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W o r k i n g  P a p e r

Myopic Marketing Management:
The Phenomenon and Its Long-term
Impact on Firm Value 

By Natalie Mizik and Robert Jacobson

Managers may be tempted to reduce marketing spending to

inflate current earnings. What are the future consequences of such

short-term-oriented behavior? In the long run, myopic

marketing management impairs the marketing function, harms

intangible marketing assets such as customer and brand equity,

and ultimately destroys shareholder value.

Report Summary
At times, managers face short-term incentives 
that lead them to engage in “myopic marketing
management”: in order to artificially inflate
current-term earnings (and thereby increase
current stock price), they cut marketing expen-
ditures. How prevalent is this phenomenon of
myopic marketing management? What are the
long-term performance implications of myopic
marketing management?

Mizik and Jacobson investigate these questions
in the context of seasoned equity offerings
(SEOs), i.e., when a firm issues additional
equity to collect additional capital. Since the
amount of capital collected by the firm depends
on the stock price on the day of issue, managers
have an incentive to engage in earnings infla-
tion at the time of an SEO.This incentive
stems from the fact that investors rely on
current-term accounting performance measures
to form their expectations of the future-term
performance and, as such, to value equity.

Using empirical modeling and data from
Thomson Financial Securities, COMPUSTAT,
and the University of Chicago’s Center for

Research in Security Prices (CRSP) databases,
they find the following:
n A significant number of firms are engaging in 

myopic marketing management and are 
inflating their earnings by cutting marketing 
spending: at the time of an SEO, 65.0% of 
firms fall below their expected levels of 
marketing spending and 58.5% fall above 
their expected levels of earnings.

n Financial markets appear unable to distin-
guish firms that are practicing myopic 
marketing management at the time of an 
SEO from those that are not: myopic firms 
are overvalued at the time of an SEO, but in 
years subsequent to the SEO year, as the 
consequences of cutting marketing spending 
are realized in inferior financial performance,
they have large negative abnormal stock 
returns.

n While myopic marketing management has 
some short-term benefits in terms of higher 
current-term earnings and stock price, it has 
a detrimental long-term impact on firm 
value. Myopic firms have long-term stock 
returns significantly lower than other firms.

n Myopic marketing management might have
negative consequences not only for the firms 

Natalie Mizik is Assistant
Professor, Graduate
School of Business,
Columbia University.
Robert Jacobson is Evert
McCabe Distinguished
Professor of Marketing,
School of Business,
University of Washington.
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undertaking myopic strategies, but also for 
the firms not doing so: non-myopic firms 
may be undervalued at the time of an SEO 
issuing and, as such, might not be able to 
collect a fair price for their new equity.

These results are likely to generalize to other
contexts. Firms practicing myopic management
forego strategies with superior future profits for
those that generate immediate returns. In gen-
eral, managers have incentives to behave myo-
pically when (1) their performance evaluation
depends on a current-term outcome measure or
on the stock market reaction and (2) they can
engage in an inter-temporal shifting of expen-
ditures that cannot be fully discerned by the
evaluator.The authors argue that myopic mar-
keting management impairs marketing func-
tion, harms intangible marketing assets, and
ultimately destroys shareholder value, and they
suggest ways to change the attitudes and behav-
iors of managers and the financial market.n

Introduction

Managers have a wide array of alternative strat-
egies they can undertake in running a business.
These different alternatives yield differing cash
flow streams. In order to maximize firm value,
managers need to select those strategic alterna-
tives that yield the overall highest discounted
net present value.Thus, the strategic alternatives
selected depend both on the expected cash flow
stream and on the discount rate used.The dis-
count rate determines the appropriate balance
between current and future-term benefits.

At times, managers face short-term incentives
that increase their effective discount rates. For
example, managers might feel pressure to meet
quarterly earnings expectations of financial
analysts, they might be approaching the expira-
tion of their stock option grants, or they might
be evaluated based on current-period accounting
performance measures. Under these conditions
managers may over-emphasize strategic options
that generate immediate results and may engage

in myopic management. Firms practicing myo-
pic management forego strategies with superior
future profits for those that generate immediate
returns.This over-emphasis on short-term
results has long attracted significant interest by
academics, practitioners, the financial markets,
and government agencies (Hayes and Abernathy
1980; Laverty 1996).

Myopic marketing management, i.e., cutting
marketing expenditures that have predomi-
nately long-term effects, has been of particular
concern to marketing managers.1 Many mar-
keting activities impact intangible assets such as
brand equity and customer satisfaction, which
have long-term effects on business perform-
ance. Some past research has suggested that
firms do engage in myopic marketing manage-
ment by under-spending on marketing or by
replacing marketing strategies that produce
superior future profits with those that generate
an immediate payback.

Aaker (1991, p. 10), for example, states that “it
is tempting to ‘milk’ brand equity by cutting
back on brand-building initiatives, such as
advertising.” He notes that a decline in brand
equity is not immediately obvious. Further,
Aaker (1991) views the increased use of sales
promotions, with immediately observable
results but potentially deleterious long-term
effects, as evidence of a short-term bias on the
part of managers. Pauwels, Silva-Risso,
Srinivasan, and Hanssens (2004) advance
similar arguments and show empirically that
sales promotions by automobile manufacturers
have tended to have negative long-term effects
on firm value. Hauser, Simester, and Wernerfelt
(1994, p. 328), state that “All employees (man-
agers, product designers, service provides,
production workers, etc.) allocate their effort
between actions that influence current period
sales and actions that influence sales in the
future. Unfortunately, employees are generally
more focused on the short term than the firm
would like.”They advocate the use of customer
satisfaction measures in employee performance
evaluation as a means to motivate employee

M A R K E T I N G  S C I E N C E I N S T I T U T E 4



W O R K I N G  P A P E R  S E R I E S 55

effort directed towards increasing profit in the
long run. Lehmann (2004, p. 74) highlights a
general “overconcern about short-term results”
and advocates use of multiple metrics at all
levels.

Although some past research has empirically
explored myopic management, it has been
sparse (and primarily theoretical or anecdotal),2

has not focused on myopic marketing manage-
ment per se, and has not addressed its impact on
financial performance. Are firms engaging in
myopic marketing management? How preva-
lent is the phenomenon of myopic marketing
management? What implications does myopic
marketing management have both for firms
undertaking these behaviors and for financial
markets? Our study seeks to answer these ques-
tions; we empirically investigate myopic mar-
keting management phenomenon and assess its
long-term performance consequences.

Theory of Myopic Management:
Market Signaling in the Presence of
Asymmetric Information 

Traditional rational expectations, efficient
financial markets theories predict that if man-
agers care about stock prices, they will make
efficient investment decisions, i.e., will not
behave myopically.These traditional efficient
market models assume that investors and man-
agers have identical information. Under asym-
metric information, specifically, when managers
possess better information about the true state
of a firm’s earnings and future prospects than
the stock market the fundamental outcomes of
traditional analysis are changed: managers now
have incentives to behave myopically and the
extent of myopic behavior increases with the
importance managers attach to current-term
stock price.

Stein (1989) provides an illustrative theoretical
model showing how asymmetric information
induces myopic managerial behavior. He starts
with a traditional framework: (1) stock price is a

function of expected future earnings; (2) cur-
rent-term stock price is a component in the
managers’ utility function; (3) current-term
earnings serve as a signal of long-term perform-
ance (i.e., current earnings contain information
about future earnings).3 Under these three
conditions, incentives for myopic management
do not exist. Stein (1989) then introduces
asymmetric information in the form of (4)
managers’ ability to engage in inter-temporal
allocation of earnings that investors cannot
accurately discern.That is, observed earnings
are equal to “natural” earnings plus the amount
of earnings borrowed from future period, less
the cost of past borrowed earnings: Earningst =
“Natural” Earningst + “Borrowed” Earningst –
Cost(“Borrowed” Earningst–1). Investors observe
Earningst, but cannot decompose the observed
amount into “natural” versus “borrowed”
components. In other words, investors cannot
distinguish whether enhanced current-term
earnings are indicative of enhanced future-term
performance or whether they come at the
expense of future profits.

In this setting, the managerial discount rate is
determined not just by the cost of capital (as it
would in the absence of asymmetric informa-
tion). Instead, it rises with the importance man-
agers attach to current stock price and with the
investors’ reliance on current-term earnings as
signals of long-term performance.The resulting
managerial discount rate is higher than justified
by the cost of capital considerations, which
leads to a short-run bias: managers are selecting
strategies with greater current-term results over
strategies with overall superior long-term profits.
Managers engage in this “inter-temporal
borrowing” of earnings to inflate current-term
results to fool the stock market into expecting
higher future earnings and, thus, to increase
current stock price.

Stein (1989) points out that in equilibrium the
market realizes that current-term earnings may
be artificially inflated, and as a result, market
participants discount the future-term implica-
tions of observed earnings. However, since the

5
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market cannot distinguish between managers
who engage in myopic management from those
who do not (or do so to a lesser extent), it de-
values all firms.This, in turn, puts pressure on
all managers who care about their stock price to
inflate current-term earnings, thus exacerbating
the problem of myopic management.

Stein (1989) posits that the assets the myopic
managers are most likely to sacrifice in the
attempts to inflate earnings will be those that
are not on the company’s balance sheet (i.e.,
intangible assets) and that are not directly
related to production. Most of the marketing
assets would arguably fall into this category
and, as such, be likely candidates for reduction
by firms engaging in myopic management.

Study Context

Theoretical models allowing for asymmetric
information indicate that incentives for myopic
behavior increase with the importance man-
agers place on current-period stock price. For
example, the importance of the stock price will
be greater to a manager on the day when his or
her compensation is linked to the stock price
(e.g., option exercise dates) or the day of a
reverse leveraged buyout (LBO). A seasoned
equity offering (SEO), the issuing of additional
stock by a public company, is another event
where the current stock price is of increased
importance to managers.The amount of capital
collected by an SEO-issuing firm is determined
by its stock price on the day of the issue.Thus,
during an SEO the importance of the current
stock price is significantly increased and man-
agers have incentives to inflate earnings to max-
imize SEO proceeds. As such, SEOs provide an
ideal setting for studying myopic marketing
management and the financial market response.

A great deal of work in finance and accounting
has focused on the SEO context. Most relevant
to our analysis are studies seeking to assess earn-
ings management at the time of an SEO and the
financial market response (e.g., Rangan 1998;

Teoh, Welch, and Wong 1998; Shivakumar
2000).These studies have focused on managers’
attempts to inflate reported earnings at the time
of an SEO by taking (i.e., manipulating)
income-increasing accrual adjustments. Past
research is consistent in finding that managers
do attempt to manipulate accruals at the time of
an SEO to inflate reported earnings.The
studies differ in their conclusions as to whether
the financial markets are fooled by this activity.

Our study differs from these studies in that we
examine whether changes in management prac-
tices (as opposed to accounting practices) take
place. Earnings management refers to managers
using judgment in financial reporting and in
structuring transactions to alter financial reports
with the intent to mislead some stakeholders
about the underlying economic performance of
the company (Healy and Wahlen 1999). Earn-
ings management most commonly takes place
via contingencies and reserve allocations and
the timing of revenue recognition. A funda-
mental distinction between earnings manage-
ment and myopic management is that earnings
management affects only the accounting
numbers in financial reports and has no impact
on firm actions, while myopic management
impacts financial results through real actions (or
inaction) firms undertake. We assess whether
management is changing expenditure patterns
(as opposed to accounting reporting) at the
time of an SEO and the reaction of the finan-
cial markets to such changes in real activity.

Hypotheses

Myopic marketing management
Since they have increased interest in their firm’s
current-term stock price at the time of an SEO,
managers have an incentive to engage in myopic
marketing management.This leads to:

H1: In an attempt to enhance current-period
stock price, managers will seek to artificially
inflate current-term earnings by cutting
marketing expenditures.

6
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Hypothesis 1 predicts that at the time of an
SEO, we would observe firms decreasing activi-
ties with current-term costs that exceed their
current-term benefits, even if these activities
have future-term benefits that justify their
undertaking. Managers would, for example,
decrease marketing efforts that have longer-
term paybacks in order to inflate earnings.
Thus, at the time of an SEO, we would observe
a greater number of firms reporting a combina-
tion of higher-than-normal earnings and
lower-than-normal marketing expenditures.

Market response to earnings
While managers have incentives to behave
myopically, investors can be expected to realize
that these incentives exist. Investors appreciate
that results at the time of an SEO will not be as
reflective of future-term results as financial
results at other points in time. As such, we
would expect investors to place less emphasis on
financial results at the time of an SEO.This
leads to:

H2: Earnings at the time of an SEO will be
viewed as less indicative of firm performance
than earnings observed during other periods.

One of the fundamental issues in accounting
research has involved assessing the degree to
which accounting measures contain informa-
tion associated with stock returns. Beginning
with Ball and Brown (1968), numerous studies
have theoretically and empirically investigated
earnings response coefficients, i.e., the relation-
ship of stock returns to earnings shocks.4 Fac-
tors such as measurement error and persistence
(i.e., autocorrelation) of earnings have been
shown to influence earnings response coeffi-
cients. If the market believes that earnings at
the time of an SEO contain more measurement
error or are likely to be less persistent (i.e., are
less indicative of future-term performance than
earnings at other points in time), then the earn-
ings response coefficient at the time of an SEO
will be lower than at other periods.

Firm valuation
In contrast to the efficient markets hypothesis,
a body of work suggests that the financial
markets may be slow to incorporate the finan-
cial implications of strategic decisions
(Eberhart, Maxwell, and Siddique 2004).
Daniel and Titman (2004) summarize this
literature stream by concluding that there is
considerable evidence showing that investors
under-react to information conveyed in
management decisions. Rather then immedi-
ately impounding this information into the
price of the stock, some research suggests that it
may take years for the market to correctly price
some types of strategic decisions.5

If the financial markets are fooled and are not
able to accurately identify firms engaging in
myopic marketing management, we would
observe myopic firms being over-valued
initially. In the future, as the consequences of
unwarranted cuts in marketing spending are
reflected in inferior performance, this over-
valuation would be corrected.This delay in the
market’s ability to identify myopic firm
behavior until its consequences are more fully
reflected in accounting performance leads to:

H3: Future-period stock returns will be lower
for firms that artificially inflated earnings by
cutting marketing expenditures.

Long-term consequences 
Hypothesis 3 suggests that investors are not
able to fully distinguish myopic firms and will
correct the initial over-valuation only in the
future periods. An additional question, how-
ever, is whether the potential negative future
outcomes of temporarily decreasing marketing
spending overweigh the positive benefits of
bringing in more funding from SEO proceeds
that can be used to pursue new opportunities. In
other words, what are the implications of myo-
pic marketing management for the long-run
value of a firm? A disruption in the flow of
resources into marketing assets can adversely
impact the firm’s competitive position in the
market, customer perceptions and attitudes, and

7
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the stream of revenues (Srivastava, Shervani,
and Fahey 1998).

We hypothesize that even a temporary unwar-
ranted disruption in marketing spending can
have substantial negative consequences on
future performance.This leads to:

H4: The long-term consequences of engaging
in myopic marketing management are negative.

Hypothesis Testing

Hypothesis 1
In order to test Hypothesis 1, we first develop
and estimate forecasting models for size-
adjusted earnings and for size-adjusted mar-
keting expenditure series. We then forecast
values for the series at the time of the SEO.The
difference between the actual value of the series
and the forecasted values allows us to determine

whether the firm reports above or below normal
size-adjusted earnings and marketing expendi-
tures. Under Hypothesis 1, at the time of an
SEO, we would observe a significantly greater
proportion of firms jointly having earnings
above forecast and marketing expenditures
below forecast.That is, the proportion of firms 
with (ROAiτ – ROAiτ|iτ–1) > 0 and (Mktgiτ –
Mktgiτ|iτ–1) < 0 (with SEO occurring at time 
period τ), will be significantly greater at the
time of an SEO then at other periods.The null
hypothesis is that there will be no significant
differences in performance and resource alloca-
tion patterns observed at the time of an SEO
than observed at other periods.

We find that the following fixed-effects first-
order autoregressive panel data model provides
a good approximation of the earnings and mar-

keting expenditures series in our data sample:

(Xit – 
—
X t) = αi + φ * (Xit–1 – 

—
X t –1) + εit, (1)

where Xit is the value of the series for firm i at
time period t, Xit–1 is its lagged value, and X t is
the mean for series X at time period t. We use
the (Xit – X t) specification to control for time-
period-specific effects. Model 1 indicates that
the deviation of a series from the economy-wide
mean depends on a firm-specific amount and
the extent to which the series deviated from the
economy-wide mean in the previous period.
The coefficient αi is the firm-specific constant
and φ is the coefficient depicting the persistence
of the series.6

After obtaining estimates of α̂i and φ̂, we can
form forecasts and categorize firms into four
groupings based on the forecast error pattern
for size-adjusted earnings and marketing
expenditures:

That is, the four groupings are:
Group 1: firms with positive ROA and positive
marketing intensity shocks at the time of an
SEO;
Group 2: firms with positive ROA and negative
marketing intensity shocks at the time of an
SEO;
Group 3: firms with negative ROA and positive
marketing intensity shocks at the time of an
SEO;
Group 4: firms with negative ROA and nega-
tive marketing intensity shocks at the time of an
SEO.
Under Hypothesis 1, the proportion of Group 2
firms will be greater at the time of an SEO than
is typical.

Hypothesis 2 
Hypothesis 2 can be tested by estimating a
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standard earnings response model expanded to
allow for a possible difference related to an
SEO.That is, we estimate a model of the form:

where retit is the continuously compounded
stock return for firm i at time t, d SEO

it is a cate-
gorical variable that takes on the value of 1 if
firm i had an SEO at time t and 0 otherwise,
∆ROAit is the unanticipated change in account-
ing business performance (i.e., the difference
between the expected and realized perform-
ance, operationalized as the time series residual
from Equation 1). Industry(j) is the indicator
function that takes on the value 1 if the firm is
in industry j, 0 otherwise.To control for risk,
the model includes the log of lagged market
value (log MVit–1), and the log of lagged book-
to-market value (log BMVit–1), both of which
are allowed to have effects that vary by year.The
model also allows for time-period-specific
intercepts (γ1t).

The coefficient β1 is the earnings response coef-
ficient and β2 reflects the differential, if any,
associated with the response at the time of an
SEO. Under the null hypothesis that the finan-
cial markets view financial performance around
an SEO as equally reflective of future-term
results as financial performance reported at
other periods, β2 = 0. Under Hypothesis 2 we
expect β2 < 0.

Hypothesis 3
We postulated that firms with below predicted
levels of marketing intensity in the presence of
above normal levels of ROA are more likely to
have engaged in myopic marketing manage-
ment than other firms. We then hypothesized
that the financial markets may not be fully
impounding the consequences of myopic man-
agement into the price of the stock when it
occurs but rather only after its consequences

have impacted accounting financial perform-
ance. If, in fact, myopic managers are able to
fool the stock market at the time of an SEO, and
market participants impound the consequences
of a short-term emphasis only when the impact
of the strategy has been more established, then
myopic firms will tend to have lower stock
returns in the periods following an SEO.

We can test Hypothesis 3 by examining
abnormal (i.e., risk-adjusted) stock returns for
myopic and non-myopic firms in the periods
following an SEO. We do so by estimating the
following model:

for k = 1, 2, 3, and 4, where abnStkR iτ +k|τ is the 
k-period ahead (i.e., future multi-period) risk-
adjusted (i.e., abnormal) cumulative stock 
return for firm i, with an SEO occurring at time
τ, d ME(+)ROA(+)

iτ is a categorical variable that 
takes on the value of 1 if firm i was categorized 
as a Group 1 firm and 0 otherwise, d ME(–)ROA(+)

iτ
is a categorical variable that takes on the value
of 1 if firm i was categorized as a Group 2 firm 
and 0 otherwise, d ME(+)ROA(–)

iτ is a categorical 
variable that takes on the value of 1 if firm i was 
categorized as a Group 3 firm and 0 otherwise,
and d ME(–)ROA(–)

iτ is a categorical variable that 
takes on the value of 1 if firm i was categorized 
as a Group 4 firm and 0 otherwise.7

Under the efficient markets hypothesis (which
is the basis for the null hypothesis for Hypoth-
esis 3), no differences in the post-SEO stock
returns should exist for any grouping of firms
defined based on information available at the
time of an SEO. As such, under the null
hypothesis we would be unable to reject λ1k =
λ2k = λ3k = λ4k = 0. Under Hypothesis 3,
however, we would expect the myopic group to
underperform other firms in the post-SEO
periods (i.e., λ2k < 0).

9

J

Retit = β1∆ROAit + β2∆ROAit * dSEO
it + β3*d

SEO
it + Σγ0j * Industry( j)

T
j=1

+ Σ(γ1t + γ2t * log MVit–1 + γ3t * log BMVit–1) * Timet + ηit (2)
t=1

abnStkRiτ+k|τ= λ1k*d
ME (+)ROA (+)

iτ + λ2k*d
ME (–)ROA (+)

iτ

+ λ3k*d
ME (+)ROA (–)

iτ + γ4k*d
ME (–)ROA (–)

iτ + ηiτ+k (3)
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Hypothesis 3 involves a comparison of abnormal
(i.e., risk-adjusted) stock returns for longer-
term horizons beginning the year subsequent to
the SEO. Research in finance (e.g., Barber and
Lyon 1997) has documented biases in tests
associated with some of the commonly used
approaches for computing abnormal returns
over a long-term horizon.Test statistics based
on abnormal returns benchmarks using, for
example, the market model or the three-factor
model developed by Fama and French (1993),
are mis-specified because of problems associ-
ated with, for example, new listing, rebalancing,
and skewness biases.To overcome these issues,
Barber and Lyon (1997) recommend a proce-
dure for assessing abnormal returns that
involves matching sample firms to control firms
of similar sizes and book-to-market ratios.
They note that this control firm approach yields
“well-specified test statistics in virtually all
sampling situations considered.” Following
Barber and Lyon (1997), we choose the control
firm among all firms in the same year and in the
same two-digit SIC group not issuing SEOs
and with a market value of equity between 70%
and 130% of that of the sample firm and whose
book-to-market ratio is closest to that of the
sample firm.8 We then calculate the abnormal
return measure as the difference in multi-year-
ahead stock return for the firm undertaking an
SEO versus the multi-year-ahead stock return
for the matched firm.9

Hypothesis 4
Hypothesis 3 assesses the degree of “punish-
ment” a myopic firm will endure in the post-
SEO periods. It does not answer the question of
what is the total net effect of myopic marketing
management. In order to assess that, we need to
modify Equation 3 to include the SEO period,
when the myopic firms presumably comman-
deer the benefits of their earnings inflation
strategies.To examine the total returns to firms
that engaged in myopic marketing management
versus those that did not, we estimate the
following model:

for j = 0, 1, 2, 3, and 4, where d ME(+)ROA(+)
iτ,

d ME(–)ROA(+)
iτ, d ME(+)ROA(–)

iτ, and d ME(–)ROA(–)
iτ are 

defined as previously and abnStkRiτ+j|τ is the 
multi-period risk-adjusted stock return for firm 
i, with an SEO occurring at time τ.

Hypothesis 3 addresses the future-term effects
of myopic marketing management.That is, to
what extent do the financial markets adjust the
valuation of myopic firms subsequent to the
year of an SEO? Hypothesis 4 seeks to assess
the total effect of myopic marketing manage-
ment taking into account the financial market
reaction at the time of an SEO. Under
Hypothesis 4 we expect γ20 > 0, γ20 ≥ γ21 ≥ γ22 ≥
γ23 ≥ γ24, and γ24 < 0.

Data

We obtained our sample of firms issuing an
SEO between January 1970 and December
2001 and the issue date from the Thomson
Financial Securities database. We accessed the
primary, full coverage, and research COMPU-
STAT databases for annual accounting infor-
mation for 1966-2002 and the University of
Chicago’s Center for Research in Security
Prices (CRSP) data tapes for monthly stock
returns data for 1970-2004. Merging the SEO,
COMPUSTAT, and CRSP data samples
yielded an unbalanced pooled cross-sectional
time series panel consisting of about 70,000
firm-year observations where at least some
accounting data were available and a total of
2,631 SEO events occurring during the 1970-
2001 time period.

In order to minimize any potential survivorship
bias and to preserve degrees of freedom, we did
not impose the restriction that all the account-

10

abnStkRiτ+j|τ = γ1j*d
ME (+)ROA (+)

iτ + γ2j*d
ME (–)ROA (+)

iτ

+ γ3j*d
ME (+)ROA (–)

iτ + γ4j*d
ME (–)ROA (–)

iτ + ηiτ+j (4)
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ing and stock return data be available for a firm
to be included in our sample. Neither did we
require that the data were available for a certain
number of periods prior to and following a
seasoned equity issue. As such, we do not have
complete data for all SEOs in our sample and,
as a result, the actual sample size varies across
the estimating models depending on the vari-
ables used in the analysis.

Table 1 provides descriptive statistics for vari-
ables used in our analysis. We used (Operating
Income before Depreciation) divided by Assets
as our measure of ROA (i.e., COMPUSTAT
Data13/Data6). Past research has shown that it
has similar or greater information content to
that of related, alternative size-adjusted earning
measures. However, to assess the robustness of
our findings we replicated our analysis with
alternative accounting measures of firm per-

formance (e.g., Net Income and Income before
Extraordinary Items) and found results similar
to those we report.

We use Selling and General Administrative
(SG&A) expenditures minus R&D expendi-
tures divided by Assets (COMPUSTAT
(Data189–Data46)/Data6) as our proxy for
marketing expenditure intensity.The SG&A
measure contains items such as marketing
expenses, advertising, engineering, and R&D
expenditures, all of which are likely candidates
as expenditures that some managers may view
as “discretionary.” SG&A has been used in past
research (e.g., Dutta, Narasimhan, and Rajiv
1999; Kim, McAlister, and Srinivasan 2005) as
a proxy for marketing spending. We refine the
measure to better capture its marketing-related
portion by excluding R&D expenses. Analysis
based on our marketing expenditure measure

11

ROA
Marketing Intensity
Stock Return

Mean

.099

.290

.028

Standard
Error of the
Mean

.0006

.0012

.0022

5%

–.170
.052

–.924

Median

.121

.245

.067

95%

.279

.693

.812

# obs

69,107
29,779
61,541

Table 1
Descriptive Statistics
The sample includes all available 1966-2002 COMPUSTAT data for those firms that had at least one SEO reported
in the Thomson Financial Securities database for the January 1970-December 2001 period. Variable definitions
with respective COMPUSTAT data numbers are presented below the table. The stock returns data represent continu-
ously compounded annualized stock returns for the SEO firms and come from the University of Chicago’s Center for
Research in Security Prices (CRSP) monthly returns data tapes. 

Variable Definitions with respective COMPUSTAT data numbers for firm i in year t:

ROIit = 
Operating Income before Depreciationit = 

(data13)it
Assetsit (data6)it

Marketing Intensityit = 
SG & A Expenseit – R &D Expenseit  = 

(data189)it – (data46)it 
Assetsit (data6)it

12

Stock Returnit = log ∏ (1 + holding period returnimonth) 
month = 1
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(SG&A – R&D) can be expected to provide
more powerful tests than an analysis based on a
single marketing spending item (e.g., adver-
tising), because it includes more expenditure
items (such as sales force costs and promotional
spending) that firms may seek to limit in an
attempt to inflate earnings at the time of an
SEO. Further, (SG&A – R&D) analysis will
better delineate myopic firms as it is able to
separate firms that reduced expenditures as
opposed to firms that merely shifted expendi-
tures from one marketing-related SG&A item
to another.

Empirical Analysis

Assessing the prevalence of myopic mar-
keting management at the time of an SEO
We begin our analysis by estimating fixed-
effects autoregressive panel data forecast
models (Equation 1) for ROA and marketing
intensity. As depicted in Table 2, ROA and
marketing intensity series exhibit significant
persistence, .428 and .458, respectively. Neither
series has unit roots (which we formally docu-
ment through additional tests), nor do they
dissipate immediately.The estimated persist-
ence coefficients suggest that these series decay

over a number of periods.This result means
that deviations occurring in a given year contain
information about the future term.

Our test of the prevalence of myopic marketing
management involves examination of the
proportion of Group 2 firms at the time of an 
SEO, i.e., firms with (ROAiτ – ROAiτ|iτ–1) > 0 
and (Mktgiτ – Mktgiτ|iτ–1) < 0. Under the 
hypothesis that managers have a tendency to
engage in myopic management at the time of an
SEO, a greater proportion of firms will be in
Group 2 than is typical. We use the proportion 
of firms with (ROAiτ – ROAiτ|iτ–1) > 0 and 
(Mktgiτ – Mktgiτ|iτ–1) < 0 in our sample in 
periods other than the year of an SEO as a
measures of “typical.”Table 3 reports the results
of this analysis.

In non-SEO years 27.0% of firms typically fall
into the Group 2 category.This proportion is
substantially and significantly (p < .001) dif-
ferent at the time of an SEO, when approxi-
mately 38.7% of firms are categorized in Group
2.This finding is consistent with Hypothesis 1
and the prediction of Stein’s (1989) model–a
significant number of firms appear to be inflat-
ing earnings at the time of an SEO through a
reduction in marketing expenditures.

By examining the proportion of firms in the
other groupings, it can be ascertained where
this increase in the proportion of Group 2 firms
is coming from. Compared to the norm, we see 
a dramatic reduction in Group 3 categorized 
firms (i.e., firms with (ROAiτ – ROAiτ|iτ–1) < 0 
and (Mktgiτ – Mktgiτ|iτ–1) > 0) at the time of an 
SEO. Only 12.7% of firms are classified as 
Group 3 in SEO years, compared to 24.2% in
non-SEO years. We are also seeing a drop in
the proportion of Group 1 firms. At the time of
an SEO 20.5% of firms are classified as Group
1, compared to 26.1% in non-SEO years. As
such, during the period of an SEO we observe a
1/3 increase (49.7% in the non-SEO years to
66.8% in the year of an SEO) in the proportion
of firms decreasing marketing expenditures
below their expected value.The majority of this
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ROA

Marketing Intensity

# of observations

55,617

21,588

F-statistic

1,400.65

333.25

φφ

.428**
(.011)

[37.43]
.458**
(.025)

[18.26]

Table 2
Fixed Effects Panel Data Forecast Models

(Xit – 
—
X t) = αi + φ * (Xit–1 – 

—
X t –1) + εit

The number of observations differs across the series as not all firms reported all
measures across all time periods. Standard errors are in parentheses, t-statistics in
brackets. 

** p < .01.
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shift is showing up in an increase in Group 2
firms (approximately 12%), with the remainder
showing up as increase in Group 4 firms (5.4%).10

Market response to earnings at the time of
an SEO
To what extent do market participants believe
these improved earnings numbers? If investors
are aware that earnings inflation is taking place,
they will rely less on the information reported 
at the time of an SEO. As a result, the earnings
response coefficient would be smaller at the
time of an SEO than in other periods. We in-
vestigate this conjecture by estimating an earn-
ings response model that allows for potential
differences in effect associated with an SEO,
i.e., estimating Equation 2.Table 4 reports the
results of estimating Equation 2.11

The earnings response coefficient across
periods other than those when an SEO is issued
is 2.120.This result is consistent with extensive
literature on the information content of
accounting information and earnings surprises.
A shock to ROA contains information both
about the change in the current financial posi-
tion of the firm and also about prospects for
future-term performance. When investors
observe an unanticipated shock, they modify
their expectations about future earnings and
hence the value of the firm.The estimate of
2.120 is in fairly close correspondence with
earnings response coefficients reported in 
previous research. For example, Kormendi 
and Lipe (1987) report a median earnings
response coefficient of 2.50 across their sample
of 145 firms.

13

Group 1

(ROAiτ – ROAiτ|iτ–1) > 0, (Mktgiτ – Mktgiτ|iτ–1) > 0

Group 2

(ROAiτ – ROAiτ|iτ–1) > 0, (Mktgiτ – Mktgiτ|iτ–1) < 0

Group 3

(ROAiτ – ROAiτ|iτ–1) < 0, (Mktgiτ – Mktgiτ|iτ–1) > 0

Group 4

(ROAiτ – ROAiτ|iτ–1) < 0, (Mktgiτ – Mktgiτ|iτ–1) < 0

Total

Proportion of 
observations in the
year when an SEO
was issued

N = 2,631

20.5%

38.7%

12.7%

28.1%

100%

Proportion of 
observations in
years when no SEO
was issued

N = 23,510

26.1%

27.0%

24.2%

22.7%

100%

Table 3
The Prevalence of Myopic Marketing Management at the Time of an SEO
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We find, however, that the earnings response
coefficient is significantly lower at the time of
an SEO.The estimated differential of –.518 is
significantly different from zero at the 1% level.
This negative differential is consistent with
market participants placing less weight on the
information contained in ROA at the time of an
SEO than they do during other periods. In
essence, this reduced weight can be viewed as
enhanced measurement error in the ROA esti-
mate. Consistent with Hypothesis 2, market
participants view ROA at the time of an SEO
as having potentially more error as an indicator
of the “true” underlying profitability of the firm.
Another way of viewing the reduced earnings
response coefficient is that market participants
realize that ROA at the time of an SEO is likely
to have lower persistence (i.e., be less sustain-
able) than ROA at other times. Lower expected
persistence results in lower earnings response
coefficients.12

Firm valuation at the time of an SEO
Table 4 results indicate that market participants
are aware that earnings inflation is occurring
and place a lower weight on reported earnings
in formulating expectations of future-term
profits. However, are market participants able
to fully distinguish between the firms behaving
myopically versus those that are not and do 
they impound this information into the price of
the stock?

Table 5 presents a test of Hypothesis 3 that
myopic firms will have lower stock return in the
years subsequent to an SEO because the finan-
cial markets are unable to recognize myopic
management at the time of an SEO and are
thus unable to properly value myopic firms.
Firms are categorized into the four previously
defined groupings based on ROA and
marketing expenditure shocks occurring at the
time of an SEO.

One year after an SEO, Group 2 firms under-
perform their matched counterparts by –16.5%.
The differential is –31.5% for the two-year
cumulative return subsequent to an SEO.Then,
it is –40.3% for three years and –41.4% for four
years subsequent to an SEO. All these differ-
ences are highly statistically significant.These
firms, which are categorized based on an
increased likelihood to have engaged in myopic
marketing management, appear not to be prop-
erly valued by the stock market at the time of an
SEO.The eventual underperformance of myo-
pic firms in the years subsequent to an SEO
attests to the market’s not appreciating the im-
plications underlying a combined positive ROA
shock and negative marketing intensity shock
(i.e., a greater likelihood of myopic marketing
management). Only over time, when the finan-
cial implications resulting from undertaking
this strategy are realized, do the financial mar-
kets impound the value implications of engag-
ing in myopic marketing management. As the
four-year abnormal return is approximately the
same as the three-year abnormal return, it
appears that it takes approximately three years
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β1

β2

β3

#obs = 49,576
adj R2 = .282

2.120**
(.029)

[73.38]
–.518**
(.095)

[–5.43]
.185**
(.007)

[26.58]

Table 4
Earning Response Coefficient at the Time of an SEO

J

Retit = β1∆ROAit + β2∆ROAit * dSEO
it + β3*d

SEO
it + Σγ0j * Industry( j)

T
j=1

+ Σ(γ1t + γ2t * log MVit–1 + γ3t * log BMVit–1) * Timet + ηit
t=1

Standard errors are in parentheses, t-statistics in brackets, 

** p < .01.



W O R K I N G  P A P E R  S E R I E S 1515

for the financial markets to fully impound the
value implications of myopic marketing man-
agement into the price of the stock.

In contrast, for one, two, and three years after
an SEO, we observe no abnormal stock returns
for groups 1, 3, and 4. However, by year 4, we
see statistically significant positive abnormal
returns of 14.6% for group 1 and of 19.1% for
group 3, i.e., the two groups that had an increase
in marketing spending at the time of an SEO.
This finding is consistent with the forecast of
the Stein’s (1989) model: since the market
anticipates earnings inflation but is not able to

distinguish myopic firms, it de-values all firms
at the time of an SEO.Thus, initially the myo-
pic firms are over-valued and the non-myopic
firms are under-valued. Over time, however, we
observe a slow systematic adjustment in the
valuation of myopic and non-myopic firms.
These results suggest that the myopic market-
ing management on the part of myopic firms
has significant negative externality for the non-
myopic firms issuing SEOs: the non-myopic
firms are undervalued at the time of an SEO
and, thus, are not able to collect a fair price for
their new equity.
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λ1

λ2

λ3

λ4

#obs 
F-statistic 

One year after an
SEO: one-year 
abnormal stock
return

k = 1

.049
(.035)

[1.39]
–.165**
(.026)

[–6.35]
.006

(.045)
[.13]
–.054
(.030)

[–1.84]

2,068
11.42

Two years after an
SEO: cumulative 
two-year abnormal
stock return

k = 2

.033
(.051)
[.64]
–.315**
(.037)

[–8.44]
.018
(.066)
[.27]
–.034
(.043)

[–.80]

1,945
18.11

Three years after an
SEO: cumulative 
three-year abnormal
stock return

k = 3

.122
(.064)

[1.92]
–.403**
(.046)

[–8.81]
.072

(.080)
[.90]
–.073
(.051)

[–1.43]

1,799
21.05

Four years after an
SEO: cumulative 
four-year abnormal
stock return

k = 4

.146*
(.073)

[2.00]
–.414**
(.054)

[–7.68]
.191*
(.095)

[2.01]
–.032
(.060)

[– .54]

1,569
16.83

Table 5
Are Firms Properly Valued at the Time of an SEO? 
The Role of Marketing Intensity and ROA Shocks

Abnormal StkRiτ+k|τ = λ1*d
ME (+)ROA (+)

iτ + λ1*d
ME (–)ROA (+)

iτ + λ3*d
ME (+)ROA (–)

iτ + λ4*d
ME (–)ROA (–)

iτ + ηiτ+k

Standard errors are in parentheses, t-statistics in brackets, 

* p < .05, ** p < .01.
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Long-term consequences of myopic
marketing management
We examine the total impact of myopic market-
ing management on the value of the firm by as-
sessing cumulative abnormal stock returns com-
puted from the year of an SEO. Does the bene-
fit of higher stock return in the year of an SEO
outweigh the loss to value in the subsequent
years? Table 6 presents the results of this analysis.

In the year of an SEO, the myopic firms realize
abnormal returns of 13.4%.The market response
is approximately the same as to that of Group 1
firms. As such, we do not observe any discount-
ing on the part of the financial markets of the
earnings that may be artificially inflated through
a reduction in marketing spending.That is, the
markets react the same to firms with positive
earnings shocks, regardless of whether the mar-
keting expenditure shock is positive or negative.

Overtime, we see that abnormal positive returns
for group 1 persist and do not dissipate over
time and we observe no abnormal returns for
groups 3 and 4. For firms engaging in myopic
marketing management, however, we observe a
dramatic reversal in fortunes in the years subse-
quent to an SEO. One year after an SEO, the
cumulative returns fall to –3.2%, which is not
statistically significant. However, the negative
returns in subsequent years (as depicted in
Table 5) become more prominent.The three-
year cumulative abnormal return is –17.3% and
statistically significant.The positive returns
realized at the time of the SEO become domi-
nated by the negative returns in the subsequent
two years.The pattern continues with the
Group 2 firms realizing a four-year abnormal
cumulative stock return three years after an
SEO of –25.1%.The five-year cumulative
abnormal return is about the same (–26.0%).
The short-term gains of implementing a
myopic strategy are overcome by the long-term
consequence: a substantial drop in market value
of approximately 26%.

To further illustrate the consequences of myo-
pic behavior, we can follow the market value of

SEO firms (Figure 1). Suppose we have two
investors. At the beginning of the year when an
SEO was issued, one investor buys a portfolio
of firms that are categorized as Group 2 firms
and the other investor buys a portfolio of firms
that are categorized as groups 1, 3, and 4. As the
two investors have the same amount of money
initially ($100), the two portfolios are valued
the same at the start of the SEO year. At the
end of the SEO year, the Group 2 investor’s
portfolio is at $113.44 and outperforms the
groups 1, 3, and 4 portfolio as a consequence of
the favorable market response to the positive
earnings shock.The groups 1, 3, and 4 portfolio
is being dragged down by underperformance of
the Group 3 stocks included in portfolio. At the
end of the year subsequent to an SEO the value
of the Group 2 portfolio declines to $ 96.79 and
is $7.32 less than of the groups 1, 3, and 4 port-
folio, but this difference is not statistically
significant at 5% level. However, the value of
the Group 2 portfolio continues to decline. At
year three it is $22.79 below the groups 1, 3, and
4 portfolio and further declines to $32.71 and
$36.94 below the value of the groups 1, 3, and 4
portfolio. Each of these differences is highly
significant.The management practices of
Group 2 firms are destroying value relative to
the management practices of the other SEO
firms. By the end of the five years the investor
with Group 2 portfolio loses more than a quarter
of the initial investment.

Conclusion

We find evidence consistent with managers
engaging in myopic marketing management at
the time of an SEO. Some managers are
limiting marketing expenditures in an effort to
inflate current-term earnings, and thereby stock
price. At the time of the SEO, the financial
markets do not appear to be able to distinguish
firms engaging in myopic marketing manage-
ment from those firms that are not. In partic-
ular, myopic firms are overvalued at the time of
an SEO, i.e., they have negative abnormal
returns in subsequent years. While myopic

16
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marketing management has some short-term
benefits in terms of higher current-term earn-
ings and stock price, it has a detrimental long-
term impact on firm value. Myopic firms have
long-term stock returns significantly lower than
other firms.

Conclusions of marketplace inefficiency must
be made cautiously (all too often an alternative
explanation consistent with efficient markets
provides a better depiction of apparent anom-
alies). However, our results indicate that the
financial markets are not properly valuing at the
time of an SEO firms engaged in myopic mar-

keting management.This finding is invariant to
alternative measures of abnormal stock returns.
Only over time are the financial implications of
myopic management fully impounded into firm
valuation.The inability of the financial markets
to correctly price firms engaging in myopic
management provides an incentive for some
managers to undertake strategies that enhance
current-term earnings at the expense of long-
term profitability in order to temporally inflate
the firm’s stock price.

While our analysis focused on myopic market-
ing at the time of an SEO, our results are likely
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γ1

γ2

γ3

γ4

#obs 
F-statistic 

One year after an
SEO: cumulative 
two-year abnormal 
stock return

j = 1

.183**
(.047)

[3.87]
–.032
(.035)

[–.92]
–.049
(.061)

[–.80]
–.021
(.040)

[–.53]

2,057
4.19

The year of an SEO:
current-year
abnormal stock
return

j = 0

.128**
(.028)

[4.58]
.134**
(.021)

[6.54]
–.059
(.036)

[–1.65]
.034
(.023)

[1.45]

2,127
17.16

Two years after an
SEO: cumulative 
three-year abnormal
stock return

j = 2

.178**
(.060)

[2.94]
–.173**
(.044)

[–3.97]
–.026
(.078)

[–.34]
.004
(.050)
[.08]

1,934
6.14

Three years after an
SEO: cumulative 
four-year abnormal
stock return

j = 3

.277**
(.071)

[3.89]
–.251**
(.051)

[–4.94]
.039
(.090)
[.44]
–.039
(.057)

[–.68]

1,788
10.05

Four years after an
SEO: cumulative 
five-year abnormal
stock return

j = 4

.281**
(.081)

[3.48]
–.260**
(.059)

[–4.39]
.133
(.105)

[1.27]
–.017
(.067)

[–.25]

1,558
8.26

Table 6
Total Financial Returns to Myopic Marketing Management over the Long Term

Abnormal StkRiτ+j|τ = γ1j*d
ME (+)ROA (+)

iτ + γ2j*dME (–)ROA (+)

iτ + γ3j*d
ME (+)ROA (–)

iτ + γ4j*d
ME (–)ROA (–)

iτ + ηiτ+j

Standard errors are in parentheses, t-statistics in brackets, 

* p < .05, ** p < .01.
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to generalize beyond this specific context.The
same types of incentives that induce myopic
marketing management at the time of an SEO
exist in many other situations. For example, a
survey by Graham et al. (2004) found that when
faced with a possibility of falling below a quar-
terly earnings target, 80% of CFOs say that they
would decrease discretionary expenditures such
as advertising, 55% said that they would delay a
start of a new project, and 39% said that they
would provide incentives for customers to buy
more products in the current quarter. In gen-
eral, managers have incentives to behave myo-
pically when (1) performance evaluation
depends on a current-term outcome measure
and (2) they can engage in an inter-temporal
shifting of expenditures that cannot be fully
discerned by the evaluator. Myopic marketing
management impairs marketing function,
harms intangible marketing assets, and ulti-
mately destroys shareholder value.

What can be done to reduce myopic manage-
ment practices?  It is our view that a quick and
simple fix is unrealistic. Changing the attitudes
and practices of the financial markets and

managers is likely to be a slow process.
However, certain steps can help facilitate this
transformation.

First, managers need to improve their informa-
tion disclosure strategies, i.e., what and how
they communicate to the financial community
(Lev 1992). If managers want the financial
markets to appreciate the implications of
investing in marketing assets (e.g., having a
long-term horizon), they need to better articu-
late their marketing strategy (and its intangible
outcomes) to the financial community. Since
the corporate entity has an indefinite life, its
value is determined not just by current-term
results, but also by future performance.Thus,
investors have an incentive to appreciate a
strategy with favorable long-term profit impli-
cations and to downgrade the stock price of
firms that restrict expenditures with longer-
term payoffs. Many managers believe that their
voluntary disclosures have no impact. Yet,
theory and empirical evidence indicate that
voluntary disclosures can have significant and
long-lasting consequences. Information disclo-
sures—for example, new product announce-

18

Start                Year = SEO     Year = SEO + 1   Year = SEO + 2  Year = SEO + 3   Year = SEO + 4

Figure 1
Performance of SEO Firm Portfolios: Group 2 Portfolio versus Group 1, 3, and 4 Portfolio
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ments (Chaney, Devinney, and Winer 1991) or
“explaining” financial results—have been shown
empirically to affect financial market outcomes
such as share price, trading volume, and bid-ask
spreads. Firms that send credible signals about
their marketing strategy and future prospects
will be freer to undertake those strategies that
improve long-term performance. Conversely,
firms unable to provide these signals will be
viewed less favorably by the financial markets.

Second, firms need to improve internal moni-
toring of marketing assets and resource alloca-
tion. Formal organizational processes can help
mitigate opportunistic management behaviors.
For example, Cheng (2004) showed that CEO
compensation committees are successful in
reducing myopic cuts in R&D spending. Man-
agers will be less likely to manage firm resources
myopically if they are held accountable and are
evaluated based not only on the accounting
earnings measures, but also on the health of the
marketing assets (brand equity, customer satis-
faction, etc.). At times, a jump in earnings
occurring jointly with a reduction in marketing
expenditures may be the result of a firm bene-
fiting from previous investments. For example,

Bayus, Erickson, and Jacobson (2003) find that
this occurs subsequent to a new product intro-
duction in that products that lag behind the
technology frontier require more intensive
demand-creating expenditures. However, it may
also signal myopic marketing management. As
such, the rationale for a cut in marketing expen-
ditures needs to be more fully examined rather
than applauded.

Rust, Ambler, Carpenter, Kumar, and
Srivastava (2004, p. 76) state that “marketers
have not been held accountable for showing
how marketing expenditures add to shareholder
value.”This lack of accountability can lead to an
over- or an under-investment in marketing
assets. It also breeds an environment where
some managers will seek to artificially inflate
business prospects by cutting back on market-
ing expenditures. Our analysis shows that the
long-term negative repercussions of engaging in
myopic marketing management are consider-
able. Financial markets and managers must
appreciate that marketing assets are essential to
wealth creation and that marketing spending
should not be treated as discretionary.n
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Notes

1. Myopic marketing management has commonalities with
the classic concept of “marketing myopia” (Levitt 1960).
Both deal with a lack of farsightedness. However, while
marketing myopia emphasizes problems with defining the
business too narrowly, myopic marketing management
relates to an over-emphasis on the current term.

2. Past research has provided some empirical insights into
myopic management. For example, Dechow and Sloan
(1991) found that executives tend to reduce R&D spend-
ing in their final year before retirement. Bushee (1998)
reports that having a large proportion of institutional
investors exhibiting transient ownership characteristics
increases the probability of decreases in R&D expenditures.
Roychowdhury (2003) reports evidence of firms giving
price discounts to temporarily boost sales and increase
earnings when they are close to a zero earnings benchmark.

3.The results of numerous time series studies confirm that
abnormal earnings do not dissipate immediately but rather
exhibit some persistence and that investors are aware of
this.

4. Kothari (2001) provides a survey of this literature.

5. A competing interpretation to explain these results that
are apparently inconsistent with the efficient markets
hypothesis is “the bad models problem” Fama (1998).That
is, any test of efficient markets depends on assumptions
about expected return. Under this competing interpreta-
tion stock return anomalies are attributed to a mis-specifi-
cation of the risk characteristics of the firm and the pricing
of this risk, i.e., the estimate of expected return is inaccu-
rate. Fama and French (1996) show, for example, that the
over-reaction anomaly reported by DeBondt and Thaler
(1985) vanishes in a three-factor risk model.This “bad
model” consideration dictates that it is critical in studies
assessing long-run abnormal returns to make use of prop-
erly benchmarked measures, e.g., Barber and Lyon (1997),
and to assess the sensitivity of the results to alternative
abnormal returns calculations. We undertake both steps in
our study.

6.To obtain estimates of the parameters αi and φ, we
follow the Anderson and Hsiao (1982) procedure, to esti-
mate an autoregressive coefficient in the presence of fixed
effects. We begin by taking first differences of the data to
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