loyalty. | then examine
the loyalty capability measures that are derivecetch firm. Next, | report the effects on
loyalty capability of the category characteristéslegree of concentration and purchase
frequency and the effects of a firm’s strategicicés including its diversity of resource

allocations. Finally, | analyze the impact of rarfis loyalty capability on performance.

3.4.1 Step 1: Measuring Loyalty Capabilities

The results for the random parameters SFE anaysiseported in Table 3.2.
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Table 3.2

Results of Random Parameters Stochastic Frontier Esation: Impact on Customer Loyalty

9T1

Independent Variables Coefficients Standard Error Standal Dev. Standard Error
Constant dg) 4.4125%+* .0152

Advertising Effort () -.0149%** .0048 .0004 .0003
Advertising Efforf (o) -.0023*** .0006 0010 .0001
Promotion Effort ¢3) -.0332%** .0117 0161 .0010
Promotion Efforf (o) -.0038 .0034 .0002 000
New Products (os) -.0162*%** .0056 .0063 .0004
New Products” (ce) 0023+ .0008 .0001* oD
yl 8.2114*** 1.0395

o .0801*** .0023

ou .0795

oy .0097

Log likelihood 515.340

***p<.01; **p<.05; *p<.10, two-sided
N=342



Multicollinearity does not seem to be a problenthessmaximum reported variance inflation
factor (VIF) is 1.03, which is well below the commout-off threshold of 10 (e.g.
Kleinbaum et al. 1988). The relationship betwegvestising effort and customer loyalty is
curvilinear, as both the linear and the quadrdteces of advertising effort are significant;
=-.015;p<.01;02 =-.002;p < .01) The curvilinear relationship between advertisingrf
and customer loyalty is graphically depicted ind¥egy3.3a. In contrast, promotion effort has
a negative linear effect on customer loyatty € -.033;p<.01). Finally, the results for the
new product introductions parameters indicate ailboear relationship between new
product introductions and customer loyaliy € -.016;p<.01;0 = .002;p<.01), which is
shown in Figure 3.3b. Figures 3.3a and 3.3b reflexrelevant ranges of advertising effort
and new product introductions, respectively, basethe data sample. Over this range, the
curvilinear relationship between new product intrciibns and customer loyalty appears
relatively flat. As shown in Table 3.2, the stamtldeviations of the quadratic term for
advertising effort, the linear term for promotidifoet, and the linear and quadratic terms for
new product introductions are all significant, whiadicates that there is a great deal of
variability surrounding the parameter results. |3 provides the individual parameter
results for each firm for those parameters thastatstically significant, and Table 3.4
provides some summary statistics related to eastisfiderived efficiency measures, or

loyalty capabilities.
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Figure 3.3a

Impact of Advertising Effort on Customer Loyalty
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Figure 3.3b

Impact of New Product Introductions on Customer Loyalty
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Random Parameter Results by Firm

Table 3.3

Advertising

Effort 2 PSG&A Effort | New Products | New Product$
Cadbury
Schweppes -0.0028 -0.0238 -0.0222 0.0023
Campbell Soup Co. -0.0023 -0.0287 -0.0105 0.0023
Clorox -0.0017 -0.0503 -0.0119 0.0023
Coca Cola -0.0017 -0.0386 -0.0132 0.0023
Colgate-Palmolive -0.0014 -0.0282 -0.0168 0.0023
Colgate Pet (Hill's) -0.0007 -0.0498 -0.0127 0.0024
ConAgra Foods -0.0031 -0.0332 -0.0163 0.0024
Dial -0.0016 -0.0264 -0.0136 0.0023
Dole Food Co. -0.0020 -0.0221 -0.0189 0.0023
General Mills X -0.0028 -0.0192 -0.0219 0.0023
General Mills B -0.0027 -0.0313 -0.0166 0.0023
Hershey -0.0026 -0.0417 -0.0131 0.0024
H.J. Heinz -0.0020 -0.0596 -0.0093 0.0024
Kellogg Co. -0.0028 -0.0271 -0.0189 0.0023
Kraft Foods -0.0022 -0.0350 -0.0155 0.0024
Nestlé S.A. -0.0028 -0.0197 -0.0191 0.0024
Nestlé Pet (Purina -0.0018 -0.0512 -0.0081 0.0023
PepsiCo -0.0025 -0.0392 -0.0174 0.0023
Pillsbury -0.0026 -0.0284 -0.0176 0.0023
Ralston Purina -0.0021 -0.0416 -0.0164 0.0023
Procter & Gamble -0.0030 -0.0262 -0.0123 0.0024
P&G Pet (lams) -0.0020 -0.0439 -0.0130 0.0023
RJR Nabisco -0.0026 -0.0259 -0.0183 0.0023
Quaker Oats -0.0034 -0.0447 -0.0174 0.0023
Sara Lee Corp. -0.0023 -0.0426 -0.0168 0.0023
Tyson Foods -0.0034 -0.0281 -0.0191 0.0024

Table 3.4

Loyalty Capability Statistics by Firm

Minimum Maximum Mean
Cadbury Schweppes .8305 .9913 .9362
Campbell Soup Co. .8742 .9907 9431
Clorox .8872 .9912 .9525

" General Mills is broken down into two parts tdeef the structural break in the data, which issult of a
2001 merger with Pillsbury. General Mills A inckgldata from the years 1996-2001, and General Blills
includes data from 2002-2010.
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Coca Cola .8252 .9946 .9330
Colgate-Palmolive .8463 .9947 .9319
Colgate Pet (Hill's) .8746 .9907 9515
ConAgra Foods, Inc .8643 9925 9361
Dial .8567 .9928 .9397
Dole Food Co. .8400 .9885 .9050
General Mills .8282 .9904 .9368
Hershey 8722 .9918 .9459
H.J. Heinz .8360 .9902 .9497
Kellogg Co. .8435 .9906 .9377
Kraft Foods .8252 .9928 .9395
Nestlé S.A. .8506 .9926 .9438
Nestlé Pet (Purina) .9381 .9876 .9686
Procter & Gamble .8361 .9937 .9469
PepsiCo .8512 .9945 .9361
Pillsbury™® .9202 .9202 .9202
P&G Pet (lams) 9519 9911 .9702
Ralston Purina .8852 .9896 9233
RJR Nabisc® 9211 9211 9211
Quaker Oats .8413 .9918 .9357
Sara Lee Corp. .8428 9910 .9383
Tyson Foods .8545 .9937 9417

Coca-Cola and Kraft Foods share the minimum observaf loyalty capability, with
an efficiency measure of .8252. Colgate-Palmdhas the maximum efficiency measure,
with .9947. The firm with the highest averageaécy is Procter & Gamble’s lams pet
food, with an average of .9702. The average efficy over all of the firm’s observations
was .9414, and the median was .9553.

3.4.2 Step 2: Drivers of Loyalty Capability

Table 3.5 reports the effects on loyalty capabiityhe innovative new product mix,

communication mix, category characteristics, andfplo strategy, and the interaction of

the degree of market concentration with these pteddi. The highest VIF is 1.98, which

82&8bThere was missing data for Pillsbury and RIJR Nabiegich resulted in only one measure of advewjisin
efficiency per firm. Hence, the minimum, maximuand mean are the same across each firm.
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indicates that there is no harmful collinearityaldo tested for possible endogeneity of the
explanatory variables of firm scale, firm scopecpat of advertising spent on internet,
percent of advertising spent on television, andwation type using the Durbin, Hausman
and Wu specification test (Hahn and Hausman 2Q@&kh is a two-step procedure. In a
first step, | create a “predicted” value by regmegshe explanatory variable on a number of
instrumental variables. The instrumental variablesd for internet advertising, TV
advertising, and firm scale included the interpasshcycle, the market concentration level
measured by HHI, and industry dummy variables. tRerinnovation variables, the lag of
each innovation type was also used as additiostdumental variables after verifying the
absence of serial correlation using the Durbin-Watgst. When creating the predicted
value for firm scope, the industry dummies weregpgexl, as operating across a large number
of segments is likely to be correlated with opergin a large number of industries. The
predicted values were then individually added ®dhginal regression equation, and the test
statistic for the coefficient of the predicted valvas used to test endogeneity. If the test
statistic is significant, then the null hypothetiat the variable is exogenous would be
rejected. For each variable, the test statiste®wot significant, indicating that the
explanatory variables are indeed exogenous. piaues for each test were as follows:
Extrinsic innovationsp=.760; Intrinsic innovationg=.931; Usage innovationp=.434;
Internet advertisingp=.341; TV advertisingp=.335; Firm scalep=.774; and Firm scope:
p=.373.

The estimates are unstandardized regression deet¢ but effect sizes are also
reported using the Cohen’s d metric. The effex@siare generally defined as .2 being a

small effect, .5 being medium, and .8 being a laffect (Cohen 1988).
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Table 3.5

Results of Tobit Model: Impact on Loyalty Capability

(44}

Independent Variables Expected Coefficients  Standard Error Effect &e (Cohen’s d)
Constant f§o) 4.6194*** 9101

Interpurchase cycle§) - -2.5983 .2983 n.s.
Market concentration() + -.0251 .1463 n.s.
Revolutionary innovationg3() + 4004 .5036 n.s.
Incremental innovation$$) + -. 7444 .5683 n.s.
Usage innovation$§) + .2128 .7042 n.s
% of expenditure on Internefl)  + .1863* .0972 A1
% of expenditure on T\B¢) - -.1731* .0956 A1
Firm scope f§s) - 4257 4011 n.s
Firm scale f§o) - -.0264*** .0077 .20
Mkt. concentration x Revolf{g) + -.0787 .0846 n.s.
Mkt. concentration x Incr 1) - .1480 0971 n.s.
Mkt. concentration x Usag@£) - -.0492 .1186 n.s.
Mkt. concentration x Internep{s) - -.0352** .0169 12
Mkt. concentration X TV[{14) + .0220 .0157 n.s.
Mkt. concentration x Scop@) + -.0960 .0698 n.s.
Mkt. concentration x Scal@{e) + .0260*** .0076 .20
Mkt. concentration X Interpuf{;) + 4323 .2983 n.s.
Log likelihood -231.203

***p<.01; **p<.05; *p<.10, two-sided
N=312



Hypotheses 4a and 4b are fully supported, as feetedf internet advertising on
loyalty capability is positive and significarfiy(= .1863;p<.10), and the effect of television
advertising is negative and significafi§ € -.1731;p<.10). As expected (H8a), market
concentration has a negative moderating effechtariet advertising(s = -.0352;p<.05).
The effects of innovations on loyalty capabilitg arot significant, nor are significant main
effects found for market concentration or internase cycle. With respect to portfolio
strategy, H6 is supported as firm scale is founkiawee a negative effect on loyalty capability
(Bo = -.0264;p<.01). The effect of firm scope on loyalty capdhils not significant. H9 is
partially supported, as the relationship betwean fcale and loyalty capability is positively
moderated by market concentrati@as(= .0260;p<.01).

3.4.3 Step 3: The Impact on Firm Sales

Table 3.6 reports the effects of loyalty capabidityd the firm’s degree of
diversification on sales, while controlling for fwations in the mark@t | first checked for
multicollinearity among the predictors by examinthg VIFs. Two of the VIFs were
slightly above 10, with loyalty capability at 1a8d loyalty at 11.1, while the remaining
VIFs were below 2.2. As a VIF greater than 10 aats further investigation, the condition
index of each predictor was calculated. The camdindex is the square root of the ratio of
the largest to the smallest eigenvectors of thewmae / covariance matrix (Belsley et al.
1981). The condition indices of loyalty capabilégd loyalty were 2.0 and 3.7 respectively,
which are well below the cut-off threshold of 1Gandicate that multicollinearity is not a
concern (Brown and Lattin 1994). Once again, ffecesizes of the unstandardized

regression coefficients are reported.

° The dummy variables for years are not shown irtdbée.
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The hypothesis that loyalty capability has a pesigffect on sales is supported €
264,839p<.05). Significant effects for net customer loyadnhd the interaction of loyalty
capability with net loyalty are not found. Withspeect to the effects of advertising
allocations, the percent of advertising spent tgvision has a positive effect on sales¥
6,890;p<.05), while the percent of advertising spent denmet is not significant. Usage
innovations are found to have a negative effecales £s = -994;p<.10). Both firm scale
and firm scope have a positive effect on firm sales = 112;p<.01) and 412 = 890;p<.01),
respectively. Finally, the dummy variable indicgtia longer interpurchase cycle (three
months) has a positive and significant effect daséy = 112,162p<.01).

To see whether loyalty capability has a mediatolg between the independent
variables and the outcome of sales, | first testife presence of a significant indirect path
through loyalty capability using the Sobel testddlet al. 2010). The variables eligible for
testing include those of internet advertising,uisi®n advertising, and firm scale, as they
exhibit significant main effects on loyalty capatyil Based on the results of the Sobel test, |
find that loyalty capability mediates the effectfioim scale on sales atpa.05 confidence
level. Using the decision tree created by Zhaal.R010), | conclude that the mediating
effect can be classified as competitive mediat@the indirect path and the direct path are
of opposite sign. This indicates that alternatiegative mediators may exist in the path to

sales.
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T4

Regression Results: Impact on Sales

Table 3.6

Independent Variables Coefficients  Standard Error Effect Size
(Cohen’s d)
Constant £o) -140,916.726 95,937.362
Loyalty Capability 1) 264,838.758** 106,401.573 .18
Net Loyalty () -792.161 1,706.511 n.s.
Loyalty Capability x Net Loyaltysfs) -695.559 1,541.625 n.s.
% of expenditure on Internet, -2,748.049 6,875.789 n.s.
% of expenditure on TVxf) 6,889.937** 3,179.653 A5
Revolutionary innovationsz§) 239.083 286.176 n.s.
Incremental innovations{) 550.226 418.412 n.s.
Usage innovationse) -993.647* 581.331 A1
Interpurchase cyclerg) 12,162.103*** 4,625.967 A7
Market concentrationz) 5.705 4.278 n.s.
Firm scale £11) 112.117%* 11.813 52
Firm scope %1,) 889.762*** 188.043 .29
Log likelihood -2,742.186

***p<.01; **p<.05; *p<.10, two-sided
N=315



3.5 Discussion

In this study, I first examined the impact of adigeng effort, sales promotion effort,
and new product introductions on customer loyaitgrider to measure loyalty capability.
From this relationship, | derived measures of &fficy with respect to maximizing customer
loyalty using a random parameters stochastic feomtiodel. Next, | related each firm’s
loyalty capability to its allocation of marketingsources associated with its innovation and
communication mix while controlling for the firmisortfolio strategy and category
characteristics, as well as the moderating effectsarket concentration. As a final step, |
examined the relationship between loyalty capabdlitd firm sales while controlling for net
loyalty as well as the aforementioned predictors.

A curvilinear relationship between advertisingoeffand customer loyalty was found,
which means that customer loyalty declines beyoaoer&in threshold of advertising effort.
Therefore, additional advertising beyond the oplipmant represents overadvertising with
respect to optimizing loyalty, though there is digant variability surrounding the quadratic
parameter. The relationship between new produicidactions and customer loyalty is also
curvilinear, yet the relationship indicates a vgrgdual increase of customer loyalty over the
relevant range of new product introductions (n@oye than one new product). Thereis a
great deal of variability in the relationship beamenew products and customer loyalty with
respect to both the linear and the quadratic paesieFinally, the results indicate that
customer loyalty decreases with promotion effékthile there is significant variability
surrounding the linear promotion parameter, thdfmoents for the parameter remain
consistently negative across firms, indicatingeachegative relationship between

promotions and customer loyalty.
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Internet advertising is found to have a positiie@fon loyalty capability. Thus,
diversifying into nontraditional media such as it advertising will improve the firm’s
ability to convert its marketing inputs into custentoyalty. However, as the degree of
market concentration increases, the positive etiectternet advertising on loyalty
capability declines. This suggests that the extemthich internet advertising may help a
firm in a highly concentrated market to build sgaelationships with customers will be
more limited. As expected, expenditure on televiaadvertising is found to have a negative
main effect on loyalty capability, as it does &ttb engage consumers and strengthen
relationships.

With respect to portfolio strategy, the effect iofrf scale on loyalty capability is
negative, as it becomes increasingly difficultlgmge firms to uniquely serve a distinct
market segment. However, market concentratiorahassitive moderating effect on this
relationship. Since firms in highly concentratedrkets are more likely to engage in non-
price competition and thus differentiate themselvesy competitors, they may be more
successful in building strong relationships witlstaumers, thus helping to overcome
challenges created by firm scale.

The results pertaining to the impact on sales atdithat loyalty capability does
indeed have a positive and significant effect om fperformance. With respect to a firm’s
communication mix, spending on traditional mediaipeely affects sales, while spending
on non-traditional media does not have a signitiedfect. Based on these results alone, a
firm may be motivated to maintain its current exgliture on traditional media without
diversifying into non-traditional media. Howevarfirm may only become more proficient

in using the non-traditional media as they gainitamithl experience with it over time.
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Usage innovations are found to have a negativetaffe sales, though the effect size is very
small (.11). Though the results concerning intelfase cycle may seem counterintuitive, as
they indicate that sales increase as interpuratyade time increases, it may be the case that
a greater sales price for the products boughtfiegsiently (in the personal care and cleaning
products category) more than accounts for thetFadtthey are purchased less often.

Finally, with respect to a firm’s scale and scdpe, results favor a portfolio strategy that
consists of a broad portfolio of brands that ispsuped by a large firm scale.

Overall, this research suggests that loyalty cdipais indeed an important source of
enduring competitive advantage. Based on thisyarsalloyalty capability is found to vary
across firms and over time due in part to the firadwertising allocations, mix of
innovations, and category characteristics. Fi@uepresents a graph for each firm that
depicts its evolution of loyalty capability ovemie. Thus, in order to leverage loyalty
capability and increase customer loyalty, prodesteiopment and marketing must
collaborate and coordinate their efforts to berfeditn the diversification of firm resources
and increase the firm’s efficiency in building cusier loyalty. Hence, loyalty capability is
the outcome of a collective firm effort that rel@s tacit knowledge and the strategic

allocation of resources.
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Figure 3.4
Evolution of Loyalty Capability over Observations
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Dole Food Co.
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Kellogg Co.
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PepsiCo
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Quaker Oats
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3.6 Future Research

To address some empirical limitations, a more sijmaited measure of the HHI
could be used. This study uses the HHI metric ftbenU.S. Census, which is measured in
waves. Thus, this metric could be replaced witiH measure that varies annually. In
addition, the mediation effects could be testedagisi Preacher-Hayes bootstrap test, which
is more powerful than the Sobel test (Zhao et@L0.

To expand upon the current research, given thatstindy is limited to the CPG
sector, modeling these relationships in other itréess including the service sector and
nondurables, presents an opportunity for futureassh. For other industries, there may
even be different drivers of loyalty capability,daiine effects of a firm’s innovative new
product mix on loyalty capability may vary acrosdustries.

Another area for future research is to examineeffexts of different advertising

tactics on loyalty capability. For example, a sepastudy could control for whether the
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advertising is informative, persuasive, or transfative (Mehta et al. 2008). Informative
advertising serves to educate a consumer aboutigréehatures and attributes, and shape
their perceptions of quality. Persuasive advergiss particularly effective in low-
involvement situations (Mehta et al. 2008), andrafes by influencing consumer attitudes
directly, without the need for cognitive evaluati@xaker and Norris 1982; Zajonc and
Markus 1980). Lastly, transformative advertisimyjch tends to be abstract (Deighton
1988) and rarely contradicts consumer beliefs diy€Deighton 1984), significantly affects
a consumer’s brand experience, as it influencesdmsumers view and evaluate the
product (Mehta et al. 2008). Thus, given the déife functions of these advertising tactics,
it may be the case that the efficiency with whidirm converts advertising into loyalty
varies across tactics.

Lastly, future research could control for the brarsdage in its life cycle. This would
affect whether the consumer has already developguittve or affective perceptions of the
brand (Johnson et al. 2006), as well as whethdiirtinds looking to establish initial
customer loyalty or maintain and strengthen exgskiyalty levels. Since advertising may
affect loyal consumers differently than nonloyahsomers, the firm may benefit from
running customized advertising campaigns baseti@stage in the brand’s lifecycle in
order to efficiently increase loyalty.

In sum, this research shows that loyalty capatgita significant driver of firm
performance, and can be enhanced by strategidllbating the marketing mix. However,
achieving the optimal marketing mix is challengigyen that the ideal mix varies with

category characteristics and firm-level factordudmg a firm’s portfolio strategy.
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CHAPTER IV — ESSAY Ill: MARKET EXPERIENCE AND
INTERNATIONAL CUSTOMER SATISFACTION

4.1 Introduction

Multinational corporations (MNCs) face many unkn@wassociated with offering
their products in foreign markets, including unaertconsumer demand and unfamiliar
business conditions. Some of the questions tlagiuel MNCs include the following: will
the firm be able to overcome cultural and econafifierences and avoid incurring
prohibitive costs associated with operating in umifer territory? Can experience in the
market increase the firm’s knowledge and adaphtelligence and help them to overcome
their cultural and economic distance from the lwosintry? In sum, will the MNC be able to
successfully provide a valuable offering to constgme the host country that will meet or
exceed consumer expectations?

Within the domestic market, the firm is well acqutad with the customer, woven
into the cultural and economic fabric of the mapkate. Shared cultural values make it
easier for the firm to anticipate customer needbadapt product offerings to local tastes and
whims accordingly. Conversely, firms engaged terimational sales must deal with
differences in culture, education, and level ofelepment between the home and host
countries. The sum of such factors that hindefltve of market information in foreign

markets is referred to as psychic distance (Jomaasd Vahlne 1977), which can result in a



fundamental disconnect that presents challengttgetbrm in terms of providing value to the
customer.

In this study, the metric of customer satisfaci®osed to measure the firm’s ability
to provide value to the customer. Customer satisfia has been the focus of extensive
academic research because of its links to custtoyelty and potential financial
implications for the firm. It has been found tantribute to long-term profitability (Mittal et
al. 2005) as well as stock price (Fornell et ab&0 Customer satisfaction is a useful
managerial metric in that it aids in planning aacktasting, as it serves as a barometer of
performance and allows for benchmarking againstpmditors. Due to its usefulness, many
countries have adopted a customer satisfaction matRile it is enlightening for firms to
track customer satisfaction within their respectieenestic markets, understanding customer
satisfaction evaluations abroad is very importaimige for many MNCs, foreign sales
account for a significant percentage of the firnegenue. In 2000, foreign sales among the
S&P 500 companies represented 30% of total S&Pré@énue. In 2011, the percentage of
S&P 500 revenue from outside of the United Stasekdiimbed to 46.1% (PRNewswire
2012). Given that customer satisfaction is tietirta performance, it can serve as a valuable
indicator for the MNC as they continue to expartd imew markets.

To the best of my knowledge, only one paper hakddanto the differences in
customer satisfaction across countries. More fipalty, Morgeson et al. (2011) conducted
a large-scale cross-cultural analysis where custeatesfaction is defined at the industry
level. Their study examines how customer satigfactaries as a function of country-level
cultural, socioeconomic, and political-economicdiceors of cross-national variation in

satisfaction, thereby ignoring firm-level effectds such, no insights can be derived as to the
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extent to which firm experience and differencesveen a firm’s home and host-market
characteristics impede/stimulate adding value ista@mers.

Currently, there is little existing research thddi@sses customer (dis)satisfaction
with multinational firms and examines how satisifactvaries relative to a firm’s experience
with and proximity to the customer. This artictideesses these gaps by analyzing a firm’s
customer satisfaction scores abroad to assestima €0 which the challenges associated
with operating abroad, including accounting for addpting to the differing values of
foreign consumers, may affect customer satisfactiims study also examines the extent to
which cultural and economic differences betweerhibst country and the firm’s country of
origin can be mitigated by experience.

Thus, | center on the following key question: teavextent does market familiarity
and experience compensate for psychic distanceseetthe firm’s home country and the
host country? Using multilevel modeling, the hypestes are tested on a data set consisting
of customer satisfaction evaluations across 22 tt@sn The customer satisfaction
evaluations come from business-to-consumer firvemog a wide range of industries. This
study analyzes the extent to which cultural andheanac distances between the home and
host countries negatively affect customer satisfactind whether those effects are
moderated by a firm’s experience in the markete @halysis also accounts for a number of
country-specific cultural and socioeconomic contaliables that may systematically affect

a firm’s ability to satisfy consumers.
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4.2 Conceptual Framework

The liability of foreignness refers to the operaibhurdles posed by distance
between the home and host countries as well ag lbefamiliar with the cultural, political,
and economic conventions of the host country (Zah®85). Discrepancies between the
home and host markets can indeed make it difffoulthe firm to understand what
customers value and how to ultimately meet theadse These differences between the
home and host countries are identified as psyadbtantce (Johanson and Vahine 1977),
which can describe differences in language, edoicakevel of development, and culture.
An additional barrier associated with psychic distis low homophily, or a lack of a
mutual subculture and a difference in personaladtaristics. Psychic distance and low
homophily make general knowledge-sharing more ehglhg, and decrease the firm’s
ability to perceive and interpret subtle nuancethefmarket.

Learning helps to reduce the psychic distance beiilee home country and the host
country by expanding knowledge of conditions in tlest country (Barkema et al. 1996).
Among multinational firms, international experiere@resents a prime source of
organizational learning (Belderbos 2003), whichl@@s a firm to improve their actions
through increased knowledge and understanding @fidlLyles 1985). Thus, experience in
foreign markets, which allows for organizationar@ng to take place, may help a firm to
overcome the liability of foreignness. Howeveradc changes and volatility in the
differences between the firm’s country of origirdahe host country may impede
organizational learning, making it difficult foretirm build upon its knowledge over time.

With respect to the psychic distance between timeehand host countries, | examine

how the differences between cultures and econoofit®e home and host markets affect a
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firm’s ability to satisfy customers. The differenbetween the cultures and economies of
two countries is termed cultural distance and eoooalistance, respectively. Cultural
distance has been studied a great deal in thextarftentry into foreign markets (Barkema
et al. 1996; Gielens and Dekimpe 2007; Kogut amg)i$iL988; Mitra and Golder 2002), as it
affects consumers’ tastes and preferences (Ghenz®04&). Therefore, cultural distance
may have a significant effect on a consumer’s degfeustomer satisfaction.

Like cultural distance, economic distance has bhéssn acknowledged as a factor that
affects a firm’s ability to succeed in foreign meik (Barkema et al. 1996; Gielens and
Dekimpe 2007; Mitra and Golder 2002). Economidatise between two countries broadly
indicates a difference in consumer incomes (Gherma@@l). Further, a nation’s per capita
income level generally determines consumers’ peefeg similarity, or consumption
patterns, regardless of nationality (Kotabe andseteR008). Thus, if GDP per capita in the
host country is similar to that of the home countingn a firm may be able to apply
knowledge related to its home market to the hosketa According to Mitra and Golder
(2002), similarities in economic conditions may aidknowledge transfer and translate to
similarities in consumer demand.

However, depending on the nature and directioh@fcultural and economic
distance, distance may even put the firm in an aidgeous position in terms of satisfying
customers. Thus, the direction of the cultural acdnomic distances between the two
countries is considered when evaluating the etiédistance on a firm’s ability to satisfy

consumers in the host country.
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Before elaborating on how these distances anddlagilty of the respective
distances may affect a firm’s ability to satisfe ttustomer in the host market, the potential
main effects of culture and economic prosperitthef host market are addressed.

Figure 4.1 presents the conceptual framework sfelsay, in which | hypothesize
that the cultural and economic conditions of tmenT country of origin relative to the host
country, as well as the evolution of those condgiover time, will affect customer
satisfaction. | posit that these conditions wélrinoderated by the firm’s years of experience
in the host country. | also anticipate that hasirdry control variables related to
socioeconomic conditions will be drivers of custorsatisfaction. Additionally, | control for
the cultural values specific to each host counBglow, | discuss how each of the respective

cultural and socioeconomic variables may affectamsr satisfaction.
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The Impact of Cultural Distance on Customer Satisfaction
Culture

According to Tse et al. (1988, p. 82), one of ttegysvin which culture is reflected is
through “general rules for selective attentiongrptetation of environmental cues, and
responses.” Thus, cultural norms have a signiticapact on consumer perceptions as well
as the importance assessed to certain items tttat fato the overall customer satisfaction
evaluation. For example, Japanese consumers ashigher value to personal interactions
than do American consumers when it comes to tlagioekhip between suppliers and
customers (Khan et al. 2009). Though there ieatgteal of heterogeneity within countries,
“meaningful within-country commonalities and betwemuntry value differences” exist
(Sivakumar and Nakata 2001, p. 559). Thus, ikpeeted that a nation’s cultural values will
have a significant impact on customer satisfactiealuations, since consumers across
cultures inevitably focus on different cues andeéhawariety of interpretations.

To quantify and subsequently compare each countoftsiral dimensions,
Inglehart’s framework (Inglehart and Baker 2000)s&ed. This framework is appropriate for
the following study as it is concerned with culluralues that apply to consumers at the
national level, and it tracks the movement of antnus cultural values over time. A
country’s culture is closely tied to its level aiomomic development, as economic
development has systematic cultural and politicalsequences, and propels societies to
move in a predictable direction (Inglehart and B&kg00; Tang and Koveos 2008). These
changes take the form of a parallel movement, rdtian a convergence, as a country’s
heritage continues to play a large role and coestetain their distinctive cultural traditions

(Inglehart and Welzel 2009). The Inglehart framewie measured through the World
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Values Survey, and it has been used in previoussanational studies by Morgeson et al.
(2011), Steenkamp and de Jong (2010), and Steenaath@eyskens (2012).

Inglehart’s framework is represented by two bipa@nensions of values: traditional
versus secular-rational, and survival versus sgifession. Traditional societies tend to
emphasize the importance of family life, religiamd respect for authority. Secular-rational
societies are characterized by a sense of contewlmature and by uniform social classes
which value the accumulation of goods. Individualsurvival societies place a high value
on economic and physical security, are low in tragtl feel threatened by foreigners.
Conversely, individuals in self-expressive socigetee highly tolerant and place a premium
on well-being and freedom of choice (Inglehart &velzel 2005). Below, | discuss how
these cultural values may affect consumption abdeguent customer satisfaction
evaluations within a society.

As a country evolves from an agrarian to an indalstociety, it moves from an
emphasis on traditional values to an emphasis cunaerational values (Inglehart and Baker
2000). As an economy progresses from industrialspostindustrialism, values transfer
from an emphasis on survival to an emphasis ores@lfession. This shift is associated with
the rise of the service sector at the expenseeohttiustrial sector (Inglehart and Baker 2000;
Inglehart and Welzel 2005).

Consumers in countries that exhibit strong seaatonal values should be easier to
satisfy for a number of reasons. As members dbumisocial classes, they share similar
tastes and preferences. Members of secular-rdgongeties may even experience “secular
utopias” through the accumulation of man-made gdgbagehart and Welzel 2005, p.26).

Thus, as secular-rational consumers may experieigbelevels of satisfaction through the
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accumulation of standardized products, firms nedy provide standardized goods to this
mass market, as customization is not valued.

Conversely, consumers in countries that exhibairgfrvalues of self-expression may
be difficult to satisfy due to their diverse prefieces. This postindustrial state is marked by
a concern for human welfare and the decline of raditgtic secularism (Inglehart and
Welzel 2005). Thus, the individual's search forami@g extends into their purchase
situations, in which they seek goods that refleetrtindividuality and humanistic interests.
These criteria require firms to deliver a high agof customization, which make it
challenging for the firm to provide value.

Empirically, other results have been found whicbvglthat consumers in secular-
rational societies express lower satisfaction gt@msumers in traditional societies, and
consumers in highly self-expressive societies espgeeater satisfaction than consumers in
survival-oriented societies (Morgeson et al. 201Mprgeson et al.’s conceptual rationale for
these relationships focuses on the impact of ailburthe evaluation processes of
individuals. More specifically, they argue thadividuals in secular-rational societies use
more critical judgment than individuals in traditad societies, which negatively affects
customer satisfaction, and individuals in self-egsive societies are more trusting and have
greater overall satisfaction with life experiencghjch translates to positive experiences
with products and services. The present studptigmeplication of the Morgeson et al.
(2011) analysis, but rather addresses how welhdidual firm may satisfy the needs of
consumers in a particular society. Empirically #tudies greatly differ, as the Morgeson et
al. (2011) study aggregates customer satisfactiimeandustry level and does not control

for variation in satisfaction evaluations that ascwithin a given country. In contrast, this
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study allows for variation not only at the counteyel, but at the firm-level as welFurther,
the hypotheses in this essay are conceptually baséute premise that culture provides
information surrounding the complexity of consumeeds and preferences in a given
society, and the difficulty associated with satisfythe needs and preferences of consumers
will directly affect the firm’s ability to providealue to those consumers.

In sum, this study proposes the following:

Hla: Firms will experience greater success in satigfgionsumers in secular-
rational societies.

H1b: Firms will experience less success in satisfyingscmers in self-expressive
societies.
Cultural distance

According to Kronberg and Thomsen (2009), cultdiatance between the firm’s
home country and the host country contributes édittbility of foreignness. Given that
knowledge transfer from the home to host marketiscmore readily when unhindered by
distance (Gielens and Dekimpe 2007), at first sigtioreign firm may appear to be at a
disadvantage if it does not share a common satltfral values with the consumer.
However, as | will argue below, depending on thereaof the differences between the two
cultures, it may turn out to be an advantage. Tthesextent to which the cultures of the
home and host markets differ may have significattijvergent effects on customer
satisfaction.

With respect to traditional societies, “unlike irstiial workers, free farmers and
merchants in preindustrial capitalist economiese®nced a conservable degree of free

choice in their daily activities” (Inglehart and el 2005, p. 35). “Preindustrial free-farmer
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and free-trading societies allowed for more indiabautonomy than industrial societies...”
(Inglehart and Welzel 2005, p. 34)hus, industrial product offerings may not aligritwi
needs of traditional societies, which are morerfragted and unique to the individual's
situation. This variation is less a function ofiadividual’'s need for self-expression, and
more related to varied needs that are based onionand individual circumstances. Thus,
despite the fact that firms in traditional socisti@ve not yet “progressed” to standardized
production on a mass scale, firms originating frtoadlitional societies may be better
equipped to satisfy the needs of segments of comsufrom secular-rational cultures than
vice versa.

If the culture of the host-market is more self-egsive than the culture of the firm’s
country of origin, then the firm will lack the ras@es and skills necessary to provide the
level of creative, multi-faceted product solutidhat highly self-expressive consumers are
seeking. There is a large discrepancy betweeprtbaties of self-expressive societies
versus survival societies, as self-expressive sesigalue freedom of choice and individual
autonomy (Inglehart and Welzel 2005). In additimadjviduals in self-expressive societies
have a greater concern for human welfare and thieoement (Inglehart and Welzel 2005),
and thus may assign significant value to a firnégreée of corporate social responsibility. In
sum, consumers in self-expressive societies mayddmroducts that reflect their unique
personal identities, including their social coneerisurvival societies have vastly different
priorities, as physical and economic security dnerionary concern (Inglehart and Welzel
2005). Thus, survival societies will struggle toyde value to self-expressive consumers,

as their products and services will not meet threrde preferences of individuals in self-
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expressive societies. Therefore, consumers mégskesatisfied with firms from nations that
are lower in postindustrialization.

In sum, the following effects are hypothesized:

H2a: Firms will have greater success in satisfying cueis if the host country is
more secular-rational than the firm’s country afyor.

H2b: Firms will experience less success in satisfyingt@mers if the host country is
more self-expressive than the firm’s country ofjori
Variation in cultural distance

The differences in cultural values between the hosntry and the firm’s country of
origin are subject to variation over time. If iéerences remain static, then the firm has
the opportunity to learn about the host market ¢ivee and tailor its product offerings
accordingly. However, large variances of cultaliffierences between countries over time
may result in increased risk for the firm, as awatwolatility can lead to erratic changes in
consumer preferences. This variation makes if@hging for a firm to learn how to provide
value to consumers in the host country and builshygrior experiential and market
knowledge.

If there is a convergence (divergence) of cultdisiance that is constant, then a firm
will be better able to learn and make predictidnsua future circumstances. A convergence
(divergence) of cultural distance represents atremereas a high level of variation requires
the firm to adapt to unexpected changes. Unexgeattanges in the environment bring
greater demands on the firm, as adaptability reptssa further capability that is required by
the firm. The relevance of adaptability is furtliescussed in the context of the benefits of

firm experience in the market.
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With respect to variation in cultural distance, tblbowing effects are proposed:

H3a: Variance in traditional/secular-rational distanedween the host country and
country of origin over time will make it more difilt for the firm to satisfy the customer.

H3b: Variance in survival/self-expressive distance lastwthe host country and
country of origin over time will make it more difilt for the firm to satisfy the customer.
The Impact of Economic Distance on Customer Satisfaction
Economic prosperity (GDP per capita)

According to Benjamin Friedman, “economgrowth is consistent with both
producing more and producing better” (Fornell 202747). GDP per capita is a proxy for
economic prosperity that measures the quantityabbnal output and economic activity per
capita. In a study by Grigoroudis et al. (200Bgyt find that GDP per capita has a positive
effect on all three of the national satisfactiodiees in their study, including the American
Customer Satisfaction Index (ACSI), the Swedisht@uer Satisfaction Barometer (SCSB),
and the German index, or Deutsche Kundenbaromt€. (

Consumer spending represents a signifiportion of GDP; in the U.S., consumer
spending accounts for as much as 70% of GDP (GMbaloeconomics Team 2012).
Fornell (2007) proposes that consumer spendingoiggtied by anticipated customer
satisfaction, as consumers seek gratification tjinquurchases, and therefore purchase those
items that they believe will bring them the greaisagisfaction. Through multiple purchase
occasions and subsequent learning, consumers denagogaections in order to purchase
goods with which they are satisfied. Thus, throaghterative process, high levels of
spending in aggregate should result in increasesfaction levels.

Thus, the following hypothesis is proposed:
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H4: Firms will experience greater success in satisfgoigsumers in nations with
high GDP per capita.

Differences in economic prosperity (GDP per capita)

Research shows that a country’s level of economveldpment, measured by GDP
per capita, has a positive effect on a countryminer of ISO 9000 certifications, which
certify quality processes within an organizatioulg et al. 2002). These certifications are
not limited to manufacturing firms, but are avaltato all of the industries represented in this
study, including the service industry. Thus, thaldy of products and services from
countries characterized by high economic developnéhgenerally be superior.

Consumers may also infer quality from extrinsic(@lson and Jacoby 1972). In
the context of a global marketplace, a firm’s coynf origin'® may serve as a quality cue
(Verlegh and Steenkamp 1999), similar to price ®&r 1965), which has a direct effect on
customer satisfaction. Aside from research rejatincountry-specific image, studies
analyzing the role of country of origin as a quatitie tend to focus on consumer perceptions
of products from emerging versus developed cownfdesiassen and Harzing 2008; Pappu
et al. 2007; Sharma 2010; Usunier and Cestre 208&puntry’s GDP is an indicator of its
level of economic development, which factors insodlassification as either a developed or

emerging country (http://www.msci.com/Thus, research showing that products from

developed countries are evaluated more favorally ffnoducts from emerging markets
(Bilkey and Nes 1982; Verlegh and Steenkamp 1998yasts that products from countries

with a higher GDP per capita should generally bdieated more positively. Thanasuta et al.

% \While there is rich literature on specific country of origin effects (Roth and Diamantopoulos 2009; Verlegh
and Steenkamp 1999), it is beyond the scope of this research to account for all of the individual
country/product perceptions due to the large number of industries and countries included in this data set.
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(2009) find support for this relationship in tha@industry, as firms from countries with a
high per capita GDP are able to leverage qualitggmions associated with their nation’s
level of economic development and charge a premium.

In sum, the following effects are proposed:

H5a: Firms will experience less success in satisfgogsumers when the GDP per
capita of the host country is greater than thaheffirm’s country of origin.

H5b: Firms will experience greater success in satisfgimgsumers when the GDP
per capita of the host country is less than thaheffirm’s country of origin.
Variation in economic distance

Variation in economic distance between the firngsmry of origin and the host
market may occur due to several possible scenanicsding fluctuations in the host
country’s economy, fluctuations in the country afjom’s economy, or concurrent
fluctuations in both countries. If the economyttug host country is volatile or erratic, then a
firm may find it difficult to continuously satisfgonsumers in that market, as changes in
consumer wealth in the host country may signifisaatfect consumption patterns. If this is
the case, then the firm will be challenged to apéte the changing needs of customers in the
host country and subsequently provide them withe.alFor example, a recession, which is
reflected in a shrinking GDP, may require thatftha alter their strategy by changing the
product mix, putting greater emphasis on a produaliue, or offering the product in smaller
sizes or quantities (Kotabe and Helsen 2008). rAdively, while economic growth of the
host market may present opportunities for the fitrmay also require an adjustment of the

marketing mix to reflect changes in consumer pesfees.

166



Likewise, economic instability in the country oigin may also create obstacles for
the firm. For example, a country like Russia isatharacterized by relatively high variation
in GDP per capita over the past fifteen years leg lplagued by significant geopolitical
risk. This risk may be detrimental to a MNC tlebased in Russia in that it may create
challenges that threaten operations, includingetuay fluctuations or a disruption in the
flow of resources. In addition to creating chadjes in providing superior goods and
services to consumers, these operational issuedurtagr distract the firm from efficiently
expanding upon its stock of organizational learniiigus, variability in between-country
differences may impede organizational learning, tiviethe variability is attributed to
volatility in the firm’s country of origin, volatity in the host country, or a combination of
both.

Alternately, firms can more readily adapt to sitoa$ in which there is little variance
in the economic distance between the firm’s couafrygrigin and the host country. If the
differences remain fixed, then the relationshiputide relatively stable and there should be
few surprises for the firm related to the operagngironment and consumer preferences.
This provides a greater opportunity for significanganizational learning to take place.

Thus, with respect to variation in economic diffezes, the following hypothesis is
proposed:

H6: Variance in GDP distance between the host coumiycauntry of origin over

time will make it more difficult for the firm to $iafy the customer.
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The Impact of Experience on Customer Satisfaction and its Moderating Effects on
Cultural and Economic Distance

The longer a firm is in the market, the greateppgportunity to increase its market-
specific knowledge and experiential knowledge. M/khowledge should increase with
duration of time in the market, diminishing retuars to be expected over time (cf. Mitra
and Golder 2002). In addition to building knowledg firm is also able to develop and
strengthen local connections and networks over (lnkanson and Vahlne 1977; Barkema
et al. 1996). As a firm’'s local connections andwiedge grow, so does its ability to
understand and respond to unique customer neatisitamately provide value to the
customer.

In contrast to objective knowledge, which can heyld, experiential knowledge
cannot be transferred and must be learned firsttiandgh personal experience (Johanson
and Vahlne 1977). Experiential knowledge, gaineer dime, confers many benefits to the
firm and represents a competitive advantage (GampdaGovindarajan 2000; Mitra and
Golder 2002). In fact, a study by Kronberg and mien (2009) finds that older firms enjoy
a significant survival premium. As a firm’s cumiiN&@ experience increases over time, the
firm’s ability to communicate and understand relevenowledge also increases (Zander and
Kogut 1995). Further, a firm’s tacit knowledge afzsorptive capacity increases with
cumulative experience, thus enhancing the firmistgo assimilate and apply new
information (Gupta and Govindarajan 2000).

Through time and experience in a certain marktais able to build upon its
knowledge that is specific to operating within thedrket. This knowledge relates to

knowledge of cultural patterns, the business cinand the customer, and it serves as a
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valuable resource to the firm (Johanson and Vab@%). Knowledge related to the host
market is idiosyncratic in nature, as it refletts history and experience that is specific to
the firm (Zander and Kogut 1995).

These resources are particularly useful when iteota managerial work and
marketing—both of which are based on relationshis communication (Johanson and
Vahlne 1977). In addition, a firm’s duration aht in the market tends to correspond
directly with its degree of organizational learniog its “critical organizational know-how”
(Belderbos 2003, p. 240). Thus, a firm with a goeal of experiential knowledge,
knowledge about the host market, and a high lefvetganizational learning will be well-
positioned to identify and pursue opportunitieg@w markets in order to form meaningful
relationships with the customer. This logic suggésat the following will be true for
foreign firms:

H7: Years of experience in the host market will beifiely related, at a decreasing
rate, to a firm’s ability to satisfy the customer.

In addition to the hypothesized positive main dffefoexperience, years of
experience in the market should also have a pesitiederating effect on the cultural and
economic distance between the host market andrthes fcountry of origin. Particularly
when operating in a foreign market, a firm’s irliti@arket knowledge might be very low.
Firms may then benefit a great deal from experkiiowledge, as they accumulate
country-specific knowledge over time (Barkema etl8P6). Further, MNCs may reduce
cultural barriers through the accumulation of fgreexperiences, i.e., organizational learning
(Barkema et al. 1996). Thus, the firm is ableeduce the psychic distance between the

home and host countries by increasing their knogdegbout local conditions over time.
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A firm’s years of experience in the market will@ksid in their ability to cope with
variation in economic and cultural distances betwtde home and host countries. A firm
may learn from their past experience through thlevieng process: through continual
feedback-based learning, a firm builds a historguttomes and learns to reuse the
procedures that result in successes (March 2086ym then becomes more adaptive, and
fit for “existence under the conditions of its cgarg environment” (Chakravarthy 1982, p.
35). Adaptive firms have the ability to align thetrengths and opportunities with their
environment, even to the extent that they may eifleir environment (Chakravarthy
1984). Additionally, these firms seek new markgpartunities (Chakravarthy 1982) and
prepare for the unknown by investing slack resainceventures that improve survival
potential. Thus, adaptive firms are equipped todlecomplex environments and update
accordingly. This capability should serve to dirsimthe negative effect of cultural and
economic variation on a firm’s ability to satisfyetconsumer. Therefore, the following
hypotheses are proposed:

H8a: Years in the market will have a positive mode@effect on the relationship
between traditional/secular-rational distance dnedfirm’s ability to satisfy the customer.

H8b: Years in the market will have a positive modergeffect on the relationship
between survival/self-expressive distance andithed ability to satisfy the customer.

H8c: Years in the market will have a positive modemgeeffect on the relationship
between GDP distance and the firm’s ability tosgtihe customer.

H9a: Years in the market will help to diminish the negateffect of variance of the

traditional/secular-rational distance on the firratslity to satisfy the customer.
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HO9b: Years in the market will help to diminish the negateffect of variance of the
survival/self-expressive distance on the firm'diggbto satisfy the customer.

H9c: Years in the market will help to diminish the negatffect of variance of the
GDP distances between the host country and thésficountry of origin on the firm’s ability
to satisfy the customer.
Control Variables
The impact of education on customer satisfaction

According to prior research, education has beendda have a negative effect on
customer loyalty (Chance and French 1972; Mittal Kamakura 2001; Murphy 1978) since
educated consumers are more aware of the alteesaixailable to them, which may increase
expectations. Educated consumers are able to emga@gmprehensive information
gathering and are capable of being discerning kitlédd at evaluating the quality of products
and services (Cooil et al. 2007). Provided thghlyi educated consumers are more effective
at searching than less educated consumers, trgtioteearch will be relatively low. Thus,
educated consumers will tend to gather more inftionabout a product than less educated
consumers, as they will “search until the margexglected cost of search becomes greater
than its marginal expected return” (Nelson 197Dhough the information garnered by the
consumer aids in their purchase decision, it can alake the consumer more critical.
Additionally, consumers will experience even gredisconfirmation of expectations in both
directions as the ease of evaluating quality ireegAnderson and Sullivan 1993).

With greater information, the consumer’s pre-pusghexpectations will be more
defined and the consumption experience will beweatald against criteria that are less

ambiguous. Each consumer has a unique latitudeadptance, based on the ambiguity
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surrounding the product experience (Anderson adid/&u 1993). If expectations and
product perceptions are within the consumer’stliaiee of acceptance”, the consumer’s
perceptions will converge toward their expectatiol®wever, when a consumer is armed
with information and ambiguity is low, they will ha a narrow latitude of acceptance, and
assimilation may not occur if there is a sufficlgrirge discrepancy between expectations
and perceptions. Disconfirmation of expectatiomses when actual outcomes as perceived
by the consumer diverge from expectations (Izardi719omkins 1962). Negative
disconfirmation is a case of expectations exceedutgomes (Szymanski and Henard 2001),
and it leads to dissatisfaction (Yi 1991). Baseguoospect theory, losses loom larger than
gains for the consumer (Kahneman and Tversky 1978king the impact of negative
disconfirmation of expectations particularly strontherefore, if the consumer experiences
levels of positive and negative disconfirmationttiug roughly equivalent, the net effect on
satisfaction will be negative. Thus, the followingpothesis is proposed:

H10: Firms will experience less success in satisfyingscmers in nations with a
high level of education.
The impact of products vs. services on customesfaation

Finally, this analysis controls for whether therfioffers products versus services so
that the results will not be confounded by the ofixndustries and firm types included in the
data set. Numerous studies using the ACSI havedfthiat consumers consistently
demonstrate lower satisfaction with services thah goods (Anderson 1994; Fornell and

Johnson 1993; Fornell et al. 1996; Johnson e&R Attp://www.theacsi.org/ According

to Fornell et al. (1996), this is also true acribesSCSB and the DK, which suggests that the

divergence of customer satisfaction scores for getsiversus services may be universal.
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Products and services may differ greatly in the meam which they are produced
and consumed. Services are characterized by gratgrgibility and inseparability of
production and consumption than traditional congupneducts (Parasuraman et al. 1985).
Patterson and Cicic (1995) derived a framework thasifies service delivery along two
dimensions: intangibility of the deliverable aneé ttlegree of face to face contact. The
dominant role of the human component in servicerof§s makes services very difficult to
standardize. Thus, service offerings will tendbéoheterogeneous in nature, and therefore
characterized by variation in actual quality, whaan have a negative effect on customer
satisfaction.

As the level of standardization decreases, aisdle with services, there will be a
greater variance in perceived quality (Anderson4)99 he variance in perceived quality
then leads to an increase in instances of negdise®nfirmation of expectations. Given that
consumers are more sensitive to the effects oftrivegadisconfirmation than the effects of
positive disconfirmation (Kahneman and Tversky IH@st et al. 1999), it is anticipated
that an increase in the variance of perceived tyualil result in a net negative effect on
customer satisfaction.

Therefore, based on the risks associated witha=delivery, the following is
proposed:

H11: Firms will experience less success in satisfgiogsumers through service

interactions than through traditional consumer potsl
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4.3 Data

These hypotheses are tested using annual custatrsfastion data from 22 countries
from 1994-2011. Since this study focuses on theX¥4Nability to overcome psychic
distance in order to ultimately satisfy customerdy customer satisfaction evaluations
associated with foreign firms are included. THasAmerican customer satisfaction scores,
scores for multinational firms that are based atbiar@ included, such as scores for
Mercedes, Nestlé, and Samsung. Among the satmfiaetaluations collected from these 22
countries, there are a total of 151 firms represgnfor each of these firms, variables were
gathered that describe the firm’s country of origgwell as the host countries from which
the customer satisfaction information was obtain€de variables are measured at an annual
level of temporal aggregation and can be classdgedultural variables (World Values
Survey) and socioeconomic variables (The World Bank
Measures

Two of the most widely used customer satisfactratides are the ACSI and the
Extended Performance Satisfaction Index (EPSI)¢ckviitilize a common model and
methodology (Eklof and Selivanova 2008; FornekletLl996; Morgeson et al. 2011). The
ACSI model is currently licensed by nine countaesl continues to expand into developing

countries including Indonesia and Malaysi&://www.theacsi.org/ The EPSI is currently

implemented in over fifteen countries throughoutdpe and Central Asia. Using data from
both of these indices, the data set includes custsatisfaction evaluations from 22

countriest.

" These countries include Azerbaijan, Colombia, Gapsite Czech Republic, Denmark, the Dominican
Republic, Estonia, Finland, Georgia, Indonesia,adkhstan, Latvia, Lithuania, Norway, Portugal, Rassi
Singapore, Sweden, Turkey, the United Kingdom, ilegaand the United States.
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Appendix E provides a listing of the 151 firms f@nich customer satisfaction data
were obtained, categorized as 1) firms that mantufaconsumer products and 2) firms that
operate in the service industry. Each of the finmihis data set is multinational, and reflects
customer satisfaction information from non-domestistomers. Of the 151 firms, twenty-
seven firms in the data set are evaluated acrofigphaicategories, and therefore are subject
to multiple sets of customer satisfaction scofdest of these firms are in the financial
industry and are evaluated across the categorie®dit cards, mortgages, or retirement.
There are also a number of firms that are mobitnptservice providers as well as internet
providers, and are evaluated separately in eaelycat.

There are a total of 835 firm-level observationghis data set. Among the 22
countries represented, the greatest number of wdig@ns are from consumers in the United
States, followed by Sweden, and then Singaporés i$mot surprising, given that the
original customer satisfaction methodologies wareetbped in Sweden and the United
States. While all of the time series observatiafisvithin the years of 1994 and 2011, the
majority of the observations are from recent yeasshe median year of all of the
observations is 2007.

To measure the firm’s degree@{periencen the host country, | account for how
many years the firm has been operating in the ¢tmsttry. Thus, a firm’s years of
experience increases over the data set. Thismegaecovered from multiple sources
including annual reports. The model also contfmighe passage of time in years from 1994
to 2011, as reflected lyear.

This study uses the Inglehart and Baker framewaslgreviously described, to

operationalize the cultural variablestdditional vs. secular-rationaandsurvival vs. self-

175



expressiveralues. The scores on the two dimensions refb@cto high results for each
country, spanning from traditional (low) to secuiational (high), and survival (low) to self-
expressive (high). These measures are publiclyadka on the World Values Survey

website fittp://www.worldvaluessurvey.org/ To date, there have been five measurement

waves of the World Values Survey: from 1981 to@0This analysis uses the second, third,
fourth, and fifth waves of the survey, which weaenpleted in 1990, 1995, 2000, and 2006,
respectively.

The measure ajross domestic product (GDP) per capisaconverted to current
international dollars using purchasing power pgogy capita. This time-varying measure
was obtained from the World Bank data’s World Depehent Indicators.

The measure cdducationwas also accessed from the World Bank data’s World
Development Indicators. A time-varying indicatsrused, which reflects the total number of
new entrants into the last grade of primary edooatiegardless of age, expressed as a
percentage of the relevant age group for that grddhes ratio may be greater than 100% if
students entering the last grade of primary edogcatre under-aged, over-aged, or repeating
a grade.

Table 4.1 presents descriptive statistics for tietamer satisfaction measure, the

measure of a firm’s experience, and the contrabées described above.
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Table 4.1
Descriptive Statistics

The minimums, maximums, medians, and means for e&ttle variables below are taken
from observations between the years of 1994 and.201

99

Minimum Maximum Median Mean
Customer Satisfaction 45.02 90.98 74.31 73.84
Years in Market 0 145 14 25.06
Traditional/Secular-rational -1.87 1.86 -47 .09
Survival/Self-expressive -1.42 2.35 1.12 74
GDP per capita, PPP $2,432 $60,490 $35,146 $31,§
Education: Primary 89% 116% 99% 99.14%

Completion Rate

The firm with the lowest customer satisfaction ssoacross all observations was

discount retailer Lidl (45.02) in Norway. The fiwith the highest customer satisfaction

score was Nokia (90.98) in Indonesia. The lowéskovation of GDP per capita was

Indonesia ($2,432), and the highest was Norway,@8). The provider with the most

experience in the market was Posten Privat, whia @stablished as the Royal Postal

Agency in 1636 in its home market of Sweden, ardideen serving Indonesia for 145 years

at the time of the study. There are also a nurab&ms that were completely new to the

market, with no experience at the first observatidhe country that exhibited the greatest

traditional values was Colombia (-1.87), while tmaintry with the greatest secular-rational

values was Sweden (1.86). Sweden was also highestlf-expression (2.35), and Russia

demonstrated the greatest survival values (-1.42).

With respect to cultural value scores, of primaspaern is the direction in which the

firm is located on each dimension relative to thetlcountry. Theultural distancesre

then calculated by subtracting the cultural scofdbe firm’s country of origin from the

cultural scores of the host market. Thus, theescof the respective secular-rational and
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self-expressive dimensions are positive (negativ@e host country is more (less)
modernized than the firm’s home country. Sincedhléural values are measured
approximately every 5 years, and thus exhibit giciqumps” in the data, | take an average
of the differences between the firm’s country afor and the host country across
observations to create a non-time varying varia@beesenting cultural differences.

With respect to thdifferencein national incomesa spline regression analysis
(Johnston 1984) is used to address the potenéalljnmetric effects of economic distance
on customer satisfaction. To do so, two splinepshdent variables are constructed that
represent 1) the extent to which the host countBPd> exceeds the GDP of the firm’s
country of origin, and 2) the extent to which thBR5of the firm’s country of origin exceeds
that of the host country. Each spline segmerites incorporated into the regression
equation as a separate variable (Johnston 1984aKetal. 1998). To obtain these
independent measures, | calculate the absoluterdif€ebetween the per capita GDPs of the
firm’s country of origin and the host market. Tdommy variables are then created: one
that indicates when the GDP of the host marketesatgr than that of the firm’s country of
origin, and one that indicates the opposite. Ttme variables are then created by
multiplying GDP distance by the two dummy variabl&ghen the GDP of the host market is
greater (less) than that of the firm’s country o§im, the appropriate spline variable reflects
the degree and direction of that distance, whisedther spline variable equals zero. As was
done with the cultural variables, | take an averaigghe GDP differences between the firm’s

country of origin and the host country.
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To complement the variables of average culturalesmhomic distance, another
variable is constructed to indicate the respectartances of the distande cultural values

and GDP per capitaver the observation period.

4.4 Methodology

Hierarchical linear modeling (HLM) is used to esdite the influence of firm
experience, firm-level factors, and country-lewadtbrs on customer satisfaction, as it
“enables the simultaneous estimation of relatigshbif variables at two (or more) levels”
(Steenkamp et al. 1999). It facilitates the estiomaof cross-level effects, and thus makes it
possible to test hypotheses on how variables medsirthe country level affect satisfaction
evaluations occurring at the firm level. The caédints may be treated as random, partially
explained by country-level variables and firm-levatiables (where applicable). This
enables the investigation of interactive effectfirofi- and country-level variables. This
method is particularly useful for international keting research, as demonstrated by
Steenkamp et al. (1999), as it allows for varyingrdry-level effects and interactions with
lower-level variables.

With respect to centering decisions, there is atistical preference for one centering
option over the other, though the choice shouldhbde on a conceptual basis (Kreft et al.
1995). Based on Hoffman and Gavin’s (1988) fouagagyms that describe the relationships
between cross-level variables, the cross-levetiogiship examined in this study can be
described as an incremental paradigm. The increahparadigm involves the investigation
of whether the group-level variables provide inceaal prediction over and above

individual-level predictors. Thus, this essay exe$ the extent to which cultural and
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economic distance, and the interaction of markpeggnce with those distance measures,
predicts customer satisfaction after controllingifalividual country-level factors and the
firm’s years of experience in each market. Theamental paradigm suggests that no
variance in within-group slopes is expected (Hoffiraad Gavin 1988). Therefore, grand
mean centering is more appropriate than group-raeatering for this paradigm.

In the following model, years of market experiersaot centered, though all of the
remaining explanatory variables are grand-mearecedt Thus, the intercepd; represents
the expected outcome of customer satisfaction vahiémm is new to the market, which is
denoted as having zero years of experience, aneihaning level-1 predictors are equal to
their respective grand means.

The level-1 model is comprised of the time-varypagameters, including each firm’s
years of experience in the market, a variablegbatrols for the year or the passage of time,
and the country-level descriptors. The log tramsfttion of years in the market is used in
order to test the hypothesis that a firm’s abiidysatisfy consumers increases with years in
the market at a decreasing rate (cf. Hair et @519 The level-1 intercept reflects the firm’s
expected customer satisfaction score for a firmithaew to the market and has values that
equal the grand mean for the remaining variablgs Raudenbush and Bryk 2002). The
error term, g, is normally distributed with mean 0 and variané,-e

Level 2 models non time-varying parameters, inecigdhe average differences
between a firm’s country of origin and the hostmoy, the variance of these distances, and
whether the firm is in the service sector. Sinsplane is used to explore possible
asymmetric effects related to GDP distance, the @iBfance variable is representative of

two variables: one that indicates when the GDmefhtost market is greater than that of the
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firm’s country of origin (GDP_distance_host), antedhat indicates the opposite

(GDP_distance_COQOQ). The error tergj, rs normally distributed over firms with an

expected value of 0 and a varianceagf To allow the slopes of years in the market and

years to vary, random coefficients are includedliese variables. This is reflected in the
model as random error terms are included in equsi2d and 2c.

In level 3, the random effectydy is normally distributed over firms with an expeatte
value of 0 and var(ooj) = too. Po1j - Posj, B1oj - B17j, P20j, @andPs; - Pej are fixed non-random
coefficients and are constrained to be constamisaarountries.

In the following modelst denotes time in yearsindicates firmj indicates country,
and CS is the customer satisfaction score. Theefa@de formulated as follows:

Level 1:

1) CSGj = mojj + myjj log years_in_markgt+ mpjyea; + nzeducatiog + nsGDR; +

Ts;Seculag + mgisurvival; +6;

Level 2:

(2a)  moij = Pooj+ Posjservicg + PoxGDP_distance_hast BosiGDP_distance_COQ+
Bosisecular_distanget Bosisurvival_distancgg+ fos; GDP_dist_varianget
Bozisec_dist_varianger Bogisurv_dist_varianget roj

(2b)  mj; = P1gj+ P11;GDP_distance_hagst B1,GDP_distance_COQO+
Bizisecular_distanget Bigisurvival_distangg+ 15y GDP_dist_varianget
Bieisec_dist_varianger B17surv_dist_varianget ryj

(2¢) 72 = Poj + Iz

(2d) mg=Byfork=3,...,6

Level 3:
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(3a)
(3b)
(3¢)
(3d)

(3e)

Booj = Yooo+ Uooj

Bopj =Yopo forp=1,...,8
Bigj=7Viqoforgq=20,...,7
B20j = Y200

Bkj = ykoo for k=3,...,6

Substituting Equations 2a-3e into Equation 1 yi¢hssfollowing model:

(4)

CSjj = Yooo+ Yo1cServicq + yo20GDP_distance_hagst yo30GDP_distance_COCr
YoacSecular_distanget yosesurvival_distance+ yosdGDP_dist_variange+
voreSec_dist_varianger yogesurv_dist_varianget yioo log years_in_markgt+
v11(log yrsinmktx gdp_dist_hosf) + yi20(log yrsinmktx gdp_dist_ COQ) +
v13(l0g yrsinmktx sec_disty + yiao(log yrsinmktx surv_disty; +

v1s0(log yrsinmktx GDP_dist_variance)+ yiso(log yrsinmktx sec_dist_variancg)+
v17o(l0g yrsinmktx surv_dist_variance)+ y2ooyea; + ysoceducatio + y40dGDR; +

vsooSeculag + yeocsurvival; + error term

4.5 Results

| first checked for multicollinearity among the gdretors by examining the variance

inflation factors (VIFs). The maximum VIF is 18.1dr GDP per capita, which is above the

common cut-off threshold of 10 (e.g. Kleinbaum|etl888), while the remaining VIFs are

below 10. As a VIF greater than 10 warrants furtheestigation, | examined the condition

index of each predictor. The condition index is figuare root of the ratio of the largest to

the smallest eigenvectors of the variance / comaganatrix (Belsley et al. 1981). The

condition index of GDP per capita was 3.09, whikvell below the cut-off threshold of 10
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and indicates that multicollinearity is not a comcéBrown and Lattin 1994). When
excluding the variable for GDP per capita, the bsghVIF is then 6.05, or alternately, when
excluding the spline variable for GDP distance wtienGDP per capita of the host country
is greater than the GDP of the country of origng highest VIF is 9. To further investigate
the robustness of the results and confirm thatioullinearity is not an issue, | compared the
original results to the results obtained when dinogphe GDP per capita variable, as well as
the results obtained when dropping the GDP distaptiee variable. The results remained
consistent across each of the three models.

Table 4.2 reports the HLM results, in which theftioents are unstandardized
regression coefficients. The variance is brokenrdto the following percentages: 31.3% of
variance is across countries, 50.4% is across fivittsn countries, and 18.3% of the
variance occurs over time, within firms. Table 8l2o reports the relative effect sizes for all
of the estimate¥
Assessing the robustness of the customer satmfatteasurement tool
To test the robustness of the results to the cumtsatisfaction index used, a dummy
variable is included that indicates whether the A@8del or the EPSI model was used, to
control for any systematic differences in measurgm&his dummy variable was included
in level 3 of the model, and was grand-mean cedtefde full model, including the dummy
variable that equals 1 if the ACSI model was usethrmulated as follows:

(5) CSjj = Y000+ YoorACSI_dummy + yoicservicg + yo20GDP_distance_hagst

v030GDP_distance_COG yosgsecular_distanger yosesurvival_distancg+

12 The effect sizes are computedraf®/(t*+df)]°. Relative effect sizes are obtained by dividirgy the sum of
the effect sizes of all predictor variables (Gislamd Steenkamp 2007; Steenkamp et al. 1999).
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v060GDP_dist_varianget+ yoresec_dist_varianget yogesurv_dist_variange+

v10d0g years_in_markgt+ y110(log yrsinmktx gdp_dist_host) +

v12o(l0g yrsinmktx gdp_dist_ COQ) + y13o(log yrsinmktx sec_disty +

v1a0(l0g yrsinmktx surv_dist); + yiso{log yrsinmktx GDP_dist_variance)+
v1e0(l0g yrsinmktx sec_dist_variancg)+ y1zlog yrsinmktx surv_dist_variance)+

Y200y€akij + ysoceducatiog + yaodGDPR; + ysocseculag + yeoosurvival, + error term

Though the results of this model were directionatiysistent with the original results, the
model yielded very high VIFs for GDP per capita.@3), the ACSI dummy (14.74), and the
traditional/secular-rational variable (12.05). Shthere may be a selection bias of countries

measured by the ACSI versus countries measureoebigR S,

 The countries in this data set that license the IA@&el include Colombia, the Dominican Republic,
Indonesia, Singapore, Turkey, and the United Stafé® countries measured by the EPSI include Asifnin,
Croatia, the Czech Republic, Denmark, Estoniadrith Georgia, Kazakhstan, Latvia, Lithuania, Norway
Portugal, Russia, Sweden, the United Kingdom, aedJkraine.
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Table 4.2

Impact on Customer Satisfactiort

Unstandardized Relative Expected
Independent Variables Coefficient effect size
Intercept {ooc) 70.9013***
Time-varying effects:
Log years in markety{oc) 1.6322*** 122 + (H7)
Year (y20c) -.0327 .006
Education {soc) -.0981** .032 - (H10)
GDP (400 .2610*** .064 + (H4)
Traditional/Secular-rational ) -2.3021*** 141 H{H1la)
Survival/Self-expressiveyéo) -3.4838*** 201 - (H1b)
Firm -level effects(non-time varying)
Service {o1c) -.7548 .016 - (H11)
GDP distance: host country>CO@%) -.8618*** .088 - (H5a)
GDP dist.: host country<COO GD#of) .0949 .027 (H5b)
Traditional/Secular-rational distancg4) 1407 011 H2a)
Survival/Self-expressive distancgd) -.2850 .006 H2b)
GDP distance varianceggbc) .0594 012 He)
Trad/Secular-rational dist. variancg#) 13.2001 .022 H3a)
Survival/Self dist. variancesds) -10.6277 .008 (H3b)
Moderating effect of experience:
GDP distance: host country>COO x Years .1798** .062 +(H8c)
in marketyi1c)
GDP distance: host country<COO x Years -.0205 .016 {H8c)
in marketyi2c)
Trad/Secular distance x Yrs in markefs() .1098 .018 fH8a)
Survival/Self distance x Yrs in market 4c) .0993 .019 {H8b)
GDP dist. variance x Yrs in market ) -.0457 .037 H9c)
Trad/Secular dist. var. x Yrs in mlt;§c) -9.9070** .042 +(H9a)
Survival/Self dist. var. x Yrs in mki{z) 18.9900** .049 +(H9b)

Variance (%)

Within firms across time 18.3%
Among firms within countries 50.4%
Among countries 31.3%
Log likelihood 3,233.4

***n<.01; **p<.05; *p<.10.
®Test of significance is based on one-tailed test.
N=835
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The effect sizes allow us to compare the magnitofle$fects across levels of aggregation.
The average relative effect size is .048. Theiptex with relative effect sizes greater than
average are those for years in the market, GDRapeta, traditional/secular-rational values,
survival/self-expressive values, GDP distance wherlGDP per capita of the host country is
greater than that of the country of origin, thesrattion of that variable with years in the
market, and finally, the interaction of survivalfsexpressive distance variance with years in
the market.

As expectedHl7), the relationship between a firm’s years in trerket and its ability
to satisfy the customer is positive and significgndo= 1.6322p < .01). With respect to
cultural values, contrary to the hypothesis tham$i experience greater success in satisfying
consumers in secular-rational societies, the resudlicate a negative relationship between
secular-rational societies and customer satisfagfio= -2.3021;p < .01). However, as
proposed irH1b, the results indicate that firms experience lesgass in satisfying
consumers in self-expressive societiggoE -3.4838;p < .01). While the variance in
cultural distance between the host country anatthmtry of origin does not significantly
affect a firm’s ability to satisfy customers, anfils years in the market negatively moderate
the relationship between traditional/secular-ralahstance variance and the firm’s ability to
satisfy consumerg{so=-9.9070;p < .05). This finding is contrary to hypothesis 9a.
Hypothesis 9b is supported, as years in the maiket a positive moderating effect on the
relationship between survival/self-expressive distavariance and the firm’s ability to
satisfy consumerg{7o= 18.9900p < .05).

With respect to the effect of a nation’s level obromic prosperity, firms experience

greater success in satisfying consumers in natatishigh GDP H4; y400= .2610;p < .01).
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When evaluating the effects of economic distartoerésults indicate that firms experience
less success in satisfying consumers if the GDiReohost country is greater than that of the
firm’s country of origin H5a; yo20= -.8618;p < .01). This relationship is positively
moderated by years of experience in the mati8t{y110=.1798;p < .05). The effect of
variance in economic differences between the hmsttcy and country of origin is not found
to be significant.

Lastly, the results associated with the controlaldes are reported. As expected,
firms experience less success in satisfying conssimenations with a high level of
education 110; y300=-.0981;p < .05). The hypothesis that firms experience $eg£ess in
satisfying consumers through service interactibas twith traditional consumer products is

not supported.

4.6 Discussion

This essay examined the extent to which experignttee market has a positive
effect on a firm’s ability to satisfy the customdt.also explored whether experience can
help a MNC to overcome cultural and economic défees between their country of origin
and the host country, as well as adapt to vohaiilitthose differences. This analysis shows
that years of experience in the market have aigesitet diminishing effect on a firm’s
ability to satisfy the customer. However, the fessare mixed with respect to whether
experience helps a MNC to overcome cultural ansh@euc differences between the country
of origin and the host country, and cope with vibtgtof these differences.

With respect to economic differences between threéhand host countries, the

results indicate that economic distance has a ivegaffect on a firm’s ability to satisfy
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consumers when the GDP per capita of the host ppisgreater than that of the country of
origin. However, market experience has a positieglerating effect on this relationship.

With respect to volatility of between-country diféaces, the results indicate that
years of market experience do indeed have a signifimoderating effect on the relationship
between the volatility of cultural distance andrenfs ability to satisfy consumers. As
expected, the results indicate that market expegidias a positive moderating effect on the
relationship between survival/self-expressive distavariance and the firm’s ability to
satisfy consumers. However, market experiencelmegative effect on the relationship
between traditional/secular-rational distance var@aand a firm’s ability to satisfy
consumers. As a post-hoc explanation, | propostthiere may be little experiential learning
taking place in a secular-rational market. Sinmalpction is standardized and there is little
reward for customization in secular-rational saegta firm will not necessarily become
more adaptive even with additional time and expeean the market. Thus, if a firm does
not have the incentive to innovate and experimetié marketplace, they may find
themselves in a stable equilibrium (March 2006y drequipped to anticipate the changing
needs of customers.

The finding that firms experience less successfyatg consumers in secular-
rational societies is also surprising. As a past &xplanation, it may be the case that while
it is easier for the firm to respond to mass, séadided needs, it is harder for the firm to
provide superior levels of satisfaction and toglaithese customers. Further exploration is
needed to evaluate the drivers of customer satisfgaagncluding customer expectations and
perceived value, in order to provide some insightioawhy it is harder to satisfy these

customers.
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In summary, the conceptual model is broadly sugaprs the findings of this study
support the value of accounting for a firm’s expede in the market. More specifically, the
results show that the relationship between thetMityeof country differences and the firm’s
ability to satisfy the customer is significantly devated by the firm’s degree of experience in
the market. Additionally, the findings underscthre importance of controlling for firm-
level characteristics when conducting a cross-natianalysis of customer satisfaction,
given that more than half of the variance in tmalgsis (50.4%) occurs across firms, within
countries.

The results of this analysis have important impices for managers that are
responsible for expansion into international magkéthough the effect size is modest, the
results suggest that satisfaction with a MNC’s pigidl or services is lower in host countries
with a GDP that is greater than or equal to thdaheffirm’s country of origin. It may also be
noted that customer satisfaction is expected tease as the firm gains experience in the
market, which should provide encouragement to aagamnthat is entering a new market.
These findings also indicate that it is in a mamadeest interest to devote resources toward
the growth of a firm’s adaptive intelligence andamizational knowledge, even if market
preferences appear relatively stagnant, as in @ecational societies. Though adaptive
intelligence should increase organically with yeafrexperience, the firm may benefit from
taking deliberate steps to cultivate adaptive ligiehce. By doing so, they may enhance
their ability to provide value to consumers, eveidiverse cultural landscape characterized

by volatility and uncertainty.
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4.7 Future Research

This study suffers from several limitations whialegent opportunities for future
research. First, this research does not controhttustry-specific effects, since the data span
so many different industries. By focusing on ac#peindustry, it would be more feasible to
control for country image effects, which could pdtally impart halo effects (Han 1989).
Additionally, focusing on a smaller set of firms wd allow the researcher to include a
measure of each firm’s past experience in othentrs that are more similar to the country
of interest than the firm’s home country. Thusg @ould control for each firm’s level of
near-market knowledge (Gielens and Dekimpe 200@ato additional insight with regard to
the effects of market experience. Lastly, fut@search could control for a firm’s entry
mode (i.e. joint venture, etc.) into internation@rkets.

In sum, this research shows that market familiaitgl experience can help a firm to
overcome psychic distance. Thus, by showing h@tadce between the home and host
markets affects customer satisfaction, and howay e moderated by experience, this
research may help managers of multinational firaia @ better understanding of the

dynamics of international customer satisfaction.
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Appendix A
ACSI Model and Methodology*

*The following is a verbatim excerpt from “The Angan Satisfaction Index: Nature,
Purpose, and Findings” (Fornell et al. 1996)

ACSI Methodology

For each firm, approximately 250 intews were conducted with the firm’s current
customers. Interviews came from 48 replicate mafiprobability samples of households in
the continental United States with telephones (#5%ouseholds). Prospective respondents
(selected without substitution from the househgldhe “nearest birthday” method) were
screened to identify purchasers of specific goagdseovices within defined purchase and
consumption time periods. These periods vary filar@e years for the purchase of a major
durable, to “within the past month” for frequenglyrchased consumer goods and services, to
currently having a bank account or insurance pohaye person’s own name.

Once a respondent was identified as a customeimterviewer proceeded with the
customer satisfaction questionnaire. Each questioa contains the same 17 structured
guestions and 8 demographic questions. Lead-idiwgrand examples were tailored to
specific goods and services.

Customer expectations were measured by askingmdspts to think back and
remember the level of quality they expected onbiiEs of their knowledge and experience
with a good or servicE Three expectation measures were collected: @atlv
expectations, (2) expectations regarding customizaand (3) expectations regarding
reliability. Customers then rated their recentezignce with the good or service by using
three measures: (1) overall perceived qualityp&teived customization, and (3) perceived
reliability. Two questions then tapped perceivatue, quality relative to price, and price
relative to quality.

Overall customer satisfaction (ACSI) was operatlmed through three survey
measures: (1) an overall rating of satisfactiohtli2 degree to which performance falls short
of or exceeds expectations, and (3) a rating dbpmance relative to the customer’s ideal
good or service in the category. Whereas therlateecommonly used as antecedents in
models of transaction-specific satisfaction (Oli€880; Yi 1991), their use as reflective
indicators of overall customer satisfaction is ¢stent with the cumulative nature of ACSI,
because each measure represents a qualitatividyedif benchmark customers use in
making cumulative evaluations, such as overallaust satisfaction (ACSI). Moreover, the
latent variable methodology employed to estimatral customer satisfaction only extracts
shared variance, or that portion of each measatasltommon to all three questions and
related to the ACSI construct’s position in the mitxichain of cause and effect. Thus,
satisfaction is not confounded by either discondition or comparison to an ideal. Only the
psychological distance between performance andotxji@ens, and between performance and
the customer’s ideal point, was used to estimagsadcustomer satisfaction (ACSI).

Customer complaints were measured by whethertaroes had complained either
formally (as in writing or by phone to a manufaetyror informally (as to service personnel

" Although such post hoc measures of expectations are imperfect, the cost of obtaining expectations prior to
purchase is prohibitive in a study of this magnitude.
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or a retailer). In addition, there were two measufecustomer loyalty. The first was
repurchase likelihood. The second measure wadrooted from two survey variables: the
degree to which a firm could raise its prices agrentage before the customer would
definitely not choose to buy from that firm agaie hext time (given that the customer has
indicated he or she is likely to repurchase) arddgree to which a firm could lower its
prices as a percentage before the customer wofildtds choose again from that firm the
next time (given that the customer has indicatedrtshe is unlikely to repurchase).

Scales and Model Estimation

The frequency distribution of satisfaction and gyahtings is always negatively
skewed in competitive markets (Fornell 1995). @&duce the statistical problems of extreme
skewness, the ACSI uses 10-point (versus 5- orffgp@ting scales to enable customers to
make better discriminations (Andrews 1984). The afsmultiple indicators also reduces
skewness (Fornell 1992). A version of partial teagiares (PLS) is used to estimate the
model (Wold 1989). Partial least squares is atitee procedure for estimating causal
models, which does not impose distributional asgiong on the data, and accommodates
continuous as well as categorical variables. Beead the model structure, PLS estimates
weights for the survey measures that maximize #dality to explain customer loyalty as the
ultimate endogenous or dependent variable. Theatstd weights are used to construct
index values (transformed to a 0- to 100-pointesctdr ACSI and the other model
constructs.
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Appendix B

Products and Services firms included in the dataset

Products Services
Adidas Oldsmobile Allstate Southwest Airlines
Apple Pepsi American Airlines Supervalu
BMW Pontiac American Electric Power Taco Bell
Buick Procter & Gamble| Bank of America United Amdis
Busch Quaker Burger King State Farm Insurance
Cadillac Sara Lee CMS Energy United Airlines
Chevrolet Saturn Consolidated Edison UPS
Chrysler Toyota Continental US Airways
Clorox Tyson Delta USPS
Coke Unilever Dillards Wal-Mart
Colgate VF (clothing) Dominion Resources Wells Fargo
ConAgra Volkswagen Domino’s Pizza Wendy's
Dell Volvo Duke Energy Winn Dixie
Dial Whirlpool Energy Future Holdings
Dodge Entergy
Ford Farmers
Gateway FedEx
GE Appliances FPL Group
General Mills Hilton Hotels
GMC Holiday Inn
Hanes JC Penney
Heinz KFC
Hershey Kroger
Honda Macy’s
Hewlett Packard Marriott
Jeep MetLife
Kellogg New York Life Insurance
Kraft Northeast Utilities
Levi Straus Northwest Airlines
Lincoln Mercury PG&E
Liz Claiborne Pizza Hut
Maytag Prudential Financial
Mazda Publix
Mercedes-Benz Ramada
Nestle Safeway
Nike Sears
Nissan Southern Company
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Appendix C
Descriptive Statistics by Firm

The minimums, maximums, and means for each vargigléaken from 1994-2008. For
advertising effectiveness, underadvertising is tlohby (-) and overadvertising is denoted

by (+).

American Airlines Min Max Mean
ACSI 60 71 64.93
Advertising effort 0.32% 0.80% 0.56%
Tobin’s q A7 1.17 .76
Advertising effectiveness -9.95E+37% -9.95E+37% 958+37%
Advertising efficiency .908 .994 .955
American Electric Power Min Max Mean
ACSI 73 82 76.6
Advertising effort .00% 12% .04%
Tobin’s q .70 1.27 1.01
Advertising effectiveness -47% -.35% -.43%
Advertising efficiency .945 .993 971
Apple Min Max Mean
ACSI 69 85 76.40
Advertising effort A7% 3.83% 2.36%
Tobin’s q .59 6.90 2.36
Advertising effectiveness -3.25% +.11% -1.35%
Advertising efficiency .882 .994 .949
Bank of America Min Max Mean
ACSI 61 74 68.36
Advertising effort .13% 1.09% .78%
Tobin’s q .50 .67 .61
Advertising effectiveness -1,101,276% -1,101,275%  1,101,275%
Advertising efficiency .881 .988 | .963
Buick Min Max Mean
ACSI 83 86 84.67
Advertising effort .02% .24% .09%
Tobin’s q .88 1.08 .99
Advertising effectiveness -.03% +.19% .05%
Advertising efficiency .958 .980 972
Burger King Min Max Mean
ACSI 64 71 67.50
Advertising effort 16.54% 18.75% 17.98%
Tobin’s q 1.75 2.20 1.94
Advertising effectiveness +16.54% +18.75% +17.98%
Advertising efficiency .963 979 971
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Busch Min Max Mean
ACSI 78 84 80.93
Advertising effort 2.06% 4.47% 3.37%
Tobin’s q 1.90 3.92 3.07
Advertising effectiveness -303.03% -300.62% -30%72
Advertising efficiency .948 .988 971
Cadillac Min Max Mean
ACSI 83 88 85.64
Advertising effort .04% .15% .09%
Tobin’s g .88 1.08 .99
Advertising effectiveness +.04% +.15% +.08%
Advertising efficiency .953 987 973
Chevrolet Min Max Mean
ACSI 76 82 78.67
Advertising effort .10% 27% A7%
Tobin’s q .88 1.08 .99
Advertising effectiveness +.09% +.27% +.16%
Advertising efficiency .949 .989 972
Chrysler Min Max Mean
ACSI 78 82 80.07
Advertising effort .19% .24% .23%
Tobin’s q .73 79 .76
Advertising effectiveness +.18% +.24% +.22%
Advertising efficiency 971 .983 975
Clorox Min Max Mean
ACSI 83 88 85.93
Advertising effort 3.08% 13.33% 9.41%
Tobin’s q 2.12 4.64 3.07
Advertising effectiveness -176.76% -166.50% -17%042
Advertising efficiency .950 .986 972
CMS Energy Min Max Mean
ACSI 71 79 75.00
Advertising effort .00% .01% .00%
Tobin’s q .69 1.22 .93
Advertising effectiveness -.01% .00% -.01%
Advertising efficiency .928 .987 .968
Coke Min Max Mean
ACSI 81 87 84.00
Advertising effort 3.90% 6.15% 4.85%
Tobin’s q 3.76 10.34 6.28
Advertising effectiveness -2,430% -2,428% -2,429%
Advertising efficiency .947 .987 971
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Colgate Min Max Mean
ACSI 80 87 82.80
Advertising effort 3.32% 5.03% 4.20%
Tobin’s q 1.97 5.57 4.13
Advertising effectiveness -6,186% -6,184% -6,185%
Advertising efficiency .949 .988 .968
Con Agra Min Max Mean
ACSI 80 86 82.40
Advertising effort .33% 1.38% .64%
Tobin’s q 1.36 2.07 1.69
Advertising effectiveness +.33% +1.38% +.64%
Advertising efficiency .954 .989 971
Consolidated Edison Min Max Mean
ACSI 66 77 70.80
Advertising effort .01% A11% .05%
Tobin’s q .90 1.58 1.18
Advertising effectiveness -4,680,868,442% -4,688,862% | -4,680,868,4429
Advertising efficiency .922 .992 961
Continental Min Max Mean
ACSI 62 70 66.07
Advertising effort .23% .54% .33%
Tobin’s q .65 1.07 .84
Advertising effectiveness -53,490,450% -53,490,45000 -53,490,450%
Advertising efficiency 921 .990 .964
Dell Min Max Mean
ACSI 72 80 76.17
Advertising effort .88% 2.15% 1.52%
Tobin’s q 1.97 13.60 5.72
Advertising effectiveness +.87% +2.14% +1.52%
Advertising efficiency 931 .990 .968
Delta Min Max Mean
ACSI 59 77 66.20
Advertising effort .19% .50% .37%
Tobin’s q .62 1.16 .84
Advertising effectiveness -3.9E+22% -3.9E+22% -390
Advertising efficiency .898 992 .958
Dial Min Max Mean
ACSI 79 86 83.93
Advertising effort 2.22% 3.58% 2.88%
Tobin’s q 1.44 3.25 2.44
Advertising effectiveness -184,484% -184,482% -483%
Advertising efficiency .933 .982 .969
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Dillards Min Max Mean
ACSI 68 77 74.07
Advertising effort 12% 2.57% 1.63%
Tobin's g .85 1.42 1.10
Advertising effectiveness -1.07% +1.38% +.44%
Advertising efficiency .908 .987 .970
Dodge Min Max Mean
ACSI 75 81 77.80
Advertising effort .24% .29% .26%
Tobin’s q .73 .79 .76
Advertising effectiveness -3.43% -3.38% -3.41%
Advertising efficiency 972 973 972
Dominion Resources Min Max Mean
ACSI 65 75 72.13
Advertising effort .01% .37% 11%
Tobin’s q 1.09 1.33 1.18
Advertising effectiveness +.01% +.37% +.11%
Advertising efficiency .895 .988 .964
Domino’s Pizza Min Max Mean
ACSI 67 75 71.29
Advertising effort 8.07% 9.72% 9.00%
Tobin’s q 1.01 5.09 3.10
Advertising effectiveness +7.82% +9.47% +8.75%
Advertising efficiency .943 .980 .969
Duke Energy Min Max Mean
ACSI 76 83 79.13
Advertising effort .00% .004% .001%
Tobin’s q 91 1.46 1.16
Advertising effectiveness -.06% -.03% -.05%
Advertising efficiency .947 .988 971
Energy Future Holdings Min Max Mean
ACSI 63 77 72.13
Advertising effort .01% .19% .10%
Tobin’s q 1.01 2.76 1.87
Advertising effectiveness -.01% +.17% +.09%
Advertising efficiency .903 .990 .952
Entergy Min Max Mean
ACSI 69 76 72.53
Advertising effort .01% .02% .01%
Tobin's g .86 1.22 .98
Advertising effectiveness -1.27% -1.25% -1.26%
Advertising efficiency .936 .990 .966
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FedEx Min Max Mean
ACSI 80 86 83.47
Advertising effort .46% .81% .64%
Tobin’s q 1.23 3.06 1.73
Advertising effectiveness +.46% +.81% +.64%
Advertising efficiency .950 .988 973
Ford Min Max Mean
ACSI 75 80 77.60
Advertising effort .09% .29% .18%
Tobin’s q 71 1.11 .87
Advertising effectiveness - 73% -.53% -.64%
Advertising efficiency .944 985 970
FPL Group Min Max Mean
ACSI 68 77 73.73
Advertising effort .01% .09% .05%
Tobin’s q 1.08 1.60 1.30
Advertising effectiveness -1.9E+19% -1.9E+19% -9
Advertising efficiency 910 .988 .964
Gateway Min Max Mean
ACSI 69 78 73.64
Advertising effort 1.23% 4.13% 3.06%
Tobin’s q .61 6.15 1.96
Advertising effectiveness +1.22% +4.12% +3.06%
Advertising efficiency 917 .990 .964
GE Min Max Mean
ACSI 78 84 81.07
Advertising effort .01% .05% .03%
Tobin's q .56 1.65 1.05
Advertising effectiveness +.01% +.04% +.02%
Advertising efficiency .952 .988 975
General Mills Min Max Mean
ACSI 81 86 82.80
Advertising effort 4.30% 9.30% 6.80%
Tobin’s q 1.63 3.55 2.53
Advertising effectiveness -134.79% -129.79% -13%29
Advertising efficiency .960 .988 973
GMC Min Max Mean
ACSI 78 83 80.92
Advertising effort .08% 44% 21%
Tobin’s q .88 1.08 .99
Advertising effectiveness -.02% +.34% +.12%
Advertising efficiency 951 .984 .973
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Hanes Min Max Mean
ACSI 75 83 79.27
Advertising effort 2.09% 2.55% 2.32%
Tobin's g .97 1.43 1.20
Advertising effectiveness -52,229% -52,228% -529229
Advertising efficiency .967 .980 974
Heinz Min Max Mean
ACSI 85 91 88.33
Advertising effort 45% 1.31% .70%
Tobin’s q 1.75 2.99 2.17
Advertising effectiveness -3.3E+24% -3.3E+24% -3.38%0
Advertising efficiency .948 987 972
Hershey Min Max Mean
ACSI 84 88 86.00
Advertising effort 1.92% 4.23% 3.16%
Tobin’s q 2.11 4.25 3.12
Advertising effectiveness -1,707,863% 1,707,861% 7071,8362%
Advertising efficiency .956 .983 972
Hewlett Packard Min Max Mean
ACSI 70 80 74.13
Advertising effort .53% 2.05% 1.44%
Tobin’s q 1.26 3.74 2.00
Advertising effectiveness +.53% +2.05% +1.44%
Advertising efficiency .927 .993 .964
Hilton Hotels Min Max Mean
ACSI 72 78 75.47
Advertising effort .48% 2.09% 1.15%
Tobin’s q 1.19 2.11 1.55
Advertising effectiveness -5.63% -4.03% -4.97%
Advertising efficiency .942 .987 .970
Holiday Inn Min Max Mean
ACSI 68 73 70.33
Advertising effort 2.86% 8.22% 5.73%
Tobin’s q 1.30 3.04 1.76
Advertising effectiveness +2.86% +8.22% +5.73%
Advertising efficiency 941 .987 .970
Honda Min Max Mean
ACSI 81 86 83.73
Advertising effort .39% .92% .67%
Tobin’s q 1.03 3.62 1.45
Advertising effectiveness +.39% +.92% +.67%
Advertising efficiency .949 .986 .969
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JC Penney Min Max Mean
ACSI 74 79 76.40
Advertising effort .46% 4.85% 1.90%
Tobin's g .83 1.97 1.17
Advertising effectiveness -.29% +4.10% +1.15%
Advertising efficiency .946 .987 .970
Jeep Min Max Mean
ACSI 74 79 76.73
Advertising effort .26% .34% .29%
Tobin’s q .73 .79 .76
Advertising effectiveness -17.18% -17.09% -17.15%
Advertising efficiency .954 .980 .969
Kellogg Min Max Mean
ACSI 81 85 82.80
Advertising effort 3.47% 11.13% 6.77%
Tobin’s q 1.89 4.80 2.96
Advertising effectiveness -1,171.61% -1,163.95 68,31%
Advertising efficiency .958 .986 972
KFC Min Max Mean
ACSI 63 71 67.64
Advertising effort 3.84% 8.02% 4.72%
Tobin’s q 1.63 3.30 2.52
Advertising effectiveness +3.84% +8.02% +4.72%
Advertising efficiency 913 .988 .962
Kraft Min Max Mean
ACSI 81 86 83.50
Advertising effort 3.65% 6.47% 4.35%
Tobin’s q 1.48 1.91 1.70
Advertising effectiveness -811.38% -808.56% -81%68
Advertising efficiency .955 .987 974
Kroger Min Max Mean
ACSI 71 78 74.40
Advertising effort 12% .39% 21%
Tobin’s q 1.33 3.08 1.73
Advertising effectiveness -102.43% -102.15% -10%34
Advertising efficiency .939 .990 .970
Lincoln Mercury Min Max Mean
ACSI 79 86 82.80
Advertising effort .00% .02% .01%
Tobin's g 71 1.11 .87
Advertising effectiveness -.02% +.01% -.01%
Advertising efficiency .949 .987 972
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Liz Claiborne Min Max Mean
ACSI 76 84 79.27
Advertising effort .25% 1.20% .88%
Tobin’s q 74 2.57 1.95
Advertising effectiveness +.25% +1.20% +.88%
Advertising efficiency .945 .986 971
Macy’s Min Max Mean
ACSI 66 75 70.93
Advertising effort .48% 6.41% 3.64%
Tobin’s q .94 1.47 1.19
Advertising effectiveness +.43% +6.36% +3.59%
Advertising efficiency .920 990 .963
Matrriott Min Max Mean
ACSI 74 80 76.60
Advertising effort .36% 1.17% .80%
Tobin’s q 1.38 2.73 1.93
Advertising effectiveness -54.93% -54.12% -54.49%
Advertising efficiency 951 .987 972
Maytag Min Max Mean
ACSI 81 87 83.67
Advertising effort .34% 1.20% .76%
Tobin's g .80 2.59 1.39
Advertising effectiveness +.34% +1.20% +.76%
Advertising efficiency .952 .988 .970
Mercedes-Benz Min Max Mean
ACSI 80 87 84.20
Advertising effort .06% .46% .16%
Tobin’s q 51 1.01 .69
Advertising effectiveness +.03% +.43% +.13%
Advertising efficiency .936 .987 .967
MetLife Min Max Mean
ACSI 71 78 75.29
Advertising effort .22% .53% .40%
Tobin’s q .00 .01 .01
Advertising effectiveness -144.32% -144.01% -14%14
Advertising efficiency .926 .985 .967
Nestle Min Max Mean
ACSI 81 88 83.47
Advertising effort 1.57% 3.57% 2.43%
Tobin’s q 1.70 2.76 2.12
Advertising effectiveness -12,297,142% -12,297,14000 -12,297,141%
Advertising efficiency 951 .986 .969
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Nike Min Max Mean
ACSI 72 82 75.93
Advertising effort 2.46% 4.51% 3.71%
Tobin’s q 2.25 5.03 3.07
Advertising effectiveness +2.45% +4.51% +3.70%
Advertising efficiency .935 .985 .965
Nissan Min Max Mean
ACSI 77 83 80.00
Advertising effort .37% 1.28% 7%
Tobin’s q .58 1.12 .87
Advertising effectiveness +.37% +1.28% +.76%
Advertising efficiency .948 985 971
Northeast Utilities Min Max Mean
ACSI 65 76 70.40
Advertising effort .00% .07% .02%
Tobin’s q .76 1.06 .84
Advertising effectiveness .00% +.07% +.02%
Advertising efficiency .898 991 .958
Northwest Airlines Min Max Mean
ACSI 53 71 62.73
Advertising effort .16% .75% 42%
Tobin’s q 49 .96 72
Advertising effectiveness -12,508,200% -12,508,200p0 -12,508,200%
Advertising efficiency .830 .995 .947
Oldsmobile Min Max Mean
ACSI 80 84 81.55
Advertising effort .07% .16% .10%
Tobin's q .88 1.02 .97
Advertising effectiveness +.04% +.14% +.07%
Advertising efficiency .956 .984 971
Pepsi Min Max Mean
ACSI 82 87 84.27
Advertising effort 1.53% 5.02% 3.41%
Tobin’s q 1.84 4.48 3.46
Advertising effectiveness -10,704% -10,700% -109802
Advertising efficiency .953 .987 971
PG&E Min Max Mean
ACSI 49 73 67.67
Advertising effort .01% .16% .06%
Tobin's g 43 1.08 .83
Advertising effectiveness -1.2E+11% -1.2E+11% -+PF%
Advertising efficiency .740 .992 .949
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Pizza Hut Min Max Mean
ACSI 63 76 70.64
Advertising effort 2.00% 3.71% 2.90%
Tobin’s q 1.63 3.30 2.52
Advertising effectiveness +2.00% +3.71% +2.90%
Advertising efficiency .936 991 971
Pontiac Min Max Mean
ACSI 76 80 78.20
Advertising effort .03% .16% .09%
Tobin’s g .88 1.08 .99
Advertising effectiveness -.37% -.24% -.31%
Advertising efficiency 951 .982 971
Procter & Gamble Min Max Mean
ACSI 81 87 83.73
Advertising effort 7.89% 12.49% 9.54%
Tobin’s q 2.23 5.15 3.26
Advertising effectiveness -204.14% -199.54% -20%49
Advertising efficiency .952. .989 972
Prudential Financial Min Max Mean
ACSI 68 79 73.20
Advertising effort .29% .48% .36%
Tobin’s q A7 31 .25
Advertising effectiveness -247.73% -247.53% -24%65
Advertising efficiency .934 .988 .966
Publix Min Max Mean
ACSI 77 83 81.00
Advertising effort .16% .26% 21%
Tobin’s q 1.73 28.04 7.41
Advertising effectiveness +.14% +.24% +.19%
Advertising efficiency .939 .985 973
Quaker Min Max Mean
ACSI 82 88 85.14
Advertising effort 2.92% 9.64% 5.42%
Tobin’s q 1.61 5.77 3.35
Advertising effectiveness -35,327% -35,321% -35%825
Advertising efficiency .960 .983 .969
Safeway Min Max Mean
ACSI 70 76 72.87
Advertising effort A7% 51% .35%
Tobin’s q 1.42 3.52 2.01
Advertising effectiveness -452,950% -452,949% -450%
Advertising efficiency .943 .988 .968
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Sara Lee Min Max Mean
ACSI 80 86 82.60
Advertising effort A42% 1.42% 7%
Tobin’s q 1.37 2.77 1.98
Advertising effectiveness +.42% +1.42% +.77%
Advertising efficiency .953 .988 972
Saturn Min Max Mean
ACSI 80 85 81.8
Advertising effort .04% .21% 11%
Tobin’s g .88 1.08 .99
Advertising effectiveness -.02% +.15% +.05%
Advertising efficiency .956 .988 971
Sears Min Max Mean
ACSI 71 76 73.27
Advertising effort 1.00% 3.45% 2.24%
Tobin’s q .18 1.38 1.00
Advertising effectiveness +1.00% +3.45% +2.24%
Advertising efficiency .946 .986 .970
Southern Company Min Max Mean
ACSI 76 82 79.47
Advertising effort .02% .22% 11%
Tobin’s q 1.13 1.44 1.26
Advertising effectiveness +.01% +.21% +.11%
Advertising efficiency .938 .985 .969
Southwest Min Max Mean
ACSI 70 79 74.47
Advertising effort 1.48% 2.44% 1.95%
Tobin’s q 1.04 3.25 1.83
Advertising effectiveness +1.48% +2.44% +1.95%
Advertising efficiency .926 .992 .966
Supervalu Min Max Mean
ACSI 74 77 75.60
Advertising effort .10% .63% .37%
Tobin’s q .95 1.62 1.30
Advertising effectiveness +.10% +.63% +.37%
Advertising efficiency .958 .983 971
Taco Bell Min Max Mean
ACSI 63 72 67.00
Advertising effort 2.52% 3.58% 3.27%
Tobin’s q 1.63 3.30 2.52
Advertising effectiveness +2.52% +3.58% +3.27%
Advertising efficiency 917 991 .963
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Toyota Min Max Mean
ACSI 82 87 84.47
Advertising effort .24% .79% .50%
Tobin’s q .94 1.76 1.31
Advertising effectiveness +.24% +.79% +.50%
Advertising efficiency .953 .987 972
Tyson Min Max Mean
ACSI 78 83 79.73
Advertising effort .13% .54% .23%
Tobin’s q 1.17 1.81 1.43
Advertising effectiveness -.10% +.32% +.01%
Advertising efficiency .963 984 974
Unilever Min Max Mean
ACSI 81 87 84.00
Advertising effort 2.61% 3.69% 3.19%
Tobin’s q 2.18 3.78 2.87
Advertising effectiveness -274,253% -274,252% -2%2%
Advertising efficiency .954 .986 972
United Airlines Min Max Mean
ACSI 56 71 63.40
Advertising effort 0.00% 0.00% 0.00%
Tobin's g 46 .78 .63
Advertising effectiveness -1.8E+64% -1.8E+64% -850
Advertising efficiency .873 .994 .946
United Parcel Service Min Max Mean
ACSI 77 87 81.13
Advertising effort .30% .64% .46%
Tobin’s q 2.15 3.95 3.05
Advertising effectiveness +.30% +.64% +.46%
Advertising efficiency .942 .982 .964
US Airways Min Max Mean
ACSI 54 72 62.93
Advertising effort 12% 1.51% 73%
Tobin’s q .56 1.28 .94
Advertising effectiveness -947,858% -947,857% -888%
Advertising efficiency .857 .993 .952
VF Min Max Mean
ACSI 78 84 81.53
Advertising effort 1.21% 2.77% 1.83%
Tobin’s q 1.58 2.40 1.84
Advertising effectiveness -187.735% -187,734% -18%%
Advertising efficiency .944 .987 971
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Volkswagen Min Max Mean
ACSI 74 83 78.93
Advertising effort 49% 1.52% 1.06%
Tobin’s q 45 74 .57
Advertising effectiveness +.49% +1.51% +1.06%
Advertising efficiency .940 .986 .967
Volvo Min Max Mean
ACSI 80 84 81.83
Advertising effort .24% 2.53% 1.17%
Tobin’s g 77 1.08 .94
Advertising effectiveness -11% +2.18% +.82%
Advertising efficiency .956 985 972
Wal-Mart Min Max Mean
ACSI 68 81 74.00
Advertising effort 0.11% 0.29% 0.21%
Tobin’s q 2.04 5.29 3.01
Advertising effectiveness +.11% +.29% +.21%
Advertising efficiency .904 994 961
Wells Fargo Min Max Mean
ACSI 62 72 67.86
Advertising effort 6.36% 12.20% 9.62%
Tobin's g 47 .69 .60
Advertising effectiveness +6.36% +12.20% +9.62%
Advertising efficiency .923 .988 .965
Wendy's Min Max Mean
ACSI 69 78 72.93
Advertising effort 9.05% 14.78% 11.79%
Tobin’s q 1.98 2.63 2.21
Advertising effectiveness +8.95% +14.67% +11.69%
Advertising efficiency .929 .992 .966
Whirlpool Min Max Mean
ACSI 80 87 83.27
Advertising effort .22% .58% .37%
Tobin’s q .34 1.23 .97
Advertising effectiveness +.22% +.58% +.37%
Advertising efficiency .950 .988 973
Winn Dixie Min Max Mean
ACSI 71 76 73.47
Advertising effort .10% .30% .20%
Tobin's g 21 3.06 1.69
Advertising effectiveness -859,448% -859,448% -888%
Advertising efficiency .947 .988 971
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Appendix D
Consumer packaged goods firms included in the datas

Food Processing:
Campbell Soup Co.
ConAgra Foods, Inc.
Dole Food Company, Inc.
General Mills, Inc.
Hershey Foods Corporation
H.J. Heinz
Kellogg Company
Kraft Foods, Inc.
Nestlé S.A.
Pillsbury
The Quaker Oats Company
RJR Nabisco
Sara Lee Corporation
Tyson Foods, Inc.

Pet Foods:
Colgate-Palmolive Corporation (Hill’'s Pet Nutritijpn
Nestlé S.A. (Purina)
The Procter & Gamble Company (lams)
Ralston Purina

Beverages:
Cadbury Schweppes PLC
The Coca-Cola Company
PepsiCo Inc.

Personal Care and Cleaning Products:
The Clorox Company
Colgate-Palmolive Corporation
The Dial Corporation
The Procter & Gamble Company
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Appendix E
Firms included in the dataset

CONSUMER PRODUCTS SERVICES
Apparel Banks/Financial
Adidas BBVA (bank)
BBVA (retirement)
Automobiles BNP Paribas
BMW BTA Bank
Chevrolet Citibank
Fiat Danske Bank
Ford DNB NORD
Honda Erste banka
Hyundai GE Money Bank
Kyocera Handelsbanken (bank)
Mazda Handelsbanken (mortgage)
Mercedes HSBC (bank)
Nissan HSBC (credit card)
Opel Hypo banka
Peugeot ING
Renault Maybank
Tan Chong Motor Narodniy Bank
Toyota Nordea
Volkswagen Nordea Hypotek
Volvo Popular
ProCredit Bank
RBS Group (credit card)
CPGs RBS Group (mortgage)
Nestle RBS/ NatWest (bank)
Unilever RBS/ NatWest (mortgage)
Santander (bank)
Santander (mortgage)
Durables Santander (retirement)
Bosch Scotia Bank
LG SEB
Philips SEB hypotek
Siemens Skandia (retirement)

Skandiabanken
Standard Chartered
Swedbank (bank)
Swedbank (mortgage)
Swedbank/Hansabank
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Delivery and Logistics
DHL

FedEx

UPS

Energy
Caltex
EON
ExxonMobil
Fortum
Shell
Vattenfall

Hospitals
Alexandra

Insurance

Aksigaorta

American Home Assurance
American International Assurance
ASKA

AXA

BTA

Chartis

Codan

Ergo

ERGO Lietuva

Gensidige
Gensidige/Nykredit
Gjensidige

If

If Eesti Kindustos
Manulife

Nordea (Tryg)

Prudential

Skandia

Swedbank Varakindlustus
Trygg Hansa

Volvo Insurance

Mobile and Broadband

Bee Line (cable and internet)

Bee Line (mobile)
Bite (mobile)
Bite (cable and internet)
Canal Digital
Elisa
Huawei
Motorola
Movistar
Nokia
02 Telefonica
Orange
Samsung Broadband
Samsung Wireless
Sony Ericsson
Tele2 (internet)
Tele2 (mobile)
Telenor (internet)
Telenor (mobile)
Telia (cable)
Telia (internet)
TeliaSonera
T-mobile
Voldafone
ZTE

Recreation and Leisure
Burger King

Coffee Bean & Tea Leaf

Delifrance
Grand Hyatt
KFC

McDonalds
Pizza Hut
Shangri-La
Starbucks

The Ritz-Carlton
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Retail

Amazon
Bauhaus
Carrefour
DFS

eBay

Gima
Hornbach
ICA

IKI

Isetan
iTunes
K-Rauta

Lidl

Migros
Play.com
Silvan

Sok
Takashimaya
Ticketmaster

Transport
Cathay Pacific
Emirates
GoByBus
Qantas
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