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Abstract

A significant proportion of many firms’ customers are unprofitable. The question of how unprofitable customers should be managed
has recently received increasing research attention from the customer and manager angles, but the effects of unprofitable customer
management (UCM) strategies on sharcholder value is unknown. Using an event study methodology, we examine stock market
reactions to disclosures of firms’ UCM strategy decisions. Results from a sample of UCM strategy disclosure events reveal an
average short-term abnormal stock return of —0.53%. Drawing on signaling theory logic, we explore a number of signal (UCM
strategy), signaler (firm engaging in UCM), and signaling environment characteristics that may affect the shareholder value effects
of firms” UCM approaches. Our analyses show that investors respond more favorably to indirect UCM strategies than to direct
customer divestment strategies. We also find that particular types of indirect UCM strategy approaches and strategic intent in UCM
strategy adoption, stronger firm marketing capabilities and, and positive publicity can help mitigate the generally negative abnormal
stock returns observed. Overall, our findings have important implications for marketing theory and provide actionable new insights
for managers into how to approach the management of unprofitable customers.

Keywords Customer relationship management - Customer relationship termination - Unprofitable customer management - Event
study - Abnormal stock return

Introduction

A substantial proportion of most firms’ customers are unprof-
itable, creating a significant performance drag (Shah et al.
2012; Mittal and Sarkees 2006). As a result, it has been argued
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that firms should selectively “demarket” to or even “fire” such
customers (Lepthien et al. 2017; Miklos-Thal and Zhang
2013; Shin et al. 2012). The literature depicts such moves as
“unprofitable customer management” (UCM), i.e., seller-
initiated actions aimed at customers who provide insufficient
value to the firm with the goal of either increasing their value
or terminating their relationship with the seller (e.g., Haenlein
et al. 2006; Mittal et al. 2008; Ryals 2005). However, it is not
obvious how such strategies may impact firm value because,
although the intention is to increase average customer profit-
ability, such actions may also result in a smaller customer
base, generate extra costs, and risk spillover effects on other
existing and potential customers.

Understanding the consequences of UCM strategies is
managerially and theoretically interesting for a number of
reasons. First, unprofitable customers are a prevalent phe-
nomenon and most firms lose money on a significant pro-
portion of their customers (Haenlein and Kaplan 2012;
Mittal and Sarkees 2006). Thus, insights into how to best
manage such customers are of real economic importance.
Second, the literature reveals increasing management at-
tention paid to—and incidence of—customer divestments
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include negotiation costs, termination compensation, and even
litigation fees (Giller and Matear 2001; Pressey and Mathews
2003). Additionally, firms lose all previous investments in any
resulting lost customers (Haenlein et al. 2006), and economies
of scale may be lowered (Mittal et al. 2008). Indirect costs
identified include search costs to find higher value replace-
ment customers (Pressey and Mathews 2003) and extra costs
to guard remaining high-value customers from rivals
(Subramanian et al. 2007).

Second, in addition to such costs, there are also risks to
both non-directly affected customers and prospective cus-
tomers from firms” UCM strategies. For example, directly
affected customers may engage in negative WOM, causing
reputational damage that can affect the firm’s relationship
with both remaining customers and prospective customers
(Lepthien et al. 2017). This creates additional costs such as
public relations (PR) expenses to deal with possible nega-
tive publicity (Giller and Matear 2001; Pressey and
Mathews 2003). It can also lead to the firm needing to
compensate new and remaining high-value customers to
offset potential negative image effects from UCM
(Haenlein and Kaplan 2012). In addition, the literature sug-
gests that UCM strategies risk decreasing firms’ bargaining
power with remaining “top-tier” customers (Homburg et al.
2008).

Given these costs and risks to future cash-flows, it is
unclear how these may “net-out” in terms of both account-
ing outcomes” and investor value assessments—and the
outcome may conceivably be either positive or negative.
To examine this issue we draw on signaling theory logic
and the CRM and stock valuation literature to answer three
key questions. First, how does the stock market react to
news of firms” UCM strategies? Do investors reward or
punish firms for disclosures concerning their low value
customers and how the firm intends to manage them?
Second, how are investors’ reactions shaped by the content
of the UCM disclosure? Are some types of UCM goals and
strategies valued more than others? Third, how do firm and
environment characteristics affect investor responses to
firms” UCM actions? Do they react differently to otherwise
similar UCM strategy disclosures?

In answering these questions, our study offers three
main contributions. First, adopting the shareholder per-
spective, we examine the abnormal stock returns that re-
flect investors’ collective assessment of the prospective
cash flow and asset value impact of UCM strategies. We
find that on average, the stock market penalizes a firm’s
stock on disclosure of UCM strategies, suggesting that

Assessment of
shareholder
value impact?

Yes

Investors respond more

favorably if the firm
uses indirect strategies,
reveals certain strategic
intent (i.e. strengthen

core, serve more
has stronger marketing

profitable customers),
capabilities, and

disclosures result in an
stock return of —.53%.

satisfaction is high
average abnormal

(low).

Firms’ UCM strategy
receives positive

Key findings
publicity.

192 UCM events

Sample

Method
Event study

Perspective
Investor

disclosures impact abnormal

management strategy
stock returns

How unprofitable customer

Research focus

2 The only study to have investigated the accounting performance outcomes of
direct UCM actions—customer divestment (Reinartz et al. 2004) found weak
and conflicting results when perceptual and objective (ROA) performance
measures are used. No prior study has investigated shareholder value
outcomes.

Table 2 (continued)

Research
This Study
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either investors view the costs and risks of UCM as
outweighing its benefits and/or that the new UCM infor-
mation leads them to revise downwards their previous val-
uation of the firm’s customer equity. This provides the first
empirical evidence of the shareholder value impact of
UCM strategies and will help managers who are largely
uncertain of its likely effects make key CRM strategy
decisions.

Second, while the literature offers a range of normative
prescriptions regarding strategies that firms should use to
manage or terminate relationships with low value customers,
our study presents the first empirical insights into the effects of
such strategies on firm value. Specifically, we find that the
stock market’s average negative response is mitigated by
UCM strategy choices (i.e., indirect approaches such as dis-
tancing), the firm’s strategic intent in making the UCM strat-
egy choice (i.e., to focus on customers in its core business or to
re-allocate resources to more profitable customers), and posi-
tive publicity associated with news of the firm’s UCM strate-
gy. These findings provide managers with new insights into
how to plan, execute, and communicate strategies for manag-
ing unprofitable customers.

Third, our analyses reveal that the level of the firm’s
marketing capabilities also mitigate the overall negative
investor response to news of a firm’s UCM strategy.
Specifically, when a firm has weak marketing capabilities,
investors may view new information regarding a firm’s
UCM approach as an indicator of “poor” CRM and lower
their expectations of the firm’s future cash flows and their
risks, and their valuation of the firm’s customer equity. In
addition, we find that poor prior performance and positive
publicity can also mitigate the negative response from in-
vestors to UCM disclosures. This confirms prior research
showing that investors use other information about a firm
to interpret and respond to disclosures regarding its strate-
gic decisions.

In the next section, we outline the conceptual framework
for our study and develop a set of testable research hypothe-
ses. Then we describe the research method adopted, data col-
lection, and estimation methods used to test these hypotheses.
Next, we present and discuss our findings and consider their
implications. Finally, we examine the study’s limitations and
present ideas for future research arising from our results.

Conceptual model and hypotheses

UCM refers to firm-initiated actions with respect to customers
who provide insufficient value to the firm designed to either
increase the customer’s value or terminate their relationship
with the firm. Firms initiate UCM actions when some of their
customers have relatively low profitability and tie up re-
sources that could be used to serve more profitable customers

@ Springer

(Mittal et al. 2008; Zeithaml et al. 2001).> The literature sug-
gests that UCM is a process consisting of activities including
assessment of customer value, renegotiation of the value prop-
osition, migration of customers, and termination of relation-
ships (e.g., Haenlein and Kaplan 2012; Mittal and Sarkees
2006; Reinartz et al. 2004). While UCM has generally been
viewed as desirable by CRM scholars, it is unclear how inves-
tors may respond to such moves and what factors may affect
their response.

Investors value firms on the basis of expected future cash-
flows over a future period, likely risks to those cash-flows
during this period, and the expected residual value of the
firm’s assets at the end of the period (e.g., Bayer et al. 2017,
Kumar and Shah 2009).* Over the past decades the role of
intangible assets in generating cash-flows, the risks to those
cash-flows, and the residual value of the firm has grown dra-
matically, dwarfing that of tangible assets for most industries
and firms (e.g., Stewart and Morgan 2019). However, intan-
gible asset-based cash-flows, risks, and residual values are
harder for investors to estimate as they involve assets such
as customer relationships, brands, and intellectual property
(Srinivasan and Hanssens 2009). While investors have access
to concrete public information concerning the firm’s tangible
asset values, expected life, etc. from financial statements for
public firms, this is generally not true with most intangible
assets such as its brands and customer relationships (Bayer
etal. 2017).

When information about a firm’s intangible assets is avail-
able, investors clearly use this in their valuations. For exam-
ple, studies have shown that when concrete information about
firms customer base is available (e.g., customer churn and
acquisition rates in subscription-based businesses and some
contractual businesses such as telephone and cable compa-
nies), it can be used to compute the firm’s customer equity
(the total value of the firms current and expected customers
lifetime value) which closely tracks valuations of the firm’s
stock (e.g., Bonacchi et al. 2015; Gupta et al. 2004; McCarthy
and Fader 2018). A firm’s managers may have a great deal of
data about its customers which provides the opportunity to
develop valuations of individual customer relationships and
assess the quality and value of the firm’s overall customer base
(e.g., Kumar and Shah 2009). Yet, in most industries (and for
almost all non-public firms), this private information is not
publicly available, creating an information asymmetry be-
tween firms’ managers and investors. As a result, investor

3 Firms also engage in direct UCM strategies by divesting customers for other
reasons including government regulations and shifts in business strategy (e.g.,
Mittal et al. 2008). While, we control for these in our analyses, the focus in this
study is on low customer value as the driver of firms’ UCM strategies.

4 Finance theory suggests that the residual value of the firm is determined by
the quality of the firm’s tangible and intangible assets (such as customer rela-
tionships and brands), as these influence the level, risk, growth and longevity
of the firm’s longer-term future expected cash flows.
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valuations of firms’ customer equity is uncertain and any new
information proving insight into the size and profitability of a
firm’s existing and likely future customer base is likely to be
value relevant (e.g., Bayer et al. 2017).

The primary theory lens used in examining behavior in the
context of such information asymmetries concerning private
information regarding quality (in this case the quality—and
therefore value—of the firm’s current and expected future
customer relationships) is signaling theory (e.g., Spence
2002). Signaling theory is concermed with how such informa-
tion asymmetries may be reduced by one party providing sig-
nals of its underlying quality to another party when there are
potential costs and/or risks to the discloser associated with
signaling. (e.g., Kirmani and Rao 2000). Signaling theory
posits that when one party perceives these costs/risks to be
lower than the likely benefits, they will reveal information to
the other party that signals their true quality and reduces in-
formation asymmetry (Connelly et al. 2011). Signaling theory
has been used to explain firm quality and IPO acquisition
(Reuer et al. 2012), the quality—and therefore value—of
brands in online markets (Waldfogel and Chen 2006), and as
ameans of addressing asymmetric information about the qual-
ity of used cars (Lewis 2011).

In the case of UCM, investors are interested in information
concerning the quality of the firm’s customer base and the
ability of the firm to generate cash flows from its customers
as this helps them more accurately value the firm. However, it
may be costly and risky for managers to share private infor-
mation concerning both the value of a firm’s customers and its
ability to generate cash flows from its customers with inves-
tors for a number of reasons. First, managers may view infor-
mation concerning its customer base as being of value to rivals
in developing and executing their competitive strategies (e.g.,

Fig. 1 UCM disclosure and
shareholder value

UCM Disclosure
New information about a

Bayer et al. 2017; Berger and Hann 2007). For example,
knowledge of which customers are the least valuable to a firm
may give rivals insight into the firm’s likely resource alloca-
tions and marketing moves. Second, customers may respond
negatively to such information if it leads them to see the firm
as being more interested in generating cash flows than in en-
gaging in mutually beneficial relationships (e.g., Mittal et al.
2008). For example, customers sent Sprint Nextel to the top of
MSN Money’s “Customer Service Hall of Shame” when it
terminated contracts with 1000 customers due to their low
profitability (Srivastava 2007). Third, while information
asymmetries may generally lead investors to be conservative
in their valuations (e.g., Epstein and Schneider 2008), not all
information if revealed by a firm may enhance investor valu-
ations of the firm. For example, if investors believed some of a
firm’s customers were among its most valuable and a firm
reveals that they are among its least valuable, then this may
lead them to revise valuations downwards.

Thus, in the UCM context there are clearly downside costs
and risks to firms’ in revealing some types of information
relating to the quality of its customer base and the firm’s abil-
ity to generate cash flows from its customers. Furthermore,
even if a firm decides to engage in UCM actions and not to
publicly disclose this, it risks disclosure by affected cus-
tomers. Signaling theory indicates that managers will evaluate
the costs and benefits of revealing new information regarding
the quality of the firm’s customer base, ability to generate cash
flows from it, and risks to it and only reveal such information
when they believe that the expected benefits outweigh the
anticipated costs and risks of doing so.

Key elements in any signaling framework to understand
how and with what consequences such decisions may emerge
can be categorized in terms of the signaler (the party revealing

Investor Receiver &
Feedback

firm’s customer value and
management

UCM Signal

Characteristics
+ H1: UCM Strategy Type:
Direct Divestment
« H2-3: Strategic Intent (+)
+ H4: Voluntary Disclosure (+)

« # Affected Customers

« UCM Target
+ UCM Stage

L Stock Value
(Abnormal Stock Returns)

)

UCM Signaler \

Characteristics
+ H5: Marketing Capability (+)
* H6: Prior Performance  (-)

« UCM Frequency

« Customer Profitability
Knowledge

* Firm Size

* Financial Leverage

* CAR (3.2

UCM Signaling

Environment
* H7: Positive Publicity (+)
« H8: Media Coverage (+)

* UCM Activity Cycle
B2B

* Services
« Industry Controls
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the new information); the signal (the information being re-
vealed), the receiver (the party receiving/interpreting the sig-
nal and their response); and the signaling environment (the
context in which all of this occurs) (Connelly et al. 2011).
We use these groupings to identify contingency factors that
may affect investor reactions to UCM disclosures.
Specifically, we argue that the net effect of UCM disclosures
on investor (signal receiver) valuations will be contingent on
the characteristics of: (1) the signal content i.e. the revealed
UCM strategy; (2) the signaler, i.e., the firm concerned; and
(3) the signaling environment surrounding the UCM disclo-
sure. These characteristics may impact firm value outcomes of
UCM in different ways (both positive and negative), suggest-
ing that a wide range of changes in firm value is likely.
Figure 1 depicts the conceptual model for our study. We next
derive hypotheses about the overall net effect of UCM disclo-
sures on firms’ stock returns.

The moderating role of UCM strategy (signal)
characteristics

UCM strategies Two basic types of UCM strategies—direct
and indirect—have been identified. In a direct UCM strat-
egy, the firm takes specific actions to openly terminate its
relationship with targeted low value customers without
giving them an option to stay (Mittal and Sarkees 2006).
This can be a fast and in direct cost terms, cheap-to-
execute UCM strategy. However, it can also lead to sig-
nificant indirect costs. For example, research has shown
that direct customer divestment may both increase non-
affected remaining customers’ exit intentions and reduce
the joining intentions of prospective new customers
(Haenlein and Kaplan 2012). This may be a result of
direct strategies being involuntary relationship termina-
tions for affected customers, which can break psycholog-
ical contracts and have traumatic effects (e.g.,
Montgomery et al. 2017). In addition, when experiencing
such adverse outcomes, to avoid negative feelings about
themselves customers tend to attribute them to external
reasons (e.g., Pick et al. 2016) and may perceive the
firm’s actions as unfair. Behavioral research has shown
that involuntary service termination hurts customer brand
attitude and increases negative WOM and customer re-
venge (Haenel et al. 2019; Lepthien et al. 2017). Thus,
directly affected customers are likely to blame the firm,
and may even take “revenge” by spreading negative
WOM as a way of mitigating culpability, coping with
anger and frustration, and protecting self-esteem to “re-
store justice” (Haenel et al. 2019; Lepthien et al. 2017).
This may lead to a more negative investor interpretation
of the UCM disclosure than with alternative indirect UCM
strategies, harming stock returns for a number of reasons
including investors: (1) estimating that the total (direct and
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indirect) costs of such strategies in dealing with affected
customers are likely to be higher; (2) viewing the risk of
negative spillovers to other customers and prospective cus-
tomers being higher, both increasing costs and risks to
future cash flows; and (3) having expectations of potential
damage to the firm’s customer relationships that lower val-
uations of the firm’s customer-related intangible assets.

In contrast, firms using an indirect strategy seek to improve
low value customers’ profitability or to divest them without
sending explicit termination messages to affected customers
or by providing them with options to continue the relationship
(Haenlein et al. 2006). Three widely-used indirect approaches
have been identified.’ First, price increase, where a firm in-
creases low value customers’ relational costs (e.g., introduces
customer service fees) so that they either switch suppliers or
become more profitable (e.g., Zeithaml et al. 2001). Second,
tiered services, where low value customers are switched to
lower-cost service options to improve profitability (e.g., from
financial advisors to call centers), often with the goal of end-
ing the relationship (Mittal et al. 2008)—this strategy is also
referred as service demotion or downgrading (Haenel et al.
2019). Third, distancing, where the firm gradually reduces
the strength of the relationship via firm behavior changes
and reduced investment, such as decreased frequency of com-
munication (e.g., Halinen and Téahtinen 2002). For example,
retailers may stop sending catalogs or marketing offers to low
value customers.

Adopting such indirect strategies may be a slower and
more costly approach in terms of direct costs (since it
involves new marketing actions) with respect to the af-
fected customers. However, it may also result in lower
indirect costs as affected customers are more likely to
view the relationship change or exit as voluntary, leading
to less negative emotions (Gassenheimer et al. 1998). In
many cases, customers may not even notice the firm’s role
in any relationship changes (Haenlein et al. 2006). This
should result in targeted customers having less negative
feeling toward the firm and being less prone to negative
WOM. In addition, since at least some proportion of the
customers targeted by such indirect strategies are likely to
remain customers of the firm they may become more prof-
itable as a result of increased revenues and/or lowered
costs-to-serve. Thus, indirect strategies may provide an
avenue to increase future cash flows. To investors, this
should reduce the likely total costs and risks associated
with negative spillovers to other customers and prospec-
tive customers, enhance expectations regarding revenues
and lower costs-to-serve for remaining affected cus-
tomers, and lead them to be less likely to downgrade the

> While firms could use a combination of different strategies, we find only
three such cases in our sample (all using both price increases and tiered-ser-
vice). Excluding these firms does not affect our later hypothesis testing results.



J. of the Acad. Mark. Sci. (2020) 48:246-269

253

value of the firm’s customer-related intangible assets.
Therefore, we expect that:

H1: Investor reactions to UCM disclosures will be less favor-
able in the case of firms adopting direct vs. indirect
strategies.

Strategic intent The management literature suggests that cor-
porate decisions such as UCM taken with a specific goal in
mind should create more value (e.g., Montgomery et al.
1984). Studies have shown that abnormal returns to firms’
strategic decisions depend on their intended goal, which in-
vestors use to help interpret their potential impact on firm
value (Blackwell et al. 1990; Brickley and Van Drunen
1990). Investors will be more certain of the intended goal of
UCM actions when this is made explicit by the firm. Two
UCM goals may be particularly positively viewed by inves-
tors in this regard.

First, Wiles et al. (2012) suggest that investors respond more
favorably when resources freed up by strategic actions are
invested in areas in which the firm has more experience, as
this is less risky and more likely to deliver positive returns.
From this perspective, investors may be sensitive to such ac-
tions being designed to enhance the firm’s investments in its
core business—the aspects of'its business that are most central
to its business operations and provide the majority of its cash-
flows (Wiles et al. 2012). Thus, if a firm engages in UCM
intending to re-focus resources on their core business as a
de-diversification effort (Varadarajan et al. 2001), this may
be interpreted by investors as a less risky (and therefore more
valuable) use of any freed-up resources resulting from UCM.
This suggests:

H2: Investor reactions to UCM disclosures will be more favor-
able for firms announcing the strategic intent of focusing
their resources on their core business.

A second strategic intent for UCM that may be favor-
ably received by investors is to free up resources for more
profitable customers (i.e., customers with higher customer
lifetime value; CLV) across the firm’s businesses. Clearly,
not all customers are equal in terms of their costs and
benefits to the firm (Kumar and Shah 2009). In addition
to profits on current sales, firms calibrating the CLV of
their customers may include the potential to up-sell, cross-
sell, and increase customers share of requirements that
may contribute to all future profits from a customer over
his or her life or relationship with a firm (e.g., Gupta et al.
2004). Providing a rationale for a UCM decision
concerning releasing resources to invest in more

profitable customers suggests that the firm is able to iden-
tify and calibrate customer-level profitability and that the
resources generated will be spent on such higher potential
customers. These may also include new customers that are
targeted on characteristics manages believe indicate
higher profit potential. In addition, investing more re-
sources in high-value customers designed to increase their
loyalty may also enhance expected cash flows. A strategic
intent to focus on more profitable customers should there-
fore enhance investor perceptions that the firm is taking
actions designed to enhance future profits and thus more
effectively signal the likely level of, and risks to, future
cash flows from the UCM decision (Wiles et al. 2012).
Thus, we hypothesize:

H3: Investor reactions to UCM disclosures will be more favor-
able for firms announcing the strategic intent of focusing
their resources on more profitable customers.

Voluntary disclosure Disclosing UCM actions voluntarily
may signal managers’ confidence in their firm’s ability
to accurately establish customer profitability and its will-
ingness and ability to enhance performance by adopting
actions designed to proactively deal with such customers.
Sending such voluntary signals also suggests that man-
agers are less concerned that the UCM actions they are
taking will provoke significant and costly negative re-
sponses from customers and prospective customers.
Firms voluntarily disclosing customer divestments may
also be expected to have lower associated PR costs than
if it is later disclosed and reported by a third party (e.g.,
customers, press). Conversely, since the stock market is
sensitive to signals of a firm’s financial prospects, if UCM
news emanates from a third party, it may be more likely to
be interpreted by investors as a signal that the firm may
have undisclosed problems associated with unprofitable
customers (Chen et al. 2009). Moreover, if the value im-
plications of a signal are mixed or ambiguous, investors
are more likely to process the information as if the worst-
case scenario is true (Epstein and Schneider 2008). Thus,
we expect that:

H4: Investor reactions will be more favorable to voluntary than
involuntary UCM disclosures.

The moderating role of firm (signaler) characteristics
Disclosures concerning firms’ strategic decisions and ac-
tions such as UCM often convey ambiguous and complex

information that is difficult for investors to interpret
(Wiesel et al. 2012). Under such circumstances, investors
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are likely to use other firm characteristics as an informa-
tional lens in interpreting the value implications of UCM
disclosures. We hypothesize that two firm characteristics
may provide important informational lenses on UCM are
marketing capabilities and prior performance.

Marketing capabilities Marketing capabilities reflect a
firm’s ability to use available resources to perform mar-
keting tasks in ways that achieve desired outcomes (e.g.,
Feng et al. 2017; Morgan 2012). Firms with superior mar-
keting capabilities vis-a-vis its peers are therefore able to
achieve greater levels of desirable marketing outcomes for
a given level of resource inputs. One of the most desirable
outcomes of firms’ marketing efforts is market-based asset
such as profitable customer relationships (Feng et al.
2015). When seeking to interpret new information with
uncertain outcomes, investors often use other information
to provide clues as to how to interpret the new signal. A
firm’s marketing capabilities is one such lens (Wiles et al.
2012). For example, a firm may engage in UCM because
it has advanced CRM capabilities that allow it to accu-
rately evaluate the value of its customer base and strong
market research, pricing, service design, and marketing
communications capabilities to be able to design and ex-
ecute a range of UCM actions (Wang and Feng 2012).
Alternatively, a firm may engage in UCM because it has
a poor ability to identify and attract high-value prospec-
tive customers and needs to deal with the consequences of
this inferior marketing capability.

Thus, a firm’s marketing capability may be a useful
lens through which investors can interpret otherwise am-
biguous (at least with respect to likely cash flow outcome)
information such as UCM disclosure. Investors should
view a firm with strong marketing capabilities as being
better able to accurately identify low value customers,
successfully deal with such customers during any UCM
actions, generate greater cash flows from its remaining
customer base, and attract higher-value new customers.
Because of the halo effect of organizational capabilities
(e.g., Rosenzweig 2007), investors should also face less
ambiguity in interpreting the implications of UCM deci-
sions and actions when considering firms with strong
marketing capabilities. Thus, we expect that:

H5: Investor reactions to UCM disclosures will be more favor-
able for firms with stronger rather than weaker marketing

capabilities.

Prior performance Investors often use past performance as a
referent in interpreting complex new information to infer
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its implications for firms’ future performance prospects
and asset value (e.g., Lee and Madhavan 2010; Reuer
et al. 2012). In the case of UCM disclosures, investors
may be expected to view new information concerning the
firm’s actions designed to deal with low value customers
particularly positively when the firm had previously suf-
fered from poor performance. Such a signal may be
interpreted as an indication that the firm is making changes
designed to deal with the cause of the poor performance.
Thus, investors may welcome positive actions such as
UCM, and take it a sign that the firm has a strategy solution
to its performance problems that may be expected to en-
hance future cash flows. Conversely, if a firm’s prior finan-
cial performance has been strong, investors may be con-
cerned that such new moves with respect to the firm’s cus-
tomers may be unnecessary or even harmful (why fix
something that isn’t broken?). It is even possible that in-
vestors could interpret such a move as an indicator that the
firm’s prospects are insufficient to meet current market
expectations and that the firm is being forced to change
its CRM approach as a result. We therefore hypothesize
that:

Hé6: Investor reactions to UCM disclosures will be more favor-
able for firms with weak prior performance than for firms
with strong prior performance.

The moderating role of (signaling) environment
characteristics

The impact of disclosures of firms’ strategic decisions on
investor responses is also likely to be affected by the envi-
ronment in which the firm’s decisions are taken and inves-
tors receive the new information. Two aspects of the envi-
ronment are likely to be particularly important in this
regard.

Positive publicity This concerns the average positive senti-
ment expressed in news reports by a third-party news agen-
cy of the firm’s UCM activity on the event day. For exam-
ple, financial press reports about a firm’s UCM moves may
be positive and focus on the firm being “smart” in its busi-
ness operations in how it is dealing with its lower value
customers. This may reduce investor uncertainty regarding
the likelihood that managers have underestimated the costs
and risks of UCM strategies, and enhance expectations
regarding the firm’s future performance prospects.
Positive publicity may also be viewed as additional signal
to investors that the company has strong CRM capabilities,
indicating that the firm has superior communication and
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Table 3  Variables, measures and data sources

Variable Operational measure Data source

A: Variables in the First-stage Heckman Selection Procedure

Firm Profitability, (Sales-COGS)/sales at time t-1 Compustat
Slack Current assets,_;/current liabilities;_ Compustat
Capacity Constraints ;  Sales/assets relative to industry average at time t-1 Compustat
Firm Size Total assets Compustat
Concentration HHI Compustat
UCM Activity Cycle , 1 if there were more than the average number of UCM events in sample in a year, 0 Count
otherwise.
UCM Industry (Number of peer firms disclosing UCM activities in the same industry-1)/(total Compustat
Prevalence number of firms in the same industry-1)
B: Variables in the Second-stage Cross-sectional Regression Analyses
Shareholder Value Abnormal stock returns in the [0,0] event window Center for Research in Security
Change Fama and French’s (1993) and Carhart’s (1997) momentum factors Prices (CRSP) and Ken French
Direct UCM Strategy: 1, if firm manages unprofitable customers by explicitly telling them to quit, 0 Press reports
Divestment otherwise.

Indirect UCM Strategy: 1, if the firm introduced price increases to deal with some low value customers, 0 Press reports
Price increase otherwise.

Indirect UCM Strategy: 1, if the firm deals with some low value customers by migrating them to lower-tier ~ Press reports
Tiered service services, 0 otherwise.

Indirect UCM Strategy: 1, if firm does UCM by distancing (i.e. reducing relationship strength), 0 otherwise. Press reports

Distancing

Strategic Intent (SI): 1, if disclosed purpose is to focus on customers in core businesses, 0 otherwise. Press reports
Focus on Core Business

SI: Serve more Profitable 1, if disclosed purpose is to free up resources for more profitable customers, 0 Press reports
Customers otherwise.

Voluntary Disclosure 1, if news of the UCM was released voluntarily by the focal firm, 0 otherwise. Press reports

SI: Response to New 1, if disclosed purpose is a response to effect of new government regulations on Press reports
Regulations affected customers’ profitability/value, 0 otherwise.

Number of Directly 1 if the UCM affected fewer than 15% of the firm’s existing customer base; 2 if the Press reports
Affected Customers UCM affected more than 15% of the firm’s existing customer base; 0 if neither 1 or

2 (i.e. no information on affected customer size)
UCM Target: Individual 1 if UCM targets at unprofitable individual customers, 0 otherwise (e.g., a whole Press reports

Customers segment).
UCM Stage: Ongoing 1 if firm is currently engaged in UCM activities, 0 otherwise (e.g., “will do” and “has Press reports
done”).
Marketing Capabilities  Input output method using SFE, see details in text. Compustat, USPTO, AMAC
Prior Performance Tobin’s Q in the previous year before the UCM disclosure. Compustat
UCM Frequency The number of past UCM disclosures for the firm. Press reports
Customer Profitability 1, if firm explicitly discloses that they know profitability of affected customers, 0,  Press reports
Knowledge otherwise.
Firm Size Logged total assets in the previous year. Compustat
Firm Financial Leverage Debt/equity (DLTT/CEQ). Compustat
Stock Performance Cumulative abnormal returns in the [-30,-2] event window before disclosure. CRSP and Ken French website
CAR(30,2
Positive Publicity 1, if the sentiment of the press report is positive, 0 otherwise. Press reports
Media Coverage 1, if UCM disclosure is by national press such as New York Times, USA Today, etc., 0 Press reports
otherwise.
B2C 1, if B2C, 0 otherwise. Press reports
Service 1, if service, 0 otherwise. Press reports

PR skills in dealing with low value customers. This should = move positively both in terms of the likelihood of risks
also lead investors to interpret the firm’s UCM actions  and costs to non-directly affected customers and in terms
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of the likely value of the firm’s intangible customer rela-
tionship assets. Thus, we expect that:

H7: Investor reactions to UCM disclosures will be more favor-
able for firms when this receives positive publicity.

Media coverage This concerns with whether or not the UCM
is covered in a major or national news outlet rather than a
minor or local media outlet on the event date—i.e., the day
the UCM is announced by the firm.® As it is easier for inves-
tors to interpret stronger than weaker signals, broader,
national-level exposure of a firm’s UCM disclosure may en-
hance the strength and credibility of any signal received by
investors and augment the signaling effects (Connelly et al.
2011). In the context of UCM disclosures, broadcasting news
of the firm’s UCM actions in wider, national-level media may
also signal the firm’s confidence in its evaluation of customer
profitability and ability to effectively and efficiently deal with
its low value customers to enhance profitability. It may also be
viewed by investors as signaling greater confidence on the
part of the firm’s managers that they are not overly concerned
with potential negative backlash from affected customers and
risk of negative spillovers to the firm’s other customers and
prospective customers. Thus, we expect that:

H8: Investor reactions to UCM disclosures will be stronger
when the media coverage is broader.

Data and empirical context

We test our hypotheses using a sample of UCM disclosures
involving publicly traded U.S. firms. The data were collected
from searches of news reports and announcements of UCM in
Lexis-Nexis, Factiva, firm websites, and major business pub-
lications over a period of 26 years (1992-2017). Based on the
literature and a sample of UCM news reports, the keywords
used in the search were combinations including variations of:
“unprofitable,” “low profit,” “high cost,” “low value,” etc. and
“customer,” “client,” etc. with “drop,” “eliminate,” “fire,”
“abandon,” “disinvest,” “distance,” “service tier,” “migrate,”
“raise price”, etc., in different verb tenses and plural forms.
The keyword list was updated whenever new terms were
found in reports of UCM activities. We also conducted a
broader search of multiple news sources to identify the earliest
date when UCM disclosures emerged and kept only the

EEINT3

© All news media assessments were performed on the same day (event date) as
the announcement. However, if an UCM announcement occurred after 4 pm
EST——closing of trading hours for the major U.S. stock markets—then, both
the event date, as well as the news media assessments, were made on the
immediately following trading day.
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carliest disclosure if multiple reports referred to the same
event. Two independent coders identified the events, checked
the earliest disclosure dates and coded the moderator variables
from the news reports. Inter-coder agreement exceeded .87,
with all disagreements resolved by discussion.

From the initial sample of 300 UCM disclosures identified,
52 were removed because key data was unavailable. Any
UCM disclosures made during analyst or earnings calls were
then excluded, since they typically also include other con-
founding news concerning the firm’s expected future financial
performance. We also checked for concurrent events (e.g.,
earnings announcements, new product releases, mergers and
acquisitions, lay-offs, lawsuits, stock splits, spin-offs, divi-
dends, key executive changes) within a two-day window
around the UCM disclosure date (Mcwilliams and Siegel
1997). We found 56 instances of such confounding disclo-
sures and removed these events from the sample. The final
sample therefore comprised 192 “clean” disclosures that clear-
ly reflect UCM decisions by 113 publicly traded firms from 30
industries. The largest groups of firms are from industries
categorized as finance, insurance, and real estate (SIC 60—
67) (n=92) and transportation, communications, and utilities
(SIC 40-49) (n=47). Other industries include manufacturing
(SIC 20-39) (n=23), wholesale and retail (SIC 50-59) (n=
12) and services (SIC 70-87) (n = 13). The top three industries
in our sample are banks (SIC 60, n=37), insurance (SIC 63,
n=34), and communications (SIC 48, n=30).

Method, measures, and analyses
Event study methodology overview

Our measure of shareholder value is the short-term abnormal
returns accruing to the firm from UCM disclosures, using the
event study method which has been widely used to capture
stock market reactions to a firm’s marketing actions (Sorescu
et al. 2017). Event studies test the impact of an unexpected
event on stock prices based on the efficient-market hypothesis
that all publicly available information is reflected quickly and
completely in the stock price without bias. Thus, only new and
unanticipated information leads to changes in stock price,
which reflect anticipated changes in the future cash flows for
a firm adjusted for time and risk, and re-valuations of the
firm’s assets.

The short-term event study methodology is appropriate for
testing the impact of UCM actions on shareholder value for
two reasons. First, this method can be used to analyze the
impact of any unanticipated event on stock returns. While
firms may engage in UCM actions privately, when such activ-
ities become public—either because firms choose to disclose
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it or because it becomes known for reasons outside the firm’s
control—it will be a surprise to investors, who will use the
new information to update their assessment of firm’s future
cash flows levels and risk, as well as the firm’s residual asset
value. This expectation adjustment will be quickly reflected in
the firm’s stock price. Second, similar strategic actions in mar-
keting (e.g., CRM outsourcing, firing advertising agencies,
brand disposal) (Kalaignanam et al. 2013; Kulkarni et al.
2003; Wiles et al. 2012) and management and finance (e.g.,
layoffs, firing key executives) (Chen et al. 2001; Worrell et al.
1993) have been investigated using short-term event studies to
assess their shareholder value impact. In later robustness
checks we also verify the alignment of these effects with
longer-term effects.

Measures

All measures used to test our hypotheses are discussed below
and summarized in Table 3.

Abnormal stock returns Our dependent variable is the firm’s
abnormal return (AR) associated with a UCM disclosure. The
impact of a UCM disclosure on a firm’s stock price is assessed
by computing the difference between the observed return R;
on the event date and the expected returns E(R;;) estimated in a
benchmark model using the Fama-French-Momentum model
(Carhart 1997; Fama and French 1993).

E(Ry) = & + P;Rmi + v; SMB, + § HLM, + 6; UMD, (1)

where R;; is the return for stock i on time #; R, is the stock
returns of the benchmark market portfolio at time #; SMB; is
the difference between the rates of return of small and large
firms; HML, is the difference in returns between high and low
book-to-market ratio firms; UMD is the momentum factor,
defined as the difference in returns between firms with high
and low past stock performance; and &;, [Aﬁi, V., &rand &; are
the parameter estimates obtained by regressing R;; on the four
factors. We estimated the parameters of the Fama-French-
Momentum model for each firm, calculating a firm’s abnor-
mal returns (AR) as:

ARy = Ri~E(Ryt) = Ri=(& + B; Ry + ; SMB, + § HLM, + 6;UMD,) (2)

where the abnormal return AR;; is the difference between the
stock’s observed returns R;; and its expected returns E(R;y),
which is a function of the rate of return of the benchmark
market portfolio (Fama-French-Momentum model) R, at
time ¢. Following standard practice (Robinson et al. 2014;
Wiles et al. 2012), we use the AR on the event day in our
hypothesis testing analyses as it is the largest and most signif-
icant in the [0,0] window.

Independent variables and controls Many of these variables
are coded from announcements and reports by two indepen-
dent coders with marketing research backgrounds, using a
standardized coding scheme (see examples in Web
Appendix W1). Inter-coder agreement was high (>.85) and
all inter-coder disagreements were discussed and resolved.

UCM strategy (signal) characteristics Firms’ UCM strategy
approach (e.g., direct, price increase, tiered service, and dis-
tancing), strategic intent (e.g., focus on customers in core
business, serve more profitable customers, respond to new
regulations affecting relative value of some customers), and
disclosure voluntariness are coded from reports, as detailed in
Table 3. In addition to the above UCM signal characteristics
about which we develop formal hypotheses, we also include
some additional signal characteristics to control for the addi-
tional variance that they may explain in investor responses to
UCM disclosures. First, the number of affected customers,
since the greater the number affected, the stronger the effect
that may be observed. Second, the intended target of the firm’s
UCM actions (i.e., whether individual customers are the target
vs. whole segments of customers), given the potential for per-
ceived unfairness from the individual customers targeted, we
expect this approach to result in the most negative effect.
Third, the stage of UCM indicated in the disclosure (i.e.,
whether the actions are still in the planning stage, ongoing,
or have already been implemented)—given the certainty as-
sociated with ongoing disclosures, we expect these to have the
most negative effect.

UCM disclosing firm (signaler) characteristics We assess a
firm’s marketing capabilities as its ability to use available
resources to create market-based intangible asset value, using
an input-output approach (Dutta et al. 1999). Following Wiles
etal. (2012) we estimate a stochastic frontier estimation (SFE)
model in which the resource inputs are a firm’s SG&A and
Advertising expenditures at year ¢ and #-/ (from Compustat)
and the number of trademarks owned (from the U.S. Patents
and Trademarks Office database), while the output is the
firm’s ability to create market-based relational assets, indicat-
ed by the proportion of the firm’s intangible asset value of the
firm (Tobin’s Q) not accounted for by its technology (R&D
investments and number of patents), management quality (rel-
ative TMT compensation) and industry membership (see
Appendix E in Feng et al. 2015 for details).

In terms of other firm characteristics, the firm’s prior per-
formance is measured as Tobin’s Q” in the previous year ¢-1.
UCM frequency (the number of a firm’s prior UCM disclo-
sures) was counted from news reports. While we assume that

7 Alternative indicators of prior performance such as ROA, sales growth, and
margin growth produce essentially the same hypothesis testing results.
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Table 4  Univariate statistics (N=192)

Variable Mean SD S.E. Min Median Max
AR 0) —.53% 3.45% 26% —19.82% -13% 11.77%
Direct UCM Strategy: Divestment .569 497 .037 .000 1.000 1.000
Price Increase UCM Strategy 177 383 .028 .000 .000 1.000
Tiered Service UCM Strategy 116 321 .024 .000 .000 1.000
Distancing UCM Strategy 110 314 .023 .000 .000 1.000
Strategic Intent (SI): Focus on Core .061 .240 .018 .000 .000 1.000
SI: Serve more Profitable Customers .144 352 .026 .000 .000 1.000
Voluntary Disclosure 702 459 .034 .000 1.000 1.000
SI: Response to New Regulations .050 218 .016 .000 .000 1.000
Number of Directly Affected Customers 381 .670 .050 .000 .000 2.000
UCM Target 591 493 .037 .000 1.000 1.000
UCM Stage 381 A87 .036 .000 .000 1.000
Marketing Capabilities 78.745 7.795 579 1.000 79.360 1.000
Prior Performance .860 1.124 .084 —4.148 .664 11.776
UCM Frequency 2.956 2.584 .192 1.000 2.000 11.000
Customer Profitability Knowledge 818 387 .029 .000 1.000 1.000
Firm Size 246,698 533,804 39,677 12 43,255 2,573,126
Leverage 4.564 34.183 2.541 —27.025 .673 455.390
Stock Performance CAR( 302 23% 19.50% 1.45% —97.87% 2% 12.15%
Positive Publicity 249 433 .032 .000 .000 1.000
Media Coverage 326 470 .035 .000 .000 1.000
UCM Activity Cycle 707 456 .034 .000 1.000 1.000
B2C Industry 1.011 707 .053 .000 1.000 2.000
Service Industry 901 .300 .022 .000 1.000 1.000
Mills-lambda 1.043 252 .019 .384 1.070 1.590

firms adopt UCM strategies when managers believe that their
costs outweigh their benefits, to capture any additional signals
we also code whether or not customer profitability knowledge
is explicitly indicated in any UCM disclosure from announce-
ments and news reports.

We also include other firm-level covariates that may influ-
ence shareholder value. First, the frequency of the firm’s
UCM disclosures, which may signal the firm’s UCM experi-
ence. Given that more frequently disclosed information may
also provide less incremental “unexpected” information, they
are likely to have less of an effect on investor responses
(Warren and Sorescu 2017). Second, indications of the firm’s
customer profitability knowledge may provide an additional
lens through which investors may view information UCM
disclosures to determine if the firm has strong CRM capabil-
ities. Third, the size of the firm, proxied via its assets, is often
used in academic studies as an indicator of firm resources and
may be similarly used as by investors as an indicator of the
firm’s ability to successfully deal with unprofitable customers.
Fourth, the literature suggests that a firm’s financial leverage
and recent stock performance are indicators of the firm’s
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ability to raise capital and therefore provides information
concerning a firm’s assess to financial resources needed to
identify and select the preferred options to implement UCM.
Jointly, these variables may provide an additional lens that
helps investors interpret disclosures concerning a firm’s
UCM actions.

UCM disclosure (signaling) environment characteristics
Positive publicity is coded from analysis of any sentiment
evident in news reports of the disclosure.® Media coverage is
coded as whether or not the disclosure is mentioned in main-
stream national press outlets such as the New York Times on
the UCM announcement day, as detailed in Table 3. To control
for the potential effect of other differences in the environment
in which the firm operates and the UCM disclosure is re-
vealed, we also control for time and industry effects in the
model. First, we control for UCM activity cycle, i.e., the

& This captures reporter sentiment reflected in the news report. Both human
coded sentiment and text-analysis software (LIWC) derived sentiment from
the news in window [0,0] yielded similar results in our analysis.
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relative frequency of UCM activity across all firms to capture
temporal variance in business cycle. When this is above aver-
age then UCM disclosures may be expected to receive less
attention from investors and therefore result in weaker effects.
Second, we control for the general industry-type (B2C vs.
B2B, services vs. goods) and specific industry (SIC) in which
a firm operates, as a firm’s industry environment may also
provide an additional lens for investors to interpret UCM.
Firms in certain industries (e.g., B2B and goods) may suffer
less from risks of revenge and “backlash™ as customer rela-
tionships are often based on supply contracts that are
renegotiated periodically. Conversely, UCM disclosures from
firms in B2C and service industries are more likely to be
received less favorably by investors.

Descriptive statistics and correlations for each of the vari-
ables in the hypotheses testing regression analyses are sum-
marized in Tables 4 and 5.

Event study analysis

We follow standard protocols for short-term event studies and
calculate the abnormal returns to UCM disclosures in
Eventus® using the Fama-French-Momentum model as the
benchmark, estimated over a 255-trading-day estimation win-
dow ending 46 days before the event. We also control for
cross-sectional correlation in abnormal stock returns by using
the time-series standard deviation test statistic (Brown and
Warner 1980).

Heckman two-stage analysis to control for selection
bias

A potential problem in our sample is selection bias, i.e., we
can observe UCM activities only when they become public
and are unable to observe and include in our sample firms that
either take UCM actions in private or firms that did not engage
in UCM actions at all, as such decisions could be endogenous.
To control for these potential selection bias problems, we use a
two-stage Heckman (1979) procedure using likely predictors
of UCM actions (detailed below) to estimate the probability
that a firm has engaged in UCM and then include this proba-
bility as a control in our hypothesis testing model. All descrip-
tive statistics and correlations for variables in the first stage
analyses are presented in Web Appendix W3 and W4.

Profitability® The literature indicates that a major reason that
firms decide to engage in UCM actions is low customer prof-
itability (Mittal et al. 2008; Haenel et al. 2019). Thus, a firm is
more likely to engage in UCM when its profitability is low.
We use a firm’s prior year margin, operationalized as

? Alternate measures of profitability including gross profit, net income and
earnings produce essentially the same hypothesis-testing results.

@ Springer

(SALES-COGS)/SALES from Compustat to calculate firm
profitability.

Slack We also include firms’ prior year resource slack, as this
has been shown to affect returns to firms’ market-based asset
investment and divestment decisions (e.g., Bahadir et al.
2008; Habel and Klarmann 2015). Firms with slack resources
are more likely to keep a large customer base regardless of
their profitability, while firms lacking such resources will face
more pressure to enhance customer profitability by serving
only higher value customers (Shin et al. 2012). We use a firm’s
prior year current assets/current liabilities to indicate resource
slack.

Capacity constraints Firms may also take UCM actions due to
capacity constraints such as insufficient employees and assets
to serve all their customers (Mittal et al. 2008; Haenel et al.
2019). When facing such constraints, lower value customers
may be viewed as a drain on firm resources. As a result, firms
with limited resources to serve existing customers are more
likely to drop or lower resources dedicated to serving less
profitable customers. Therefore, we include a firm’s prior year
sales/assets relative to industry average to proxy its capacity
constraints.

Firm size Larger firms have more bargaining power over cus-
tomers and are better able to afford to lose some customers,
increasing the likelihood of customer divestments and other
UCM actions. They are also better able to lose customers
without significantly reducing economies-of-scale. We use
prior year total assets to measure size.

Concentration Firms in concentrated industries are more like-
ly to be willing to bear the costs and risks of UCM actions, as
they have greater power over customers who have fewer al-
ternatives. Firms in such industries should be less worried
about customer reactions and negative consequences when
taking UCM actions. We measure concentration as the prior
year Hirschmann-Herfindahl Index (HHI) in the firm’s prima-
ry SIC business segment.

UCM activity cycle We also include UCM activity cycle (i.e.,
whether there are more than the average number of UCM
actions disclosed in the sample in a given year) to account
for any temporal variance (differences in business cycle, com-
petitive context, and other unobserved time fixed effects) that
may influence UCM disclosures. In years with above average
incidence of UCM disclosures, firms are more likely to en-
gage in UCM as they may follow the example of other firms
and worry less about possible negative consequences.

UCM prevalence Finally, we include UCM prevalence in an
industry as an exclusion restriction, because an industry’s
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Table 6 (N=192). Impact of

abnormal return

Portfolio time-series standard de-
viation test (CDA)

Positive (Negative) ab-
normal returns

unprofitable customer Event Sample  Average stock

management disclosures window size
=1,-1) 192 19%
(=1,0) 192 —34%
(0,0 192 —.53%
0,+1) 192 —28%
(—1,+1) 192 —.09%
(—2,+2) 192 —22%
(-3,+3) 192 -33%
(—4,+4) 192 —47%
(=5,.45) 192 .18%

102 (90) 953

94 (98) -1.190
90 (102) -2.635™"
96 (96) -975

99 (93) -.246
105 (87) -.481

94 (98) -.624

96 (96) -772

97 (95) 276

Fama-French-Momentum model. All tests two-tailed. *** p<.01; ™ p<.05;" p<.10

proclivity towards UCM actions and disclosures should affect
the likelihood that a firm engages in UCM, but it does not
influence the individual firm’s stock performance. UCM prev-
alence is measured as the number of other firms that disclose
UCM activities in the same industry, divided by the total num-
ber of other firms in the industry.

Including these predictors in the first-stage probit model
(Eq. 3), we estimate the probability that a firm engages in
UCM in a given year in a sample including both focal firms
that engage in UCM and a matched sample of public firms
with similar characteristics that did not disclose UCM ac-
tivities. The matched sample comprises firms that share the
same industry membership (two-digit SIC) and year with
each focal firm in the Compustat database, further screened
to identify firms whose total assets, price-to-book, and mar-
gin are all within £50% of those of the focal firm. Two-
group t-tests show no significant difference between the
focal UCM sample and the matched sample in these vari-
ables. The probit model is then applied to the sample of
focal and matched firms with the dependent coded as 1 if a
firm discloses UCM activities in year ¢, and 0 otherwise, and
;¢ 1s an error term.

UCM;: = a + ay*Profitability;, ) + az*Slacki(-y)
+az*Capacity Constraintsi(.-1)
+agFirm Sizej;-1) + as*Concentration;;-)
+ag*UCM Activity Cycle;, + +o7°UCM Prevelance;; +

(3)

Using Eq. (3), we also estimate the inverse Mills lambda,
which is then included as a regressor in the second stage
hypothesis testing model (Eq. 4) to control for any system-
atic differences between firms with and without UCM dis-
closures. To test our hypotheses H;-Hg, which are condi-
tional on the UCM decision having already been made, we
estimate a regression model of the determinants of ARs
estimated on the sample of UCM disclosures only:

3
AR 01 = By + By - UCM Strategy, + 3. By - Strategic  Intentyi+

k=1

+05 - Voluntary,, + 3, - Affected  Customer Size; + 35 - UCM Target;,

+0B6 - UCM Stage;, + +[3; - Marketing Cap,, + 35 - Performance;(-)

+0y - UCM Frequency;, + 31y - Customer  Profitability Knowledge; (4)
+By1 - FirmSize;1) + B15 - Firm  Leverage;; + (33 - CAR-30-2)is

+0314 - Positive  Publicity; + (3,5 - Media Coverage;

+ B¢ - UCM Activity  Cycley + (3,7 - B2Cy; + [315 - Service

+ Bro - Mills \ + B4 - Industries  Dummies + j; + €

Table 7 Average ars around
UCM disclosures

Portfolio time-series standard deviation test (CDA)

Model Coefficient S.E.

Fama-French Four Factor (%) —.53% (00243)  —2.635"
Fama-French Three Factor (%)  —.54% (.00244) —2.683""
Market (%) -51% (.00245)  —2.495™
Market-Adjusted (%) —-.62% (.00253) —2.818""

Event window [0, 0]. All tests two-tailed. ™ p<.01; ™ p<.05;" p<.10

@ Springer
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Table 8 Heckman Ist stage selection model results

Selection equation independent variables Coefficient S.E.

Intercept -2.546""" (.406)
Profitability -0.278" (.162)
Slackq., 0.018 (.067)
Capacity Constraints. 1 0.245™ (121)
Firm Size. 0.110™" (.026)
Concentration (HHI), 35717 (.890)
UCM Activity Cycleg, 0.328" (.133)
UCM Prevalence, 1.101™ (.464)

Number of Observations = 566

All tests two-tailed. ™™ p<.01; ™ p<.05;" p<.10

where AR ¢yis the abnormal stock returns on the event day
[0, 0] for the stock i; to control for unobserved heterogeneity
we include time-invariant firm-specific error terms ;, while
€;; are regular error terms. We control for heteroscedasticity
using firm-clustered robust standard errors.

Results and discussion
Main effect of UCM disclosures on shareholder value

We first computed cumulative abnormal returns (CARs) for
event windows around the UCM disclosures, beginning five
days before and ending five days after the disclosures and
tested their significance (Tables 6 and 7). The most significant
ARs are on the event day [0, 0], and we find no evidence of
information leakage (all pre-event ARs are non-significant).
Divestment studies commonly center on the announcement
date [0,0] window (King et al. 2004) as the efficient market
hypothesis suggests that stock prices adjust quickly to new
information about firms’ activities (Wright and Ferris 1997)
and it avoids potential noise introduced when using longer
windows (Kothari and Warner 2007). Consistent with stan-
dard practice (McWilliams and Siegel 1997), we therefore
focus on the disclosure date window [0,0] for the remaining
analyses as the AR is the largest and most significant on the
event day. All statistical tests are two-tailed.

Our findings indicate that on average UCM disclosures are
associated with a significant negative AR (—.53%, p <.01)"°
on the event day using the portfolio time-series standard de-
viation test (CDA) which corrects for potential cross-sectional
correlation of stock returns (Brown and Warner 1980). Thus,

1% The AR is still negative and significant (AR =—.61%, p < .05) for the sub-
sample of direct divestment (n = 112).

@ Springer

we find that UCM disclosures quickly lead to a one-time ad-
justment in investors’ valuation of the firm’s stock and that on
average this adjustment is downward and significant.
However, the fact that this happens only on the UCM disclo-
sure event day should not be interpreted as meaning that the
affected firm’s stock value quickly returns to its previous level
(i.e. the stock price does not “rebound” and the effect “disap-
pear”). Rather, following the one-time adjustment to a UCM
disclosure, the firm’s stock price then subsequently moves
from that new level in line with investors’ expectations based
on the firm’s fundamentals and those of the rest of the stock
market.

The magnitude of the ARs to UCM disclosures observed is
consistent with those for other marketing actions (e.g., Chen
et al. 2009; Wiles et al. 2012). Our estimates also indicate the
economic significance of UCM disclosures. With an average
market capitalization in our sample of $37.74B, the AR esti-
mate (—.53%) equates to a $200 M loss in shareholder wealth.
Thus, the impact of UCM is clearly of economic as well as
statistical significance.

Hypothesis testing in cross-sectional analyses

We test our hypotheses by estimating Eq. 4 with the UCM
disclosure AR in window [0, 0] as the dependent variable
using regression analysis. Variance inflation statistics suggest
no multicollinearity issues in our models. The Heckman first-
stage selection model estimates are summarized in Table 8; all
but one of the coefficients in the first-stage selection model are
significant, showing that these are good predictors for a firm’s
engagement in UCM activities. In addition, the count R-
square shows that the selection model correctly classifies
75% of all UCM actions. The second-stage hypotheses testing
estimates are summarized in Table 9.

In Table 9, the UCM disclosure (signal) characteristic esti-
mates show that those revealing direct UCM strategies result
in more negative ARs than those of indirect UCM strategies
(f=-.010, p < .05), supporting H1. We also find the strategic
intent of a firm’s UCM is important, with those doing so to
focus available resources on either on their core business
(fp=.025, p<.01) or to serve more profitable customers
(p=.015, p<.05) being associated with more positive
returns. Thus, both H2 and H3 are supported. However, re-
sults suggest that voluntary (versus involuntary) UCM disclo-
sure does not affect resulting returns, providing no support for
H4 ( =-.007, p>.10). Other types of UCM strategic intent
such as to comply with new government regulations do not
impact firm value. None of the remaining disclosure-related
controls—number of affected customers, UCM target (indi-
vidual customers vs. a segment of customers, etc.), and stage
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Table 9 Effect of UCM

disclosure on firm value Predictor Hypothesized sign ~ Fama-french Four factor model ~ S.E.
Intercept -223"" (.073)
UCM Strategy (Signal) Characteristics

H1: Direct UCM Strategy: Divestment -.010" (.005)
H2: Strategic Intent (SI): Focus on Core  + 025" (.009)
H3: SI: Serve more Profitable Customers ~ + 015" (.007)
H4: Voluntary Disclosure + -.007 (.005)
SI: Response to New Regulations .006 (.011)
Number of Directly Affected Customers —.001 (.003)
UCM Target: Individual Customers .002 (.005)
UCM Stage: Ongoing —.007 (.006)
UCM Firm (Signaler) Characteristics
H5: Marketing Capabilities + 003" (.001)
H6: Prior Performance - -.007"" (.002)
UCM Frequency 002" (.001)
Customer Profitability Knowledge —.003 (.007)
Firm Size .002 (.002)
Firm Financial Leverage 0017 (.000)
Stock Performance CAR 302, 0447 (.011)
UCM Disclosure (Signaling) Environment

H7: Positive Publicity 026" (.005)
H8: Media Coverage —.005 (.005)
UCM Activity Cycle —-.001 (.006)
B2C Industry -.009™ (.004)
Service Industry .017 (.019)
Mills-lambda .005 (.017)
Industry Dummies (SIC2) Yes

Wald x° 170.70"

The dependent variable is AR in window [0, 0]. All tests are two-tailed. ™ p<.01; ™ p<.05;" p<.10

of UCM strategy (planned, in process, completed—are
significant.

Regarding firm (signaler) characteristic contingencies, we
find that marketing capabilities have a significant positive
impact on ARs to UCM disclosures (3 =.003, p<.01),
supporting HS. This is consistent with our argument that in-
vestors will view UCM more positively if they have greater
confidence in the firm’s marketing expertise. In addition, we
find support for H6, indicating that investors view weak (ver-
sus strong) prior performance as signaling that a firm’s UCM
actions are designed to solve its performance problems and
enhance future cash flows (3 =—.007, p <.01). Among the
associated firm controls in our model we find that neither firm
size nor a firm’s explicit knowledgeability of customer profit-
ability impact firm value changes following UCM disclosures.
However, we do find that both firm leverage and prior stock
performance positively predict ARs to UCM disclosures. The
latter result is consistent with the general notion that stock
prices have “momentum” (e.g., Acharya 1993; Fama 1998).

We also observe that the more frequently a firm engages in
UCM leads investors to respond more positively to a UCM
disclosure, suggesting that it may signal the firm’s UCM ex-
perience and expertise, reducing investor worries regarding
the likely associated costs and risks.

Regarding the signaling environment in which UCM dis-
closures occur, our findings reveal that while broader media
coverage itself is not significant, we find a significant positive
coefficient for positive publicity (3 =.026, p <.01), indicating
that firms whose UCM disclosures generate positive media
sentiment enjoy more positive stock returns. These results
support H7 but not H8. Among the signaling environment
controls, we find that firms operating in B2B industries
achieve more positive returns from UCM than those in B2C
industries (3 =—.009, p <.05) but the remaining industry and
time controls are not significant.

The Mills lambda estimates are non-significant across all
model specifications. Given the high predictive value of our
first-stage Heckman model, this indicates that any selection

@ Springer
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bias introduced by our inability to include in our sample UCM
observations that are never publicly disclosed does not mate-
rially affect our findings.

Robustness checks

We examine the stability of our results using ARs based on
three alternative benchmark models: the Fama—French-three-
factor, market, and market-adjusted returns models.
Correlation coefficients between ARs from these three models
and those from the Fama-French-Momentum model
employed are .99, .97, and .95, respectively, and main effect
and hypothesized relationship results in all three alternative
models remain unchanged (see Web Appendix W2). Our find-
ings also remain unchanged when we utilize alternative win-
dows (i.e., 260 to 10 days prior to event) to calibrate abnormal
returns. These tests confirm the robustness of our findings.

To deal with the possibility that a firm’s UCM actions may
take place over a relatively long time period and investors be
unable to completely discern the economic value implications
of UCM disclosures and impound these quickly into the stock
price—or that UCM disclosure information may diffuse only
gradually—we also investigate the long-horizon ARs.
Overall, long-term abnormal returns associated with an event
typically indicate investor mispricing—i.e., when investors are
unable to fully discern and price UCM disclosures (Wiles et al.
2010). We test for the significance of post-disclosure long-
term ARs using two established finance methods: buy-and-
hold abnormal return (BHAR) and calendar time portfolio
(CATP).

The BHAR methodology generates annual returns by
compounding monthly returns for which the stocks are

held and compare these to those of reference portfolios.
Thus, the returns of UCM disclosure event firms, held for
a period of time (e.g., a year) after the event, are
benchmarked against the returns of a matched sample of
similar but non-UCM disclosing firms to assess the abnor-
mal performance associated with the event (Sorescu et al.
2017). The bootstrapped adjusted standardized cross-
sectional test (Kolari and Pynnénen 2010), which ad-
dresses the cross-sectional dependence problem, shows
that ARs are negative but non-significant over the 6-
month (z=1.174, p =.085), 12-month (z=.978, p=.191),
24-month (z=.978, p=.164) and 36-month (z=.976,
p =.169) post-disclosure period, using both the control-
firm and size-decile-matched portfolio method.

The second approach is CATP analysis which aggre-
gates event firms into portfolios whose ARs are measured
over a long period, eliminating the problem of cross-
sectional dependence among firms (Sorescu et al. 2007).
Abnormal return over the post-event months is assessed
by the significance of the estimated intercept (alpha) of
these monthly portfolio returns in a multifactor regression.
We find the intercept is not significant for 6-month (al-
pha=.000, t=.000), 12-month (alpha=.002, t=.390),
24-month (alpha=.002, t=.600) and 36-month (alpha=
.002, t=.810). The results of both analyses suggests that
UCM disclosures do not lead to long-term investor
mispricing, confirming that the effect of UCM disclosures
is completely impounded into stock value on the UCM
disclosure day—i.e., it is a short-term effect. Overall,
these analyses are aligned with the signaling theory lens
used to investigate UCM disclosures, since investors ap-
pear able to fully decipher (and price) the signal(s)

Table 10 Firm performance
before and after UCM disclosure

Financial performance indicator 8Q Prior 8Q Post Difference (Post-Prior)
Average Sales Growth 2.80%""" 1.57%"" -1.19%""
Average Sales Growth for AR(+) firms 211%™ 124%™ —93%
Average Sales Growth for AR(-) firms 3.46% " 1.88%"" -1.45%"
Average Margin growth -3.35% 531%" 8.61%"
Average Margin growth for AR(+) firms -12.91%"" 6.33%" 19.54% "
Average Margin growth for AR(—) firms 5.98%" 434%" —2.31%%**
Average P/B (price-to-book) 27 297 .02
Average P/B for AR(+) firms 357 387 .03
Average P/B for AR(-) firms 207 217 .01
Average Cash Flow 2018517 2720177 701.66"
Average Cash Flow for AR(+) firms 1977.30""" 3012.69" 1035.39™
Average Cash Flow for AR(-) firms 2059.10""" 2432.09" 372.98

Significance level shows if the number is significantly different from zero. ** p<.01; ™ p<.05;:" p<.10

@ Springer
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provided by the UCM disclosures in the very short term
(i.e., the event date/day).

Post-hoc analyses

Although Table 9 results show that an indirect (vs. direct)
UCM strategy produces more positive returns to UCM disclo-
sures, this does not reveal which indirect UCM strategy ap-
proach may be most positively received by shareholders. To
explore this, we replaced the direct strategy dummy in Table 9
with the three different indirect strategies (price increase,
tiered services, and distancing) to evaluate the impact of each
on shareholder returns. We find that firms have more positive
ARs when adopting distancing (3 =.016, p <.05) UCM ap-
proaches than the price increase or tiered service approaches,
which while directionally positive are both insignificant. Both
price increases and tiered services are likely to be communi-
cated to affected customers (or will at least be recognized by
them), suggesting that investors view more “disguised” UCM
approaches as a less costly and risky way to deal with low
value customers.

Finally, to enhance understanding of the mechanism sug-
gested in our conceptual arguments regarding how and why
UCM may lead investors to change their valuation of a firm’s
stock we examined firms pre- and post-UCM disclosure per-
formance in our sample. Specifically, we compared the aver-
age sales revenue and net margin growth, cash flow, and price-
to-book (P/B) performance of these firms for the eight quarters
before and after the disclosure. Margin is an indicator of the
average profitability of the firm’s customers, revenue growth
indicates the firm’s ability to use resources to attract and gen-
erate sales from customers, cash flows capture the upside ben-
efits minus downside costs of firms strategic actions, while P/
B indicates investors’ valuation of the firm’s intangible assets
and proxy their growth expectations. We computed the aver-
age performance for the entire sample and for two sub-
groups—firms that exhibit a positive AR and those that ex-
hibit a negative investor response to the UCM disclosure.

Table 10 shows that on average while firms’ cash flows and
margins rise after UCM disclosures, sales growth slows sig-
nificantly, and there is no change in their intangible asset rel-
ative to book value. However, these averages mask significant
differences between firms with positive vs. negative ARs to
UCM disclosures. Table 10 shows that positive UCM AR
firms grow both margins and cash flows during the eight
quarters after UCM disclosures, while those with negative
UCM ARs fail to grow cash flows and suffer margin dips
and reduced sales growth. This suggests that changes in in-
vestor stock valuations in UCM disclosure events may be
driven by expected cash flows, margins, and revenue growth
rather than a re-valuation of the firm’s intangible assets. The

differences between positive and negative AR firms are also
consistent with our proposed investor valuations of expected
margin (benefits), revenue (potential risks and benefits), and
overall cash flows (benefits minus costs) of engaging in UCM.
The results are also consistent with stock market efficiency in
valuing UCM disclosures in the short term.

Implications for theory and practice

Our study has a number of implications for marketing theory
and practice. First, we provide new insights into a neglected
aspect of CRM from the investor perspective—dealing with
low value customers. The theoretical CRM literature and sim-
ulation studies advocate that when firms calibrate the profit-
ability and lifetime value of their customers they should then
adopt UCM approaches designed to either raise the profitabil-
ity of lower value customers or to divest them. Importantly,
the CRM literature generally assumes that such UCM actions
will either improve these customers’ profitability or simply
remove the revenues and costs of serving them from the firm’s
income statement. Our theorizing and findings from an inves-
tor perspective indicate that this assumption is crucially in-
complete in (at least) two respects that may lead to
underestimating UCM’s execution costs and risks and
overestimating its revenue benefits.

From a cost perspective, since many UCM approaches
run the risk of negative reactions from directly affected
customers—and these may also affect other customers and
prospective customers in ways that raise the costs of
attracting and managing customers to generate
revenue—our results support prior experimental work
from the customer perspective in indicating that the
CRM literature and many managers may underestimate
the costs involved in executing UCM strategies. As a re-
sult, even though UCM strategies may be designed to
lower the costs associated with serving the firm’s least
profitable customers, the total direct and indirect costs
involved with implementing UCM in practice may be
higher than anticipated and significantly reduce its margin
benefits. The gross margin growth descriptives in
Table 10 suggest that UCM can lower firm costs in ways
that increase margins, but that for many firms reduced
costs do not exceed the total direct and indirect costs
involved, resulting in lower margin growth. Our AR re-
sults indicate that investors are sensitive to these UCM
cost differences across firms and reflect their anticipation
of such costs in their valuation of firms engaging in
UCM.

From a revenue perspective, given the often relatively
small number of directly affected customers, depending on
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the UCM strategy adopted by the firm the lost revenue from
divested customers and/or increased revenue from any price
increases paid by remaining customers may lead to relatively
small effects on firms’ overall revenue. As a result, in evalu-
ating the firm value implications of UCM, investors are gen-
erally more interested in the risks that UCM actions pose for
revenues from non-directly affected customers and prospec-
tive customers. The descriptive statistics in Table 10 provide
support for the general notion that most firms are unlikely to
significantly increase revenue as a result of engaging in UCM.
Our AR results are also consistent with investors being
attuned to differences between firms with respect to their abil-
ity to avoid revenue growth dips as a consequence of their
UCM efforts.

This study also provides new insights into the performance
consequences of alternative UCM strategies. We show that
indirect UCM approaches significantly reduce negative inves-
tor responses to firms’ UCM actions. In combination with the
impact of positive publicity we observe, this suggests inves-
tors are acutely aware that direct customer firing is likely to
produce negative demand outcomes and may also involve
costs that can outweigh any anticipated short-term average
customer profitability gains. Further, we find that among dif-
ferent indirect strategy approaches suggested in the normative
literature, divesting unprofitable customers via distancing ap-
proach is most favored by investors. As the only UCM ap-
proach of which customers may be completely unaware, this
would seem to have the least risk of all UCM approaches.

For managers, our study offers a number of clear and ac-
tionable new insights. First, managers should be deliberative
and careful in examining the potential costs and benefits of
any UCM actions. In particular, the risks of negative reactions
from targeted customers and the potential for these to affect
other customers and prospective customers should be fully
explored and factored into any cost-benefit considerations of
planned UCM strategies. Our results indicate that these risks
may be particularly germane in B2C industries, and may be
casier for firms with greater UCM experience and stronger
marketing capabilities to calibrate and manage.

Second, if after careful cost-benefit consideration, adopting
a UCM strategy is deemed preferable to alternative actions,
managers should seek to design and implement UCM strate-
gies that minimize the risks of negative responses from affect-
ed customers. Our findings show that indirect UCM strategies
are the most likely to be viewed positively by investors. These
UCM approaches offer affected customers a continuation
choice such as accepting lowered service levels or paying
higher fees, in any decision to terminate their supplier rela-
tionship. Such indirect approaches are less likely to create
feelings of abandonment among affected customers that could
generate negative WOM and bad publicity. Our results show
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that from this perspective, the strategy of distancing is the
most promising indirect UCM strategy option. Clearly, our
results show that direct strategies of “firing” customers should
be avoided whenever possible.

Third, we find that investor responses to firms’ UCM ac-
tions are affected by their strategic intent and positive public-
ity for the firm’s moves. Thus, managers should detail the
objectives of any UCM plans discussed in forums such as
analyst calls, particularly when the firm plans to use any re-
sources freed up to focus on customers in its core business
and/or more profitable customers. If the firm’s UCM actions
are to be disclosed more broadly, managers should create a
messaging strategy focused on the benefits of the firm’s ac-
tions for shareholders, and the firm’s experience and ability to
successfully execute planned UCM moves. This may also
enable the firm to generate positive publicity for its UCM
approach. Framing any UCM messaging around the strength
of the firm’s marketing capabilities may also be a useful way
to provide investors with confidence that the firm can deliver
on its strategic UCM intent.

Limitations and future research

A number of limitations must be borne in mind in interpreting
our results that may also provide opportunities for future re-
search. First, although event studies are widely used in exam-
ining investor responses to marketing actions, it does not ex-
plain the mechanism underlying why the observed relation-
ships exist. We propose conceptual arguments for our hypoth-
esized model that is consistent with our results and additional
descriptive analysis, but we were not able to directly test this
mechanism. Future research could further explore the under-
lying mechanism by using other methods, such as case stud-
ies, investor surveys and experiments. Second, given the in-
formation demands of our analysis method we were only able
to test the impact of UCM for publicly-traded firms. While our
sample covers a broad range of different types of firms, we
cannot be certain that our results generalize to private firms.
Third, while we capture firms’ overall marketing
capabilities—of which CRM capabilities is conceptually a
sub-set—we do not have any direct indicators of the firm’s
CRM capabilities (Wang and Feng 2012). Future research
with access to more firm-specific CRM data would help verify
this aspect of our findings.

In addition, our study reveals a number of fruitful new
avenues for future research. Three of these are of particular
theoretical and managerial interest. First, our results show that
investors often view the downside costs and risks of firms’
UCM as outweighing its benefits. While at an aggregate-level
our post-hoc financial performance data suggests that
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investors are generally right in this expectation, we are unable
to directly observe the direct and indirect costs of UCM.
Studies adopting other research approaches may be able to
calibrate these costs. The literature suggests that these may
include lost sales from abandoned customers; negative image
spillovers affecting demand from existing and prospective
new customers; and direct UCM program implementation
costs, such as communicating with customers, possible com-
pensation for affected customers, and designing and deliver-
ing new service-level packages and/or pricing. What are the
relative levels of these different UCM costs? What (if any)
industry, firm, and customer-level characteristics affect these
costs? Insight into such costs would contribute to the scant
CRM literature on this subject and provide new insights re-
garding when and how to manage low value customers in
ways most likely to enhance firm value.

Second, our results show the firm-level impact of negative
reactions from customers to firms’ UCM actions such as rela-
tionship termination. While indirect UCM approaches may
minimize or limit such reactions, these approaches also have
downsides in terms of execution costs and speed. Are there
ways in which direct UCM approaches can be framed or ex-
ecuted that may reduce customers’ negative responses? Can
firms’ communications with existing customers addressing
their UCM actions also be framed in ways that reduce the
brand/reputation impact of any UCM action affected customer
backlash? Behavioral research on these questions may provide
useful new insights for managers.

Third, given our findings indicating the generally negative
stock market reactions to disclosures of firms engaging in
UCM, it is clearly advisable that managers should find better
ways to predict which prospective customers may be unprof-
itable or relatively low value before they target them. How can
this best be accomplished? Much CRM research attention has
focused on which customers to target with cross-selling (e.g.,
Lietal. 2011), and how to match customers to different chan-
nels (e.g., Kumar 2010), and general marketing mix interven-
tions (e.g., Rust and Verhoef 2005), but these are all affer they
have become customers and the firm has access to customer
behavior and profitability data. What factors and data can
firms use to better predict the likely profitability of prospective
customers? What is the relative value of the ability to do so vs.
other CRM capabilities?

Conclusion

As firms are increasingly discovering that a substantial share
of their customers are unprofitable, many are considering or
engaging in UCM strategies such as customer divestment.
Yet, while we have a growing understanding of the perfor-
mance impact of the customer acquisition and retention stages
of CRM, it is unclear how low value customers can best be

managed and whether divesting them is a good idea. Our
research shows that investors frequently view the costs and
risks of UCM as outweighing the benefits—and that direct
“firing” of low value customer strategies are generally associ-
ated with particularly strong negative abnormal returns.
However, superior marketing capabilities, positive publicity
about UCM disclosures, strategic intent in UCM (focusing
on the core business, serve more profitable customers), and
use of the distancing strategies may enable firms to mitigate
the negative effect of UCM and enjoy more positive abnormal
stock returns as a result.
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