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Additional Praise For Always A Winner

“Wouldn’t it be great if we could accurately anticipate, understand, 
and proactively deal with economic challenges all the time? Always 
a Winner shows us how to do just that. Combining real-life corpo-
rate examples with easy-to-grasp economic theory, Peter Navarro 
provides you with all of the strategies, tactics and forecasting tools 
your organization needs to profi tably manage through the ups and 
downs of the business cycle.”

—Ed Fuller, President & Managing Director
International Lodging, Marriott International 

“This compelling book offers strategies for coping with the  business 
cycle from a keen observer and insightful commentator. Read it now 
in the midst of a recession, and read it again when the economy is 
several years into another expansion. That’s when business needs to 
prepare for the next downturn.”

—Professor Edward Leamer
Director, UCLA Anderson Forecast

“Always a Winner is required reading for every entrepreneur, money 
manager, and independent investor hoping to outperform the mar-
ket and retire one day.” 

—Mark T. Brookshire 
Founder of StockTrak.com and WallStreetSurvivor.com

“Our strategies of global diversifi cation and broad product diversity 
coupled with an organizational culture keenly attuned to the impor-
tance of the business cycle to our bottom line has allowed Marubeni 
to survive for some 150 years. This book draws heavily on the expe-
riences and lessons of companies such as ours to deliver a powerful 
set of strategies and forecasting tools to help your  executive team 
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move forward. Always a Winner will help your organization not just 
survive, but thrive, in today’s turbulent economic environment.” 

—Teruo Asada
President and CEO, Marubeni Corporation

“Many businesspeople such as myself have learned the hard way 
that managing the business cycle for competitive advantage in 
today’s fast-changing, globally-integrated economy is not only a 
must for survival but also the only sustainable strategy. In this very 
timely book, Professor Navarro clearly shows your executive team 
how to do just that – and always come out a winner!” 

—Dr. Shankar Basu
Chairman & CEO, Toyota Material Handling, U.S.A., Inc.
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To every business executive who got caught by 
surprise by the 2007 to 2009 crash—and who 

wants to make sure it never happens again
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 While Professor Navarro is an avid Dodgers baseball fan, his wife 
Leslie roots for the Angels. Opposites apparently do attract.       
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Preface

 Most companies make a lot of money during economic 
expansions — and lose a lot of money during recessions. That is the 
way it has always been. That is the way it need not always be. 

 My job in this book is to show you how to be  “ always a winner ”  
over the course of the entire business cycle — not just when eco-
nomic times are good. To do this, I am going to arm you with all 
the strategies, tactics, and forecasting tools you will need to prof-
itably manage your organization throughout the business cycle 
seasons — from the best of times to the worst of times. 

 The importance of learning to strategically manage the business 
cycle for competitive advantage was underscored some years ago 
by my chance encounter with Dwight Decker, a gentleman who at 
one point was one of the highest-fl ying tech executives in Orange 
County, California. 

 At the time of this encounter — at an Orange County meeting 
on homeland security — Decker was the CEO of Conexant, a semi-
conductor company spun off in 1999 from the defense company 
Rockwell. Within a year of that spin-off, Conexant ’ s sales had rock-
eted up to more than $2 billion and its stock price had increased by 
more than sixfold. 

 Conexant ’ s success was, however, ever so fl eeting. Despite 
ample warning signs, Decker and his executive team failed to see 
the March 2001 recession and collapse of the tech bubble coming. 
When the company got caught with more than $1 billion of inven-
tory write-downs and special charges, its stock price made a dizzying 
descent from almost $100 per share down to less than two bucks. 

 When I bumped into Decker at the homeland security meeting, 
I couldn ’ t help but ask him how his company had failed to forecast 
the 2001 recession that had been its undoing. I then went on to 
provide a long list of leading economic indicators that had clearly 
signaled that recession. 
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 Decker ’ s reply absolutely fl oored me. He said:  “ We don ’ t really 
pay any attention to that economic stuff. Our job is to make great 
new stuff and if we do that, the rest will take care of itself. ”  

 Unfortunately for both Conexant shareholders who lost 
billions of dollars and the thousands of Conexant employees 
who lost their jobs, no more naive words have ever been spoken. 
The message that Decker clearly failed to understand is that over 
the often-exhilarating ups and treacherous downs of the business 
cycle, economic ignorance will always eventually triumph over 
 engineering brilliance.       

xviii Preface
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A BIG-PICTURE VIEW OF 
THE ALWAYS A WINNER 

ORGANIZATION 
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3

1C H A P T E R

          Why Recessions Are More 
Dangerous than Any 10 

Competitors            

  When a recession hits, the best surprise is no surprise. 
  — Ron Vara   

 A recession can do far more damage to your organization 
than any 10 competitors. That ’ s a lesson I both regularly teach to 
my executive MBA students and preach to corporate audiences. 
Without question, it is one of the most important lessons that busi-
ness executives around the world have all-too-painfully learned in 
the wake and carnage of the crash of 2007 to 2009. 

 Contrary to a popular view before that historic crash, the business 
cycle is not dead. Nor has this highly volatile and often  destructive cycle 
even been tamed. This is a lesson sharply underscored by the culpa-
bility of America ’ s own Federal Reserve and central banks around the 
world in helping to trigger the crash of 2007 to 2009 by fi rst  creating, 
and then perpetuating, a bubble global economy. 

 Because recessions can do far more damage to your organiza-
tion than your competitors and because recessions will continue 
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4 Why Recessions Are More Dangerous than Any 10 Competitors

to be as inevitable as death and taxes, the 2007–2009 crash should 
serve as every business executive ’ s epiphany about the need to 
recession-proof one ’ s organization. The purpose of this book is to 
help you learn how to do just that. 

 The goal of this book is not, however, simply to teach you a 
 valuable set of recession-proofi ng skills. More broadly, this book will 
also show you how to strategically manage your organization over 
the entire course of the business cycle — from the depths of a reces-
sionary trough to the boom times of a robust economic expansion 
and back again. By learning to strategically manage the business 
cycle, your organization will be able to create a powerful competi-
tive and sustainable advantage over your rivals and thereby fi nd the 
grail sought by every executive team in the world: superior fi nancial 
performance. In this way, you will be  “ always a winner. ”     
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5

2C H A P T E R

        What Good to Great and
Always a Winner Organizations 

Have in Common            

  Any organization can substantially improve its stature and 
performance, perhaps even become great, if it consciously applies
the framework of ideas we ’ ve uncovered. 

  — Jim Collins,  Good to Great    

 In 2001, just as the fi rst recession in a decade was dawning on 
America, Jim Collins published a book called  Good to Great  that 
would go on to sell more than 4 million copies. The premise 
of Collins ’ s book is exactly the same as the premise of this book: 
Companies that adopt a particular set of strategic business prac-
tices, that exhibit leadership refl ective of those practices, and that 
build a supportive organizational structure and culture will enjoy 
superior fi nancial performance. 

 In  Good to Great , organizations such as Abbott Laboratories, 
Gillette, Nucor Steel, and Walgreens all shared in common 
“Level 5 ”  leaders — self-effacing individuals with intense profes-
sional will who always put their company fi rst. These organizations 
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6 What Organizations Have in Common

were also  “ Hedgehogs ”  that focused singularly and consistently on 
what they did best, pioneered the application of carefully selected 
technologies, embraced a culture of discipline, and, as a result 
of all of these elements, earned superior rates of return for their 
shareholders. 

 In this book, organizations such as DuPont, Johnson  &  
Johnson, and Paccar all share in common  “ Master Cyclist ”  (short 
for  “ Master Business Cycle Manager ” ) leaders who are global 
thinkers with a high degree of economic and fi nancial market lit-
eracy and who are masters at strategically managing the business 
cycle. These organizations also have a strong  “ business cycle man-
agement orientation, ”  and they deploy a wide range of forecasting 
capabilities to anticipate movements and key recessionary turning 
points in the business cycle. With a highly supportive structure and 
culture, these organizations then rely on their forecasting infor-
mation to implement a set of often countercyclical business cycle 
management strategies and tactics in a timely way. In this way, these 
Master Cyclist organizations are not only able to recession-proof 
their shareholders and employees from the ravages of the business 
cycle, they also exhibit superior fi nancial performance relative to 
their less-business-cycle-savvy rivals over the entire course of the 
business cycle.  

  ORIGINS AND METHODS OF THE MASTER
CYCLIST PROJECT 

 It is no coincidence that  Always a Winner!  shares the same premise 
of superior fi nancial performance with  Good to Great . After reading 
Collins ’ s book when it fi rst came out, I and so many others were 
greatly impressed with Collins ’ s insight and his compelling stories 
of great companies with sustainable superior performance. I was 
also impressed with both the research methods and the overarch-
ing question that Collins was seeking to answer: Why do some com-
panies consistently outperform their rivals? 

 In fact, I had started the Master Cyclist Project at the University 
of California-Irvine just months before  Good to Great  was published 
to answer that very same question, albeit in the very different con-
text of strategic management of the business cycle. After reading 
 Good to Great,  I was inspired to use a very similar research method-
ology. To that end, I assembled a large army of MBA students and 
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immediately began an  extensive  set of case study analyses. Our ini-
tial Phase One goal was to identify the most effective strategies and 
tactics that could be applied over the course of the business cycle 
to improve fi nancial performance. 

 In Phase Two, we conducted a supplementary set of more  inten-
sive  case studies to identify those characteristics that separate Master 
Cyclist organizations that skillfully and proactively strategically 
manage the business cycle from Reactive Cyclist organizations that 
merely react, often far too late, to changing economic conditions. 
It was in this phase of the study that we identifi ed the key charac-
teristics of a successful Master Cyclist organization and its leaders. 
As noted earlier, these characteristics range from a strong business 
cycle orientation and an executive team with a high degree of eco-
nomic and fi nancial market literacy to a business-cycle-sensitive 
organizational structure and culture. 

 In Phase Three, we moved beyond individual case study analyses to 
a more rigorous statistical test of our hypothesized association between 
superior fi nancial performance and skillful management of the busi-
ness cycle. In this critical phase, we compared the stock price perform-
ance of 70 companies sorted into 35 “matched pair” rivals representing 
35 subindustries in the Standard  &  Poor ’ s (S & P) 500 Index over a  
fi ve-year period going into and out of the March 2001 recession. 

 We chose the S & P 500 because it covers roughly three-quarters of 
U.S. corporations by market capitalization. Each matched pair of rivals 
in the sample consisted of a high- versus low-performing company in 
the industries and subindustries that make up the S & P 500 — from aer-
ospace, autos, and electronics to pharmaceuticals, railroads, and tires. 

 For example, one matched pair included the high-performing 
Walgreens versus the low-performing CVS. Another matched pair 
featured the high-performing Best Buy versus the low-performing 
Circuit City. 

 We chose the fi ve-year period between February 1999 and 
December 2003 because it allowed us to compare how the rival 
companies in each matched pair fi rst prepared for the onset of the 
2001 recession by applying — or failing to apply — each of the Master 
Cyclist principles of strategic business cycle management identifi ed 
in Phase One of the project. By extending the observation period 
two years after the recession ended, we were then able to measure 
the effects of the application of the various Master Cyclist principles 
on stock price performance. 

 Origins and Methods of the Master Cyclist Project 7
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8 What Organizations Have in Common

 In conducting this matched pair comparison, our working 
hypothesis was this: High-performing companies would implement 
strategic business cycle management principles more frequently 
than their low-performing rivals. In addition, low-performing 
companies would be more likely to exhibit Reactive Cyclist behav-
iors contrary to sound business cycle management principles; for 
example, while a high-performing Master Cyclist organization 
would countercyclically increase advertising during the recession, 
a low-performing Reactive Cyclist organization would cut advertis-
ing expenditures. 

 In fact, our study results provided strong support for this hypoth-
esis. The overwhelming majority of high-performing companies were 
indeed much better at applying Master Cyclist principles than their 
low-performing Reactive Cyclist rivals. In this way, our study results 
established a very clear and strong statistical association between 
organizational performance and strategic business cycle management.  

  WHY ALWAYS A WINNER ORGANIZATIONS 
MUST BE MASTER CYCLISTS 

 Exhibit   2.1    illustrates how the Master Cyclist organizations in our 
sample dramatically outperformed their Reactive Cyclist rivals 
in terms of stock price performance and annualized returns. 
Specifi cally, this exhibit charts the growth — or lack thereof — of 
three separate $1 million investments from the start of our study 
period in February 1999, through the 2001 recession, and to the 
end of that period in December 2003.   

 The growth path of the fi rst investment of $1 million illus-
trated in the exhibit is an investment in the market benchmark 
the S & P 500 represented by the popular exchange-traded fund 
with the ticker symbol SPY. The S & P growth path is represented 
by the middle line in the exhibit. Holding this broad market 
index through the period would have shaved about $70,000 off 
your initial investment and yielded a  negative  annualized return 
of 1.4%. Of course, that is what recessions do: They make it very 
hard to earn money in the stock market using a traditional buy-
and-hold approach. 
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  What Jim Collins Missed  9

Exhibit 2.1 The Superior Performance of Master Cyclist Organizations
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 In contrast, if you had invested $1 million in a mutual fund 
comprised of the Reactive Cyclist companies, your investment 
would have lost more than 5% of its value on an annualized basis 
and been worth a mere $715,367 by the end period. This negative 
growth path — and loss of over $250,000 — is represented by the 
lower line in the exhibit. It graphically underscores the point that 
recessions can be far more injurious to a company ’ s bottom line 
than any 10 competitors. 

 Finally, if you had alternatively invested your $1 million in a 
mutual fund of the Master Cyclist companies at the start of the 
period, you would have earned a very robust annualized return of 
23% right through the recession, and your portfolio would have been 
worth $2.1 million by the end of the December 2003. To borrow a 
phrase from Jim Collins,  “ You just gotta know how they did that. ”   

  WHAT JIM COLLINS MISSED 

 Now, here ’ s the irony in basing the methods of the Master 
Cyclist Project on those of  Good to Great:  The superior stock price 
performance of the Master Cyclist companies clearly indicates that 
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10 What Organizations Have in Common

Collins missed a very important factor when he failed to identify the 
robust performance effects of strategic business cycle management. 
In some sense, this is a forgivable sin. The study period that Collins 
used to gauge fi rm performance overlapped with one of the 
longest and most robust economic expansions in U.S. history — the 
roaring 1990s. During that time, the need for strategic business 
cycle management and any attendant recession-proofi ng of one ’ s 
organization was extremely low. 

 The failure of Collins to consider the effects of business cycle 
turbulence on fi nancial performance is underscored by the spec-
tacular collapse of several of his Good to Great companies dur-
ing the 2008 crash. The poster child for this problem has to be 
Fannie Mae, which saw its stock price plummet from more than 
$80 per share to less than a buck. In fact, Fannie Mae would no 
longer exist if it were not for a massive bailout from the federal 
government. 

 A second Good to Great company, Circuit City, provides a 
very interesting nexus between the sample of companies that 
Collins used in his book and the sample used in the Master 
Cyclist Project study. In particular, while Collins has Circuit 
City on the superior performance side of his ledger, our Master 
Cyclist research shows that the now-bankrupt Circuit City has 
played the business cycle management fool to a key rival and far 
more astute business cycle manager, Best Buy. Of course, the way 
to reconcile these two radically different assessments of Circuit 
City is simply to note that Collins found Circuit City to be a 
Good to Great company prior to the advent of the 2001 reces-
sion, and his study failed to anticipate that the vaunted Circuit 
City executive team would be an abysmal failure at recession-
proofi ng the company. 

 Likewise, our research team found a third Good to Great com-
pany, Kimberly-Clark, on the other side of the performance ledger 
from Collins. The case analysis of this company has yielded one 
of the most interesting stories in the entire Master Cyclist Project. 
This is a story about how to price the business cycle exactly 
wrong.    1

 As explained in Chapter 19, the second worst thing a company 
can do in the middle of a recession is to raise its prices. However, 
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the worst thing a company can do is try to hide those price hikes. 
Unfortunately, Kimberly-Clark ’ s executive team tried to do just 
that. 

 In particular, during the 2001 recession, Kimberly-Clark tried 
to sneak a price hike on unsuspecting moms by reducing the prod-
uct count in each package of its popular Huggies brand diapers. 
In a swift, tactical, Master Cyclist response, Kimberly-Clark ’ s chief 
rival, Procter  &  Gamble, immediately cut prices on its competing 
Pampers brand and exposed Kimberly-Clark ’ s deception in a mas-
sive ad campaign. The result was a considerable loss of both face 
 and  market share for Kimberly-Clark. 

 The point of these comparisons is not that Collins ’ s work was 
bad or wrong. The organizational characteristics and leadership 
qualities that Collins identifi ed in his research certainly do play a 
very important role in corporate performance. Rather, the point is 
that Collins missed a very important factor in not considering how 
companies strategically manage the business cycle as an element 
of performance. In doing so, he left his Good to Great companies 
vulnerable to the vagaries of recession and his conclusions open to 
failing the test of time. 

 The much broader point to be gleaned from the research of the 
Master Cyclist Project is this: To always be a winner, every organiza-
tion should learn how to strategically manage the business cycle for 
at least two reasons. The fi rst is a matter of defense and survival: 
The principles and practices of Master Cyclist management can 
teach any executive team how to recession-proof its organization in 
today ’ s turbulent times — and thereby always be a winner. 

 The second reason to learn how to strategically manage the 
business cycle is a matter of sound offensive strategy. Recessions are 
often the very best times to attack one ’ s rivals and seize both mar-
ket share and the strategic high ground. 

 If, paraphrasing the words of Jim Collins leading off this chap-
ter, your organization  “ consciously applies the framework of ideas ”  
developed in the course of the Master Cyclist Project, it will  “ sub-
stantially improve its stature and performance ”  and  “ perhaps even 
become great. ”                   

 What Jim Collins Missed 11
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12 What Organizations Have in Common

Good to Great versus Always a Winner Organizations  
Good to Great Attributes Always a Winner Attributes

•    “ Level 5 ”  self - effacing 
leaders with intense 
professional will that always 
put their companies first  

•   Global - thinking  “ Master 
Cyclist ”  leaders with a high 
degree of economic and 
financial market literacy  

•    “ Hedgehogs ”  focused 
singularly and consistently 
on what they do best  

•   A strong  “ business cycle 
management orientation ”  
and masters at strategically 
managing the business 
cycle  

•   Pioneer the application 
of carefully selected 
technologies  

• Deploy a wide range of 
forecasting capabilities to 
anticipate movements and 
key recessionary turning 
points in the business cycle.

•   Embrace a culture of 
discipline  

•   Organizational structure 
and culture strongly support 
and facilitate business cycle 
management activities  

•   Superior performance 
during economic 
expansions  

• Superior performance over 
all phases of the business 
cycle
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13

3C H A P T E R

        What Are the Three Steps to 
Becoming an Always a Winner 

Organization?            

  Recessions teach companies to be prepared even during the good 
times, because a recession is like a battle — when you ’ re in it, it ’ s 
almost too late to start training for it. If you ’ re not prepared for it, 
you will pay for it. 

  — Leonard Jaskol, former Chairman and 
CEO, Lydall, Inc.   

 Corporate profi ts are highly correlated with business cycle 
movements. According to more than 60 years of data for the U.S. 
economy, profi ts tend to rise fairly steadily during economic expan-
sions and then fall very sharply during recessions. Moreover, this 
relationship holds true for almost 70% of all corporate activity. 

 The statistical fact that most companies suffer falling profi ts 
during recessions further reinforces the point that the business 
cycle can be far more destructive to a fi rm ’ s bottom line than any 
10 competitors. This observation alone should be enough motiva-
tion for every executive team in the world to pay far more attention 
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14 Becoming an Always a Winner Organization 

both to forecasting the business cycle and to strategically managing 
its movements and key turning points. 

 The fact that at least some companies are able to maintain 
robust profi tability during recessions likewise provides hope that 
there exists a set of strategies and tactics and a broader manage-
ment method that allows these companies to  “ always be winners ”  
over the entire course of the business cycle. This set of strategies 
and tactics and a broader three-step strategic business cycle man-
agement method is illustrated in Exhibit   3.1   .   

Exhibit 3.1 Master Cyclist Superior Performance Triangle

• Strong Business Cycle Management Orientation
• High level of Economic and Financial Market Literacy
• Organizational Structure Facilitates Forecasting and Strategy
 Implementation
• Organizational Culture Supports Business Cycle Management
 Activities

• In-House Computer Models
• Outside Subscription Forecast Services
• Monitor the Shape of the Yield Curve
• Assess the Stock Market Trend
• Follow the Corporate Earnings Calendar
• Track the GDP Forecasting Equation!

• Production, Inventory, and Supply
 Chain Management
• Human Resources Management
• Advertising and Marketing
• Pricing the Cycle and Credit
 Management
• Capital Expansion and Modernization
• Acquisitions and Divestitures
• Capital Financing

Apply
Well-Timed

Business Cycle
Management

Strategies

Forecast the
Business

Cycle

Achieve
Superior

Performance

Build the
Master Cyclist
Organization
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 This exhibit illustrates that in order to always be a winner, your 
organization must become a Master Business Cycle Manager by fol-
lowing these three steps: 

   Step One.  Develop and deploy strong forecasting capabilities 
to anticipate movements and key turning points in the business 
cycle and effectively disseminate that forecasting information to 
key decision makers.  
   Step Two.  Apply well-timed business cycle management strate-
gies and tactics across the functional areas of your organization 
in a synergistic and integrative fashion in response to your fore-
casting data.  
   Step Three.  Over the longer term, build your organization with 
a strong business cycle management orientation, an executive 
team with a high degree of economic and financial market lit-
eracy, and an organizational structure and culture that strongly 
support and facilitate all strategic business cycle management 
activities.    

 By following Steps 1 through 3, your organization will not 
only recession-proof itself when the business cycle comes crash-
ing down, it will also gain a competitive advantage over its rivals 
while minimizing costs, maximizing profi ts, and increasing mar-
ket share. In this way your organization will achieve superior 
fi nancial performance and always be a winner over the entire 
course of the business cycle.  

  STEP ONE: DEVELOPING AND DEPLOYING A STRONG 
FORECASTING CAPABILITY 

 In order to anticipate movements and key turning points in the busi-
ness cycle, your organization obviously must fi rst develop and deploy 
a very strong forecasting capability. In this task, it is essential that 
your executive team move beyond any traditional reliance on either 
in-house computer forecasting models or outside subscription fore-
casting services. While such forecasting resources can be quite valu-
able in guiding your organization, the task of forecasting the business 
cycle cannot simply be delegated to some distant shop of economists. 
Instead, one of the cornerstone lessons of this book is this:   

 Step One 15
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16 Becoming an Always a Winner Organization 

 To this end, in the process of training thousands of executive MBA 
students and corporate executives, I have developed a relatively sim-
ple but extremely powerful method of forecasting the business cycle 
that every would-be strategic business cycle manager can wholeheart-
edly embrace. As I shall explain in more detail in the next part of this 
book, all this forecasting method requires is a working knowledge of a 
relatively small number of forecasting tools, such as the bond market ’ s 
yield curve and the gross domestic product (GDP) forecasting equa-
tion, and a disciplined commitment to applying these tools through 
a daily reading of the fi nancial press. By using these tools, your execu-
tive team will  never  be caught by surprise by a recession again. 

   STEP TWO: APPLY WELL-TIMED BUSINESS CYCLE 
MANAGEMENT STRATEGIES 

 The Master Cyclist Project and its hundreds of case studies and statis-
tical analyses of hundreds of corporations has revealed a comprehen-
sive set of business cycle management strategies and tactics that can be 
applied over the course of the business cycle to gain competitive or sus-
tainable advantage over your competitors. These Master Cyclist princi-
ples span the functional spectrum of the modern corporation — from 
production, inventory control, supply chain management, advertising 
and marketing, to human resources management, corporate fi nance, 
and acquisitions and divestitures. Each Master Cyclist strategy has been 
business cycle – tested by highly successful corporations both large and 
small around the world; and each has been shown to be very effective 
in enhancing fi nancial performance. 

 In this regard, many of the Master Cyclist principles featured in 
this book are implemented countercyclically in the darkest days of 
a recession. Invariably, they encounter great resistance in Reactive 
Cyclist companies that lack a strong business cycle management ori-
entation and the requisite skills to manage the business cycle. 

 For example, while most Reactive Cyclist companies  cut  adver-
tising during a recession in a desperate effort to pinch pennies, the
Master Cyclist organization countercyclically  increases  advertising to 

Every business executive must learn to become an astute business 
cycle forecaster!  
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take advantage of lower advertising rates and less congestion in the 
advertising market. In this way, the Master Cyclist is able to cost-effec-
tively build brand awareness while increasing market share and thereby 
garner a lot more revenue when the economy eventually turns. 

 The poster child and a classic example for building a brand 
through countercyclical advertising is Michael Dell and his bril-
liant countercyclical advertising coup d ’  é tat during the 1990 – 1991 
recession. Seeking to build his fl edgling company ’ s brand and 
thereby break into the ranks of the big boys at the time, Michael 
Dell increased his company ’ s advertising by more than 300% dur-
ing the depths of that recession. Moreover, while Dell was radically 
ratcheting up his advertising budget, established players like Apple, 
IBM, and the now–dearly departed Digital were slashing their budg-
ets by almost 20%. By seizing the recessionary day in this way, Dell 
was able to build both brand and market share and thereby set the 
stage for his company ’ s brilliant ascent during the 1990s.    1

 In a similar fashion, while most Reactive Cyclist companies lay 
people off during recessions, the Master Cyclist human resources 
manager cherry picks from the much deeper recessionary labor 
pool to fi nd highly talented staff at relatively lower costs. In this way, 
this well-timed human resources management strategy improves the 
quality of the overall organization. 

 An equally classic case in point is offered up by Avon ’ s cherry-
picking on a grand scale during the 2001 recession. As the econ-
omy headed south in 2001, Avon ’ s executive team realized that this 
recession would result in “an ever larger pool of women”   2 to recruit 
to sell its cosmetics, perfumes, and other products. Avon ’ s executive 
team also understood quite well that a recession was a great time 
to sell its products because during these tough times, many women 
would not be able to afford department store brands.   

 To bring this talent into the company, Avon revitalized an old 
program called Sales Leadership in which the company ’ s top per-
formers are taught how to recruit, train, and supervise their own 
group of representatives. This program, coupled with a number 
of other equally aggressive initiatives, allowed Avon to expand its 
workforce by almost one third — or by roughly one million.      3

 This bold countercyclical hiring strategy had a very dramatic 
effect on Avon ’ s performance over the next several years. On the 

 Step Two 17
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18 Becoming an Always a Winner Organization 

strength of record profi ts, Avon ’ s stock price rose by 16% in 2002 
and another 25% in 2003 while sales rose dramatically. 

 It is important to note that strategic business cycle management 
principles typically are not just applied countercyclically. They also 
are implemented both synergistically and in a multidisciplinary 
fashion across the organization ’ s many functional areas. 

 For example, countercyclical advertising in a recession not only 
helps the marketing department achieve its brand-building goals. 
It can also help the organization ’ s supply chain managers trim any 
excess inventories that may build up during the recession.  

  STEP THREE: BUILDING THE MASTER 
CYCLIST ORGANIZATION  

  Structure follows strategy. 
  — Alfred Chandler   

 Forecasting the business cycle and applying well-timed business 
cycle management strategies and tactics in response to forecast-
ing data represent the two bread-and-butter tasks of the strategic 
business cycle manager. Over the longer term, however, an equally 
important task is to build a solid Master Cyclist organization that 
will always be a winner — in good economic times or bad. 

 In this regard, the noted business historian and Harvard profes-
sor Alfred Chandler argued in his classic book  Strategy and Structure  
that changes in strategy require companies to change their struc-
ture.   4 For an organization to become a truly effective strategic busi-
ness cycle manager, it needs these four characteristics: 

   1.   A strong business cycle management orientation  
   2.   An executive team that is highly literate about macroeconom-

ics and the financial markets  
   3.   An organizational structure that facilitates the flow of fore-

casting data and timely decision making  
   4.   An organizational culture that strongly supports all business 

cycle management activities    

 The term  business cycle management orientation  refers to recognition 
by the organization ’ s executive team that recessions not only 
represent potentially extreme dangers. More broadly, movements and 
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turning points in the business cycle also represent a potential source 
of competitive and sustainable advantage as well as an important 
determinant of both the fl ow and stability of future earnings. 

 Executive teams with a strong business cycle management ori-
entation will be outwardly focused on economic movements and 
broader macroeconomic events. These teams will also seek a con-
tinuous in-fl ow of information from various forecasting resources, 
suppliers, and customers. In this way, a strong business cycle man-
agement orientation helps the organization forecast future demand 
for both resource planning and strategic purposes. 

 As an integral part of a strong business cycle management orien-
tation, the Always a Winner organization must be led by an execu-
tive team with a high degree of  economic and fi nancial market literacy . 
Such literacy refers to the ability of an executive to understand 
everything from how fi scal and monetary policy work and why the 
stock market ’ s trend and the bond market ’ s yield curve are lead-
ing indicators of the business cycle, to how movements in interest 
rates, infl ation rates, trade defi cits, budget defi cits, and exchange 
rates are all highly interrelated. And here ’ s the crucial point about 
economic and fi nancial market literacy:   

Only by achieving a high degree of economic and financial 
market literacy can an executive team correctly interpret fore-
casting data, accurately anticipate movements and key turning 
points in the business cycle, and apply strategic business cycle 
management principles in a timely way.

 Beyond the need for a strong business cycle management orienta-
tion and a highly literate executive team, a true Master Cyclist organi-
zation must have a structure that facilitates the timely acquisition, 
processing, and dissemination of forecasting information. Such a struc-
ture must also facilitate the equally timely, synergistic, and integrative 
implementation of strategic business cycle management principles. 

 The chemical giant DuPont is the epitome of an Always a 
Winner organization structured to last through the up-and-down 
movements of the economy. In fact, DuPont is one of the very few 
major corporations that still maintain its own team of economists. 
It has also built an extensive set of forecasting models, has very for-
mal channels of communication across its business units to proc-
ess and disseminate the information, regularly communicates to 

 Step Three 19
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20 Becoming an Always a Winner Organization 

shareholders on the role of the business cycle in determining earn-
ings performance, and is led by a management team with the clear 
authority to respond quickly to the onset of a new business cycle 
event. Perhaps not coincidentally, DuPont tends to perform well 
over all phases of the business cycle — despite the highly cyclical 
nature of its businesses. 

 Beyond the need for a facilitative organizational structure, the 
Master Cyclist organization must also have an organizational culture 
that supports all of its strategic business cycle management activities. 

 The importance of a supportive  organizational culture  is illus-
trated by one of the best strategic business cycle managers in the 
world, Nucor Steel. As part of its cultural fabric, Nucor employees 
have embraced an innovative share-the-pain program. This pro-
gram provides for voluntary salary cuts and reduced work hours 
when times are tough as a means of avoiding painful layoffs. In this 
way, Nucor is able to manage its production costs during downturns 
with little labor strife and without losing valuable talent.     5

  ACHIEVING SUPERIOR FINANCIAL PERFORMANCE 

 As you will learn in this book, some strategic business cycle 
management principles, such as countercyclical advertising, 
are designed to build brand and market share. Other princi-
ples, such as countercyclical inventory management and Master 
Cyclist corporate fi nancing over the stock market and interest 
rate cycles, are designed to minimize costs. Still other strategic 
business cycle management principles, such as procyclical pric-
ing, are designed to maximize revenues. 

 Together, these strategic business cycle management princi-
ples work in a synergistic and integrative way across the functional 
areas of your organization to maximize profi ts, minimize costs, and 
increase market share. In this way, strategic business cycle man-
agement allows you to protect your organization in bad economic 
times — and thereby always be a winner. In this way, strategic busi-
ness cycle management also leads to superior fi nancial perform-
ance. (For you younger managers reading this book, it may be 
useful to add here that by bringing this Always a Winner method to 
the attention of your CEO and top executives, you may also become 
the macroeconomic hero of your company — a title earned by many 
of my former MBA students.)                
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4C H A P T E R

        How to Strategically Manage 
Through the Business

Cycle Seasons            

  We ’ ve had one of these [economic crashes] before, when the dot-com 
bubble burst. What I told our company was that we were just going 
to invest our way through the downturn, that we weren ’ t going to 
lay off people, that we ’ d taken a tremendous amount of effort to get 
them into Apple in the first place — the last thing we were going to do 
is lay them off.  

 And we were going to keep funding. In fact we were going to up our 
R & D budget so that we would be ahead of our competitors when the 
downturn was over. And that ’ s exactly what we did. And it worked. 
And that ’ s exactly what we ’ ll do this time. 

  — Steve Jobs, Apple CEO   

 This quotation from Steve Jobs on managing through the 2007 
to 2009 crash perfectly captures the essence of strategic business 
cycle management in two key Master Cyclist dimensions — human 
resources management and the timing of capital expenditures. 
While most companies desperately lay off workers when a recession 
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22 How to Strategically Manage

hits and promptly turn off the capital expenditures spigot, Master 
Cyclist executives like Steve Jobs understand the value of protecting 
workers during downturns and the strategic importance of counter-
cyclically investing during a recession so as to be ahead of competi-
tors when the downturn is over. 

 In this chapter, we are going to look beyond this specifi c wisdom 
of Steve Jobs and more broadly survey the entire strategic business 
cycle management landscape — from supply chain management, 
marketing, and pricing to human resources management, acqui-
sitions and divestitures, and corporate fi nance. Our purpose is to 
acquire a broad overview of the strategies and tactics your organi-
zation can implement over the course of the business cycle to fi nd 
competitive advantage in an up and down economy — and thereby 
be Always a Winner.  

  THE DYNAMIC PICTURE 

 Exhibit   4.1    illustrates how the various strategies and tactics of 
Always a Winner management can be applied over the course 
of the expansionary and recessionary roller-coaster movements 
of the business cycle. These strategies and tactics have been dis-
tilled from hundreds of case studies involving organizations of all 
shapes and sizes conducting business in locations all around the 
globe. They have all been battle tested over multiple turns of the 
business cycle.   

 The legend on the left side of Exhibit   4.1    identifi es the major 
functional activities of the fi rm through which each of the Master 
Cyclist strategies and tactics are implemented. In the main body of 
Exhibit   4.1   , the strategies and tactics associated with each of these 
fi rm functions are arrayed over the course of the business cycle to 
illustrate where their most timely application might be. 

 For example, at the trough of the business cycle, fi rms should 
countercyclically increase advertising. In contrast, toward the 
expansionary peak of the cycle, in anticipation of a recession, 
fi rms should tighten credit and aggressively collect accounts 
receivable. 

 With the dynamic picture of Exhibit   4.1    thus setting the stage, 
we now turn to a broad overview of each of the major principles of 
strategic business cycle management.  
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24 How to Strategically Manage

  PRODUCTION, INVENTORY, AND SUPPLY CHAIN 
MANAGEMENT  

  AMD ’ s losses included  . . .  a $227 million write-down of 
inventory, which lowered the company ’ s gross margin 20 
percentage points to 23%. 

  —  Information Week    

 One of the most obvious symptoms of a failure to strategically 
manage the business cycle is the buildup of large inventories. Any 
company that gets caught with a large inventory overhang when a 
recession hits is likely to have to write down these inventories for 
a big loss. This is particularly true for high-technology companies, 
where products gathering dust in a warehouse quickly become 
obsolete. Just ask the semiconductor manufacturer Advanced Micro 
Devices, which had to write down more than $200 million in inven-
tories during the 2007 to 2009 recession. 

 The worst part about trying to manage this inventory overhang 
problem is this: As the economy heads toward its red-hot expan-
sionary peak, most organizations tend to increase production and 
build up even greater inventories in anticipation of an ever-upward-
spiraling demand. This type of irrationally exuberant behavior is 
 invariably driven by the naive belief that the good times will never 
end and by the natural desire never to be caught short of inventory. 

 A very costly variation on this theme is offered up by the luxury 
department store Saks Fifth Avenue. Even as recessionary storm 
clouds were already appearing, Saks chief executive offi cer (CEO) 
Steve Sadove sent his merchandisers jetting off to Milan and Paris 
to load up on inventory for the 2008 holiday season. The end result 
was a huge inventory pileup that forced Saks into steep price dis-
counts and an equally huge loss on holiday sales. 

 In contrast to this typical Reactive Cyclist behavior, the astute 
strategic business cycle manager is even more vigilant about the dan-
gers of a recession when economic times are at their very best. It is 
precisely at such boom times that oil prices, interest rates, wages, and 
infl ation all begin rising sharply; and each of these factors or some 
combination of them are often harbingers of the next recession. 

 Accordingly, in anticipation of a recession, the strategic busi-
ness cycle manager begins to trim both product inventories and the 
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inventories of the raw materials and components necessary to pro-
duce the products. At this critical point, the risk of holding excess 
inventory heavily outweighs the risk of not having enough inven-
tory to meet customer demand.  

  HUMAN RESOURCES MANAGEMENT  

  We prefer to keep our people together to withstand the crisis rather 
than making deep job cuts in a knee-jerk decision. 

  — David Sun, Chairman, Ernst  &  Young China   

 In a world in which workers have become just another commodity, 
many organizations ruthlessly slash their workforce when times get 
tough. This is exceedingly myopic behavior for a number of rea-
sons. For one thing, it is very expensive to hire and train new work-
ers. For another thing, the company that ruthlessly fi res people at 
the fi rst sign of trouble will face morale problems and suffer high 
turnover as soon as the job market improves. 

 There are much better ways to manage people over the course 
of the business cycle. If the desire is to trim labor costs during a 
recession, the time to start doing that is well before the recession 
hits. That means not only resisting the urge to continue hiring at 
premium wages well into the expansionary peak. It also means 
trimming the workforce in anticipation of a recession using such 
worker-friendly tools such as early retirement programs. 

 One company that failed to heed this sound advice leading up 
to the crash of 2007 to 2009 was the Internet services company 
Yahoo!. In the two years leading up to that crash, Yahoo! increased 
its workforce by almost 50% while paying premium wages. Of 
course, once the recession hit, Yahoo! had to lay off many of these 
very same workers. As the company tried to slash its bloated labor 
costs, it merely succeeded in crushing morale. 

 The Master Cyclist executive team not only avoids this recession-
ary trap — and any attendant mass layoffs and blows to morale. It 
uses the deepest and darkest days of a recession to cherry pick the 
very best new employees for its company from a talent pool now 
swollen with some of the very best and brightest from the industry. 

 That ’ s exactly what Microsoft did in response to Yahoo! ’ s mass 
layoffs and plunging morale. In its most brilliant hire, Microsoft 

 Human Resources Management 25
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scooped up Qi Lu, a former top Yahoo search and marketing exec-
utive and pioneer in search engine technology and made him the 
president of Microsoft ’ s Online Services. Through this kind of stra-
tegic cherry picking, Microsoft was able to acquire some of Yahoo !’ s 
best assets — without actually having to pay a premium price for a 
company that it had once sought to acquire! 

 Beyond countercyclically hiring in the depths of a recession, 
there are other very important human resources strategies to miti-
gate and leverage business cycle risk as well. For example, during 
expansionary periods, it is very useful to conduct cross-training 
programs that build fl exibility into your workforce. Cross-trained 
employees can shift seamlessly across different areas of the fi rm as 
demand ebbs and fl ows over the course of the business cycle. This 
is a strategy that companies such as AFLAC and Nucor regularly 
employ to preserve their workforce in downturns.  

  ADVERTISING AND MARKETING  

  When times are tougher, you ’ ve got to be more aggressive. Your 
growth has to come from market share captured from somebody
else. You have to be a predator. 

  — Britt Beemer, Chairman, America ’ s Research Group   

 When recessionary times are tough, you indeed have to be a pred-
ator. Instead, the bean counters from accounting departments 
invariably make the rounds in Reactive Cyclist organizations and 
scream cut, cut, cut! Often, one of the very fi rst things to  be  cut is 
the advertising and marketing budget. After all, aren ’ t those things 
just frills? 

 In fact, there is a mound of research indicating that counter-
cyclically increasing advertising during a recession is one of the fastest 
ways to build brand and seize market share. Not only are advertising 
rates cheaper, but there is far less congestion in the advertising mar-
ket, and messages are thereby heard much more clearly. 

 Two companies that have astutely used this strategy to build 
brand and seize market share are Dell and Hyundai. During the 
1990 – 1991 recession, a then-upstart Dell boosted its advertising 
by more than 300% while other companies like Apple and IBM 
were slashing their budgets by almost 20%. Dell built up its brand 
and dramatically increased its market share. This gambit  perfectly 
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positioned the company for its brilliant ascent during the 
1990s. 

 During the 2007 to 2009 crash, Hyundai pulled off a similar 
marketing coup. While market leaders like GM and Toyota were 
cutting their advertising budgets, Hyundai ’ s marketing depart-
ment dramatically upped its budget to introduce the perfect adver-
tising program for troubled times on the grandest of stages — the 
American Super Bowl. 

 Directly addressing the growing angst in America, Hyundai 
offered up its  “ Assurance Plus program ”  in which Hyundai prom-
ised to take back without penalty the vehicles of any buyers who 
lost their jobs. On the strength of this brilliant campaign, Hyundai 
enjoyed a big jump in sales while market leaders suffered a double-
digit slump. 

 Of course, countercyclically increasing advertising during a 
recession doesn ’ t mean you should simply pour more money into 
the very same marketing program you had in place before the 
downturn. Instead, as many companies have found, both the adver-
tising messages and the product mix need to change to meet the 
changing moods of the business cycle seasons. 

 One company that clearly knows how to retool its product mix 
and sell value in a recession is Campbell Soup. During the 2007 to 
2009 crash, Campbell ’ s used an aggressive, countercyclical advertis-
ing campaign to remind its customers of the iconic product ’ s value 
as a highly nutritious, low-cost meal. Comarketing its low-cost soups 
with Kraft cheese singles, Campbell ’ s tagline was vintage Master 
Cyclist:  “ The wallet-friendly meal your family will love. ”  Clearly, 
Campbell ’ s countercyclical strategy paid off. It was the only company 
in the entire S & P 500 to show gains when the credit crisis fi rst hit.  

  PRICING THE CYCLE AND CREDIT MANAGEMENT  

  Knowing the elasticity of demand for your products . . . is a key to 
determining pricing strategy. 

  — James Stotter, Founder, Busimetrics   

 In correctly pricing the business cycle, consider this scenario: A 
recession hits. Your revenues and profi ts plunge. Your sharehold-
ers are up in arms. Wall Street is punishing your stock. What do 
you do? 

 Pricing the Cycle and Credit Management 27
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 Unfortunately, the typical knee-jerk reaction is to raise prices 
to offset falling revenues. The equally inevitable result is that rev-
enues fall even faster, and your company ’ s balance sheets falls 
into a dangerous downward spiral. That ’ s exactly what happened 
to Goodyear Tire during the 2001 recession when it desperately 
hiked prices not once but  three  times. The bottom-line results were 
disastrous. 

 This kind of desperate pricing behavior can happen only 
through a fundamental lack of economic literacy and a correspond-
ing failure to understand one of the most important concepts in 
economics — price elasticity of demand. 

 The price elasticity of demand measures your product ’ s sensi-
tivity to price changes. For example, if a large price hike leads to 
an even larger percentage drop in consumer demand for a prod-
uct, demand is said to be highly elastic in much the same way that a 
rubber band stretches signifi cantly when you pull it. In such a case, 
any attempt to raise prices will lead to a fall in total revenues and a 
likely corresponding reduction in profi ts. This is because the rev-
enue benefi ts of any price hike will be more than offset by the rev-
enue losses due to fewer units sold. 

 A critical point here — and one that is rarely taught either in 
undergraduate economics or business school classes — is that price 
elasticities are  not  immutable. Instead, price elasticities generally 
become  more elastic  as a recession takes hold, thereby making prod-
ucts more price sensitive. That ’ s why, as a Master Cyclist rule, you 
always want to be cutting your prices as the economy softens. 

 One company that has exhibited a very sophisticated under-
standing in the importance of the elasticity of demand in pricing 
strategy is Apple. At the initial release of its iPhone, Apple clearly 
understood that price would be highly  inelastic , that is, very price 
insensitive. With customer interest at its peak, economic times 
good, and a huge pent-up demand for Apple ’ s latest innovation, 
the company set the initial iPhone price at a whopping $599. 

 However, as the iPhone went into mass production and use 
and the economy softened, the executive team also understood 
that demand for the iPhone would become more and more elas-
tic. To maximize its revenues, Apple therefore sequentially moved 
the iPhone price fi rst to $399 and then to $199. Both unit sales 
and revenues continued to grow robustly — just as price elasticity 
theory predicts.  
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  CAPITAL EXPANSION AND MODERNIZATION 

 Perhaps in no strategic business cycle management dimension is 
countercyclical behavior more important than in the planning of 
capital expenditures. Unfortunately, as regularly as the sun rises 
and sets, Reactive Cyclist organizations invariably cut capital expen-
ditures during recessions — often dramatically — as the proverbial 
form of battening down the hatches. In fact, this is one of the worst 
strategic mistakes an organization can make. 

 In contrast, by countercyclically increasing your capital expen-
ditures to build new plants and modernize existing ones, your 
organization will be fi rst to market with products that refl ect the 
latest innovations and styles. Moreover, this fi rst-to-market effect is 
all the more amplifi ed in higher-technology industries with shorter 
product cycles. 

 The reigning master of all Master Cyclists practicing this 
countercyclical investment strategy is Intel Corporation — the 
largest manufacturer of semiconductors in the world. As Intel ’ s 
president and chief executive Paul Otellini has noted on the vir-
tues of this strategy:

  New technology is what pulls companies in technology out of 
recessions.  . . .  We are making very long lead time investments. 
This new technology will lower our cost, and give us a more 
competitive product.      1

 Countercyclical capital expenditure programs have other advan-
tages as well. One of the biggest of these advantages is that the costs 
of capital, construction labor, equipment, and raw materials all tend 
to be lower during a recession.  

  ACQUISITIONS AND DIVESTITURES  

  Hard times often come hand in hand with opportunities. 
  — Teruo Asada, President and CEO, Marubeni   

  “ Buy low and sell high ” : That ’ s the Master Cyclist mantra when it 
comes to executing your organization ’ s acquisition and divestiture 
strategy. 

 While this seemingly simple recommendation would seem to 
make eminent good sense, far too many organizations refuse to 
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follow it. That sad fact of Reactive Cyclist life is refl ected in this 
observation: For any given acquisition or divestiture, there must 
always be both a buyer and a seller. By defi nition, one party to 
that transaction must always be getting its timing wrong and a bad 
deal—at least near stock market tops when stock prices are infl ated 
and near market bottoms when stock prices may be undervalued. 

 One of the most darkly comic examples of a Reactive Cyclist 
buying high at the peak of a stock market bubble is offered up by 
the banking and fi nancial services company Wachovia. It paid a 
whopping $25 billion for a subprime lender, Golden West Financial, 
at the height of the housing bubble. After that bubble burst, the 
weight of Wachovia ’ s acquisition would ultimately drag it to the 
brink of bankruptcy and a shotgun marriage with Wells Fargo. 

 The darkly comic part of this example may be found in 
how Wachovia ’ s CEO Ken Thompson described the acquisi-
tion. Prophetically — but in a way in which he never dreamed —
 Thompson grandly declared:  “ This is a  transformative  deal for us. ”  
Given that the deal forced Wachovia ’ s assimilation into Wells Fargo, 
it was a  transformative  deal indeed. 

 In sharp counterpoint to Wachovia ’ s massive miscue, there 
are Master Cyclists such as Micron, Oracle, and Warren Buffett ’ s 
Berkshire Hathaway that have made a healthy habit of using reces-
sions to pick up valuable assets on the cheap. Micron, for example, 
used the aftermath of the 2001 recession to buy a $2 billion chip 
factory from Toshiba for a mere $300 million. In even grander fash-
ion, a cash-rich Oracle quietly went on a shopping spree during the 
depths of the 2007 to 2009 crash. It completed no less than 10 stra-
tegic acquisitions — all at bargain prices.  

  CAPITAL FINANCING 

 Shave a couple of hundred basis points off your capital costs over 
the course of the business cycle and save your organization millions 
of dollars. That ’ s the mind-set every Master Cyclist brings to the 
capital fi nancing table. 

 In this critical dimension, corporate fi nance teams have at least 
two parameters to optimize: the organization ’ s debt-to-equity ratio 
and its ratio of short-term to long-term debt. Both of these param-
eters constantly change over the course of the business cycle and the 
related stock market and interest rate cycles. Only by strategically 
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exploiting these cyclical changes in the debt-to-equity and short-
term to long-term debt ratios in a timely way will your capital fi nanc-
ing costs truly be minimized. 

 It should be clear from this overview that these Always a Winner 
strategies represent extremely powerful tools both to recession-
proof your organization and to gain competitive advantage over 
your rivals. It should be equally clear that none of these strategies 
can be implemented over the course of the business cycle unless 
you and your organization have the ability to skillfully anticipate 
movements in, and key turning points of, that cycle. 

 It follows from these observations that in order to truly always 
be a winner, you must fi rst learn to become your own economic 
forecaster. It is to this task — Step One in the Always a Winner man-
agement process — that we now turn.         

  Capital Financing  31
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5C H A P T E R

        How (and Why) the Business 
Cycle Cycles            

  Bets on macroeconomic direction are among the biggest enterprises 
make . . .  . Ignoring the macroeconomy and assuming that things 
will continue more or less as they are doesn ’ t mean a big bet hasn ’ t 
been made. 

  — Professor John S. McCallum   

 Before learning how to become your own economic forecaster, 
fi rst it ’ s useful to learn about both how and why the business cycle 
moves and the various forces that can trigger a recession. A use-
ful starting point for this discussion is to introduce the most pow-
erful forecasting tool featured in this book: the GDP forecasting 
equation. 

  GDP  stands for  “ gross domestic product, ”  and the economic 
growth of any nation is measured by its GDP. As a practical mat-
ter, GDP growth is driven by only four components: consumption, 
business investment, net exports, and government spending. As 
Chapter 6 explains, by using a select set of leading economic indica-
tors and reports to track each of these major GDP components, any 
business executive can develop a very keen sense of the movements 
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and key turning points of the business cycle. For now, however, the 
GDP equation can help us understand how to chart the business 
cycle and how the cycle moves through its different phases.  

  GDP CHANGES CHART THE BUSINESS CYCLE 

 When economists want to chart the path of the business cycle, they 
use percentage changes in the real, infl ation-adjusted GDP to plot 
the cycle ’ s major points over time. This technique is illustrated in 
Exhibit   5.1   . Note that the stylized business cycle in the exhibit looks 
like a roller coaster. It illustrates that every business cycle sequen-
tially moves through alternating expansionary and contractionary 
phases punctuated by key boom and bust turning points.   

 In plotting the business cycle, economists use the  “ real ”  (infl a-
tion-adjusted) GDP because it is the best measure of actual bricks-
and-mortar growth. Adjusting for infl ation solves the problem of 
having to compare one economy with a 5% GDP growth rate and 
zero infl ation with another economy with a 10% GDP growth rate 
and a 10% rate of infl ation. If infl ation were not taken out of the 
GDP equation, it would look like the fi rst economy was growing at 
half the rate of the second economy when, in reality, the second 
economy is not growing in real terms at all. 

 The real, infl ation-adjusted percentage changes in the GDP not 
only help us chart business cycle movements. The quarterly and 

Expansionary Peak Growth Trend
Line

Recessionary Trough

Time

Real GDP
(% Change)

Exhibit 5.1 Four Phases of the Business Cycle
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annual GDP growth rates also provide a very useful benchmark for 
the health of any economy. 

 For example, when the United States economy is growing at its 
full potential output and the unemployment rate is the lowest that 
rate can be without triggering infl ation, the U.S. economy should 
be growing at about 3% to 4% annually. Anything short of that 
growth rate is considered slow growth or recession and is likely to 
lead to interest rate cuts by the Federal Reserve to try to stimulate 
the economy. 

 In contrast, a developing economy like that of China or India 
working from a much smaller economic base is capable of growing 
at a rate as high as 10% annually. In fact, China has experienced 
just such an astonishing annual growth rate for the better part of 
the last three decades. That ’ s why at least for China, a fall in its GDP 
to only 5% effectively constitutes a recession.  

  WHY IS THE BUSINESS CYCLE SO HARD TO PREDICT? 

 There is at least one very important additional observation to make 
about the typical business cycle illustrated in Exhibit   5.1   . The styl-
ized picture of the roller-coaster business cycle in this exhibit may 
create the false impression that the business cycle always follows a 
fairly regular, and therefore easily predictable, pattern. In fact, just 
the opposite is true. 

 The problem forecasters face is that recessions are like sets of 
fi ngerprints — no two are alike. Some recessions exhibit a V-like pattern; 
They are very short but very deep. Such was the case with the 1957 –
 1958 recession. Other recessions exhibit a more U-shaped pattern. 
These recessions may be either shallow or deep, but they are relatively 
longer and often more painful. Such was the case, for example, with 
the 1973 to 1975 recession, which lasted a full 16 months. 

 In addition, there is the dreaded W-shaped pattern; this signifi es 
the so-called double-dip recession. Right after the economy recovers, 
it immediately falls prey to another recessionary drop. For example, 
while the 1980 recession was the shortest since World War II, the 1981 
recession that immediately followed it to complete the double dip 
turned out to be the longest since the Great Depression. 

 Finally, there is the L-shaped recession. This type of recession is 
both deep and very long, which would be a fair description of the 
2007 to 2009 crash. 

 Why Is the Business Cycle So Hard to Predict? 37
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38 How (and Why) the Business Cycle Cycles

 It ’ s not just that recessions are of varying lengths. So, too, are 
expansions. For example, the longest expansion in U.S. history 
was the so-called Clinton boom. It started just as Bill Clinton was 
moving into the White House in 1992; and it spanned almost the 
entire 1990s. 

 What is so very interesting about the Clinton boom from the per-
spective of protecting your organization during economic downturns 
is this: It was this very robust economic expansion in the 1990s that 
spawned a whole new generation of Reactive Cyclist business executives 
with little or no sensitivity to strategically managing the business cycle 
and little or no ability to recession-proof their organizations. After all, 
in such a robust economy, it was all too easy for these seemingly oblivi-
ous business executives not to think about recessions. 

 It was equally easy for these Reactive Cyclist business executives 
to come to believe, as many economists and business executives 
of that time actually did, that the business cycle had fi nally been 
fully tamed in the 1990s by the putatively wise policy makers run-
ning U.S. fi scal and monetary policy. As the 2007 to 2009 crash has 
taught us, however, hubris by any other name is still hubris — and 
the myth of a tamed business cycle has been forever shattered. 

 The broader point here is that the business cycle lacks what econ-
omists call  “ periodicity. ”  Both the expansionary and recessionary 
phases can be either relatively long or short, and any recession can 
either be shallow or deep. It is precisely this lack of periodicity that 
makes the business cycle that much more diffi cult to forecast. (See 
 “ How Sun Spots (Don ’ t) Forecast the Business Cycle ”  for an amus-
ing look at one of the earliest and ill-fated efforts at prediction.)  

  WHAT ARE THE MAJOR RECESSIONARY TRIGGERS? 

 Now that we have a better understanding of  how  the business cycle 
moves, let ’ s turn to the question of  why  the business cycle moves 
and, more precisely, how recessions can be triggered. To answer 
these questions, let ’ s return to the GDP forecasting equation. It 
may be usefully represented as follows:

    GDP   �   C   �   I   �   (  X   �   M  )   �   G     

 In this equation, C stands for consumption and I stands for busi-
ness investment. The term (X  –  M) represents net exports, which 
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is simply the difference between the amount of exports, X (what 
a country sells to other countries), and the amount that country 
imports, M (what a country buys from abroad). Finally, G stands for 
government spending, and often, during a recession, the govern-
ment is called on to be the spender of last resort to stimulate an 
economy out of the doldrums. 

 One reason why this GDP forecasting equation is such a power-
ful forecasting tool is that the right-hand side of the equation helps 
us keep a very close eye on four of the most important possible trig-
gers of a recession. What I mean by that is this: Some recessions are 
consumer-led while others are business investment–led. Still other 
recessions can be triggered by a sharp decline in exports while 
some are the result of the infl ationary effects of excess government 
spending and large budget defi cits. 

 Consider the typical business-led recession. In this type of situa-
tion, business executives may be worried about rising interest rates, 
rising inventories, and the possibility of a recession. When these 
worries drive business executives to cut back on investment, they 
ironically induce the very recession they had feared. This is what 
happened, for example, to help trigger the business investment – led 
recession that began in March 2001. 

 In contrast, consumers worried about the effects of a war, a ran-
dom terrorist act, a collapsing housing market, and/or rising gaso-
line prices may dramatically cut back their spending and thereby 
lead the economy into a recession. These were just some of the 
factors that help trigger the consumer-led crash of 2007 to 2009. 
Of course, once consumers begin to lead the economy into a reces-
sion by reducing their spending, business investment soon follows 
as inventories began to build, and businesses cut back on capital 
investment and begin layoffs. 

 A failure in the net export component of the GDP equation can 
be a third trigger for a recession. A classic case in point is offered 
up by the Great Depression. After the stock market crash in 1929, 
both the U.S. and the global economy began to slow sharply. As 
political discontent rose along with the unemployment rate, a wave 
of protectionist measures, such as the Smoot-Hawley tariffs, passed 
by the U.S. Congress washed over the world. The result was a steep 
decline in global trade. 

 This dramatic falloff in exports not only helped turn the GDP 
growth rates of many countries negative. It also helped turn what 
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40 How (and Why) the Business Cycle Cycles

might have simply been a severe but relatively brief recession into 
the Great Depression. 

 When the fourth component of the GDP equation — government 
spending — triggers a recession, this is the most ironic situation of 
all. After all, according to the well-established doctrine of Keynesian 
economics, increased government spending is supposed to get 
us out of a recession, not put us into one. That said, a prolonged 
period of increased federal government spending — for example, to 
pay for a war in Vietnam or Iraq — may indirectly lead the economy 
into recession. This can happen if this prolonged fi scal stimulus 
creates a large budget defi cit and a companion infl ationary spiral 
and forces the Federal Reserve to hike interest rates dramatically 
to control infl ation. It is precisely this fear that has so many 
economists worried about the U.S. government ’ s trillion-dollar 
fi scal stimulus designed to  “ cure ”  the 2007 to 2009 crash.  

  ROLE OF OIL PRICE SHOCKS AND A BUMBLING 
FEDERAL RESERVE 

 While any one of the four components of the GDP forecasting 
equation can trigger a recession, all four of these components 
may be simultaneously subject to external shocks that can trigger a 
slowdown. In fact, one such type of shock — oil price shocks — have 
helped push the American economy into all six recessions since the 
1970s. 

 For example, the recession of 1973 to 1975 was preceded by 
a tripling of the price of oil in the wake of the Yom Kippur war 
and Arab oil embargo. The double-dip recession of 1980 to 1982 
was likewise preceded by a spike in price of oil precipitated by the 
Iranian revolution in 1979. 

 Oil prices similarly spiked prior to the 1990 – 1991 recession after 
Saddam Hussein and Iraq invaded Kuwait in 1990. Of course, both 
the 2001 recession and the 2007 to 2009 crash were also preceded 
by soaring oil prices. 

 As a sixth and fi nal recessionary trigger — and fi le this one 
under high irony — there is the very same Federal Reserve that 
has been set up to prevent recessions. Here, as history has repeat-
edly taught us, an overaggressive and bumbling Federal Reserve 
may inadvertently trigger a recession through a series of ill-advised 
interest rate hikes. In this way, and as explained more fully in 
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Chapter 12, the Federal Reserve played a very key role in helping 
to trigger the March 2001 recession by helping to suppress busi-
ness investment. 

 Here is the key takeaway from this chapter: Understanding that 
any given recession can alternatively be consumer-led,  business 
investment – led, export-driven, triggered by misguided fi scal or 
monetary policies, or precipitated by a major  exogenous shock 
such as a steep oil price hike, is a critical step toward developing 
your own forecasting capability. Having taken this critical step, 
we can now move to the next chapter and an overview of the 
forecasting toolkit that I am equipping you with. This economic 
toolkit will allow you to become a do-it-yourself (DIY) fore-
caster — one of the most important skills of the Always a Winner 
manager.                

How Sun Spots (Don’t) Forecast the Business Cycle

 William Stanley Jevons was a respected British economist who (simul-
taneously with Carl Menger and Leon Walras) in 1871 developed the 
important Theory of Marginal Utility, a concept fundamental to mod-
ern economics and the other social sciences. He is less well known for 
his more wacky sunspot theory of the business cycle. 
  In 1878 Jevons published an article titled  “ Commercial Crises and 
Sun Spots ”  in the highly respected journal  Nature . His research tracked 
over 100 years of crises by analyzing the accounts of the Bank of Eng-
land, export data to India, corn prices, stock-jobbing scandals, and 
bankruptcies. He concluded that a British fi nancial crisis occurred 
on average every 10.466 years and wrote that  “ fl uctuations of the 
money market, though often apparently due to exceptional and ac-
cidental events, such as wars, great commercial failures, unfounded 
panics and so forth, yet do exhibit a remarkable tendency to recur 
at intervals approximating to ten or eleven years. ”  Jevons tied this to 
the measurements of astronomer J. A. Broun, who clocked the solar 
sunspot cycle at 10.45 years. 
  Jevons speculated that sunspots represent a variation in  solar 
energy output that impact plant growth and hence agricultural 
output. In his article and an earlier (1875) presentation to the British 
 Association, he asserted that the price of commodity crops impacted 
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42 How (and Why) the Business Cycle Cycles

consumer confi dence and hence a variety of other businesses, result-
ing in occasional  “ crises. ”  Most interestingly, Jevons stated that the 
 “ crises usually happen in October and November ”  — a belief still fi rmly 
held by many modern traders and one supported by the fall disasters 
in 1929, 1987, and 2008. 
  Wacky though it was, the paper was one of the fi rst academic 
discussions of the business cycle and most likely the very fi rst to use an 
indicator to predict the cycle.       
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6C H A P T E R

      How to Forecast the Business 
Cycle in Four Easy Pieces            

  Give an executive team a forecast and guide it for a quarter. Teach 
an executive team how to forecast and guide it for a lifetime. 

  — Ron Vara   

 This variation on an old aphorism1    aptly captures the value 
of learning how to become your own business cycle forecaster. 
Learning how to forecast is perhaps the most essential task of the 
Master Cyclist executive team. If your executive corps lacks the abil-
ity to anticipate movements and key turning points in the business 
cycle, all the business cycle management strategies in the world 
won ’ t save your organization. 

 Traditionally, organizations have relied on one of two basic tools 
to meet their forecasting needs: either an in-house computer model 
or an outside subscription forecasting service (or both). One major 
downside of building and maintaining an in-house forecasting 
model is its high cost. That ’ s why this option is more suited to larger 
organizations. It is also why during the halcyon days of the 1990s 
economic boom, many cost-conscious organizations eliminated 
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44 How to Forecast the Business Cycle in Four Easy Pieces

their forecasting shops and fi red their economists — a move that in 
hindsight has turned out to be penny wise and pound foolish. 

 As for outside subscription services, there is a plethora on the 
market. They range from private companies, such as Global Insight 
and Standard  &  Poor ’ s, to academic institutions, including Georgia 
State and UCLA. While any one of these forecasting services may 
be valuable, one very effi cient and low-cost option is to subscribe to 
the Blue Chip consensus forecast. 

 The Blue Chip consensus forecast represents an average of the 
forecasts of more than 50 of the top forecasting teams in the United 
States. Studies indicate that over the more than 30 years of its exist-
ence, the Blue Chip forecast has performed better than any single 
forecaster.  

  BECOMING YOUR OWN ECONOMIC FORECASTER 

 While any organization that is serious about forecasting the busi-
ness cycle should use one (or both) of the traditional forecasting 
tools — an in-house model or an outside subscription service — this 
is merely the start, rather than the end, of your organization ’ s fore-
casting duties. Indeed, one of the most important lessons I have 
learned over the last decade working with both executive MBA stu-
dents and executive teams is that the task of forecasting the busi-
ness cycle  cannot  be delegated to a remote group of economists. 
Rather,  every executive must learn to become his or her own business cycle 
forecaster . 

 This may seem like a huge and complicated undertaking for 
executives who already have multiple responsibilities, but it really 
isn ’ t as daunting as it sounds. In the process of training thousands 
of executive MBA students and corporate executives, I have devel-
oped a relatively simple but very powerful forecasting method. This 
method relies on the tools displayed in Exhibit   6.1   . These tools 
include:   

   1.   Monitoring the shape of the bond market ’ s yield curve  
   2.   Assessing the stock market ’ s bullish or bearish trend  
   3.   Following the corporate earnings calendar   and, most 

important:  
   4.   Tracking the GDP forecasting equation    
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 The bond market ’ s yield curve defi nes the yield spread between 
short- and long-term government bonds. Normally, this yield curve 
slopes gently upward to refl ect the higher risk of longer-term 
bonds. However, as I explain in more detail in Chapter 13, when 
the yield curve starts to slope downward, such a yield curve inver-
sion provides a very strong recessionary signal. In fact, yield curve 
inversions have accurately predicted six of the last seven recessions 
with only one false signal. 

 The stock market is an only slightly less powerful fi nancial mar-
ket crystal ball. Stripped to its essence, all a stock price represents 
is an expectation by investors of a future stream of earnings. As I 
explain in more detail in Chapter 14, when stock market investors 
begin to anticipate a recession on the horizon, they also anticipate 
a fall in corporate earnings and begin to sell their stocks. That is 
why the onset of a bear market often also presages a recession; the 
onset of a bear market refl ects the collective wisdom of investors 
that the economy will soon be heading south. 

 Following the corporate earnings calendar goes hand in 
glove with assessing the stock market trend. During the quarterly 
 earnings seasons, all publicly traded corporations report their 

Exhibit 6.1 Forecasting the Business Cycle in Four Easy Pieces
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46 How to Forecast the Business Cycle in Four Easy Pieces

earnings as well as issue guidance for the coming quarters. While 
any one corporate earnings report reveals far more about a 
company than it does about the economy, collectively, the earnings 
reports of all companies — particularly major bellwether companies 
such as General Electric, General Motors, and DuPont — provide 
an excellent connect-the-dots portrait of the current state of 
the economy. Even more important, the  guidance  that fi rms offer 
during the earnings season about the trajectory of profi ts in the 
coming quarters often provides a very useful warning of potential 
recessionary clouds ahead. 

 While monitoring the shape of the yield curve, assessing the stock 
market ’ s bullish and bearish trends, and following the earnings cal-
endar are essential forecasting tasks, in order to truly become your 
own economic forecaster, it is important for you also to carefully 
track the GDP forecasting equation. Learning how to accomplish 
this all-important task is the subject of the next fi ve chapters.     
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7C H A P T E R

   Why the GDP Equation
Is Your Most Important

Forecasting Tool            

  The GDP [Report] is a must-read for many, because it is the best 
overall barometer of the economy ’ s ups and downs. Forecasters 
analyze it carefully for hints on where the economy is heading. 
CEOs use it to help compose business plans, make hiring decisions, 
and forecast sales growth. Money managers study the GDP to 
refine their investment strategies. White House and Federal Reserve 
officials view the GDP as a report card on how well or poorly their 
own policies are working. 

  — Bernard Baumohl,  The Secrets of Economic Indicators    

 This passage sharply underscores the importance of the GDP in 
the business cycle fi rmament. In fact, learning to track the GDP 
forecasting equation is without question the most essential task of 
the Master Cyclist executive. 

 My epiphany on the importance of tracking the GDP equation 
came almost a decade ago when I was preparing a keynote speech for 
a large corporate audience. My job in that speech was to provide an 
economic forecast for what would turn out to be a very stormy year. 
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48 Why the GDP Equation Is Your Most Important Forecasting Tool

 I had delivered countless such forecasts in the past; and, increas-
ingly, I had left these events with an uneasy feeling. My concern was 
that, like obedient sheep, far too many executives in the audience 
would use my forecast over the course of the next year for many of 
their decisions. If my forecast turned out to be wrong, these execu-
tives would likely make some very bad decisions. 

 My concern about the accuracy of my forecast — or lack 
thereof — did not refl ect any fundamental lack of faith in my own 
abilities. Rather, my concern simply refl ected the sober truth that 
any forecast is only as good as the underlying economic indicators 
and assumptions on which it is based. If, after a week, or a month, 
or a quarter, some aspect of the economic environment changed 
dramatically — consumer confi dence dropped suddenly on war 
rumors, the Federal Reserve dramatically hiked interest rates on 
infl ation concerns, or the European Union slapped steep protec-
tionist tariffs on the United States — my sunny forecast might degen-
erate quickly into an economic quagmire. 

 In light of this concern, I realized that the only way I could 
truly help business executives was not just to give them a forecast 
to guide them for a quarter but to also teach them how to forecast 
to guide them for a lifetime. Since this epiphany, every time I now 
deliver an economic forecast, I also carefully explain how that fore-
cast has been constructed. 

 The centerpiece of my forecasting method is the gross domes-
tic product (GDP) equation introduced in Chapter 5. As Chapter 5 
explained, a nation ’ s economic output, or GDP, is totaled by adding 
the contributions of only four forces — consumption C, investment 
I, net exports (X  –  M), and government spending G. 

 Now here is the punch line: By using a relatively select set of 
leading economic indicators and economic reports to track all fi ve 
major components of the GDP equation, any business executive can 
anticipate movements and key expansionary and recessionary turn-
ing points in the business cycle. This forecasting method and the 
various economic indicators and reports used to track each GDP 
component are illustrated in Exhibit   7.1   .   

 For example, to track the GDP itself on the left-hand side of 
the equation, you can use the Economic Cycle Research Institute 
(ECRI) Weekly Leading Index, which is released each Friday by 
the Economic Cycle Research Institute. In addition, for essential 
background reading, and for the reasons listed by Baumohl in the 
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Exhibit 7.1 Tracking the GDP Equation

GDP  �  C  �  I  �  (X � M)  � G
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• Stock Market Trend
• Yield Curve Spread
• GDP Report

• Trade Report• ISM Index• Consumer Confidence
• Retail Sales
• Home Sales

• Treasury
 Report

Inflation

• Consumer Price Index
• Producer Price Index

quotation leading off this chapter, you may also want to read the 
quarterly GDP report, which is issued by the U.S. Department of 
Commerce. Finally, as explained more fully in Chapters 13 and 14, 
both the stock market and bond market ’ s yield curve spread are 
important leading indicators of the business cycle—and therefore 
movements in the GDP. 

 The ECRI index is an excellent broad measure of movements in 
the GDP for two reasons. It is specifi cally geared toward identifying 
key recessionary and expansionary turning points in the business 
cycle. It also has the best track record of any leading indicator in 
signaling recessions — regularly beating the competing and much 
better-known Index of Leading Indicators. In fact, the ECRI index 
has accurately signaled every recession since the 1990 – 1991 down-
turn with no false signals. 

 As for the composition of the ECRI Weekly Leading Index, two 
of its most important ingredients include two of the forecasting 
tools we discussed in Chapter 6: stock prices and the bond market ’ s 
yield curve. In addition, the ECRI index also includes other critical 
indicators, such as changes in the money supply, mortgage applica-
tions, and initial jobless claims. Exhibit   7.2    illustrates the forecast-
ing power of this index.   

 You can see that the ECRI index started a strong downward 
trend in June of 2007 — a full six months before the recession 

 Why the GDP Equation Is Your Most Important Forecasting Tool 49
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began. By December 2007, the ECRI index was at its worst reading 
since the 2001 recession. 

 The ECRI index likewise had similar success signaling the 2001 
recession. It turned down in October 2000 and was in a very clear 
downward trend when the March 2001 recession hit.  

  WHY BOTHER TO TRACK THE OTHER GDP 
COMPONENTS? 

 Now, you may wonder at this point why it is useful to track each of 
the individual components of the GDP equation if the ECRI Weekly 
Leading Index is such a highly accurate leading indicator of the 
direction of the GDP itself in the broader business cycle. That ’ s a 
great question, and the answer is simply this: 

 By individually tracking consumption, investment, net exports, 
and government spending, you will become a much more accurate 
forecaster and be able to spot recessions much sooner. The reason 
harks back to our discussion in Chapter 5 of the various possible 
triggers of a recession. Recall from that discussion that any given 
recession may be triggered by any one of the four forces driving 
the GDP. In this sense, tracking each of the individual GDP compo-
nents serves as an early warning system. 

 In this regard, in many cases, a strong overall GDP growth rate 
may initially mask a marked deterioration in one of the GDP com-
ponents. In such cases, a fall in consumer confi dence or retail sales 
may alert you to the possibility of a consumer-led recession while a 
sharp downward move in the Institute of Supply Managers Index 
may be an early warning sign of an investment-led recession. 

 In a similar vein, by following the third component, you may 
spot a sudden fall in net exports due to weakening global demand 
or a strengthening currency that raises the specter of an export-
driven downturn. Finally, by tracking the government spending 
component, you will be much more attuned to any possible grow-
ing dangers from a burgeoning budget defi cit and a collateral pos-
sible infl ation spike or interest rate hike. 

 Still another important reason to track the individual compo-
nents of the GDP equation may be gleaned from this critical point: 
Even if the broad economy does not succumb to a recession, a fall 
in any one of the GDP components might hit your own organiza-
tion very hard. 

 Why Bother to Track the Other GDP Components? 51
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 For example, companies in the air freight, trucking, and ship-
ping industries are highly sensitive to changes in exports — and it ’ s 
not just gross sales that are of concern. If you are a distributor of 
domestic products and the export trade slows, you will be able to 
go out and get better warehouse and logistical pricing. 

 For similar reasons, banking and fi nance companies must watch 
the GDP ’ s investment component especially carefully; retail chains 
and consumer manufacturing companies must obviously be more 
keenly attuned to consumption patterns. Finally, companies in the 
defense and infrastructure-building industries will be relatively 
more affected by changes in government spending, so closely fol-
lowing the   G   in the GDP equation is de rigueur. 

 In the next four chapters, we take a more detailed look at the 
key leading indicators and reports used to track consumption, 
investment, net exports, and government spending, respectively. 
For now, let ’ s end this chapter with a discussion of how to follow 
each of the leading economic indicators and government reports 
recommended in Exhibit   7.1   .  

  HOW DO I FOLLOW THE ALWAYS A WINNER 
INDICATORS AND REPORTS? 

 The best way to follow the leading indicators and reports recom-
mended in this book is by doing something that every business 
executive should do every business day anyway: Read the fi nancial 
press. In fact, each of the recommended indicators and reports is 
covered extensively in publications such as  Barron ’ s, the Financial 
Times, Investor ’ s Business Daily,  and the  Wall Street Journal  as well as by 
fi nancial news networks such as CNBC and Bloomberg. 

 Note, however, that when I teach this forecasting method to 
executive MBA students and business executives, I also strongly 
recommend that they supplement their reading and viewing of the 
fi nancial press with some very targeted Web surfi ng. Specifi cally, 
I recommend the supplementary use of a Web site known as the 
Dismal Scientist. 

 The Dismal Scientist Web site is a product from Moody ’ s 
Economy.com. Without question, it is the platinum standard for 
analysis of the monthly macroeconomic calendar of leading indi-
cators and economic reports. The Dismal Scientist provides a   one-
stop shop for any executive serious about becoming a business cycle 
forecaster. 
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 The very good news here is that through a very special arrange-
ment with Moody ’ s Economy.com, every reader of this book is enti-
tled to a free one-month subscription of the Dismal Scientist. To 
sign up for this offer, just go to www.economy.com/dismal/navarro. 
At this special link, you will also be able to monitor the set of indi-
cators and reports recommended in this book.          

Action Item

Before moving on to the next chapter, you may want to log on to the Dismal 
Scientist Web site at www.economy.com/dismal/navarro and sign up for 
your free trial subscription. Once you have done this, read the latest reports 
for the ECRI Weekly Leading Index and the GDP report. As you review this 
information, ask yourself whether the ECRI Weekly Leading Index is signal-
ing recession or expansion.

  How Do I Follow the Always a Winner Indicators and Reports?  53
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8C H A P T E R

         Why Tracking the
Consumer Is the Ultimate 

Confidence Game            

  The Conference Board index of consumer confidence unexpectedly 
declined in December and is now at an historic low.  . . .  With 
consumer confidence shattered, the risks to the outlook for 
spending . . .  are heavily weighted to the downside. 

  — www.economy.com/dismal   

 Whether humans descended from the apes or not, one 
thing is certain: The consumer is the 800-pound gorilla in the 
gross domestic product (GDP) forecasting equation. In developed 
economies like those of the United States and Europe, consump-
tion accounts for fully two-thirds of all economic activity. Without 
a healthy consumer, it is virtually impossible for any economy to 
enjoy sustained growth. 

 In terms of what consumers actually spend, the consumption 
pie breaks down in this way: More than 50% of all consumer spend-
ing is on services — from dental care and doctors, to haircuts and 
home insurance. Another 30% of consumer spending is targeted 
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at so-called nondurable goods — everything from food and shoes, 
to gasoline and (for anybody with a death wish) cigarettes. The 
remaining roughly 15% of consumer spending is on durable goods, 
such as furniture, refrigerators, and, pun fully intended, one of the 
biggest drivers of the U.S. economy, cars and trucks. 

 In order to properly track the consumption component of the 
GDP equation, it is useful to think in three dimensions. 

   1.   How much is the consumer willing to spend? This is a func-
tion of the consumer ’ s mood and confidence.  

   2.   How much can the consumer afford to spend? This depends 
on the consumer ’ s “budget constraint,” which is a function of 
 both  the consumer ’ s income  and  wealth.  

   3.   What is the consumer actually spending his or her money 
on? Is it big-ticket items, such as cars and houses, or, fearful 
of a recession, are consumers shifting their spending patterns 
toward nondurable goods, such as food and medicine?     

  ARE YOU IN THE MOOD TO SHOP UNTIL YOU DROP? 

 The consumer ’ s mood is of paramount important because fearful 
consumers are far less apt to open their wallets than confi dent and 
happy ones. The panoply of fears that perennially haunt consumers 
range from war, terrorism, and oil price shocks to a collapsing hous-
ing market, a paralyzing credit crisis and, what is often the mother 
of all worries, winding up on the unemployment line. 

 In theory, you have two options 1   to track the consumer ’ s mood. 
The Consumer Confi dence Index is published monthly by the 
Conference Board while the Consumer Sentiment Index is pub-
lished twice a month by the University of Michigan. In practice, 
either measure will do because the two are highly correlated — they 
move together about 90% of the time. 

 Exhibit   8.1    illustrates how the beginning of a downward trend 
in consumer confi dence helps signal both the 2001 recession and 
the crash of 2007 to 2009.   

 At the top of Exhibit   8.1   , you can see that consumer confi dence 
began to trend down as early as October 2000. This was a full fi ve 
months before the onset of the March 2001 recession. 

 In the bottom part of the exhibit, you can see a similar pattern. 
Consumer confi dence hit a peak in July 2007 and then trended 
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Exhibit 8.1 Forecasting Power of Consumer Confidence
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steadily downward well in advance of the December onset of the 
crash of 2007 to 2009.  

  CAN I AFFORD TO BUY THIS? 

 Beyond the mood of the consumer, it is useful to look at the con-
sumer ’ s budget constraints. On the income side, if you want more 
detail, you can follow indicators such as personal income and 
consumer credit. Given that our goal in developing a forecasting 
method is to keep it as simple as possible, I prefer to follow the 
monthly progress of what consumers actually spend. The best indi-
cator here, and one of the most important of all of the leading indi-
cators, is  retail sales , which are reported monthly. 

 The Department of Commerce collects the retail sales data 
using a monthly survey of almost 15,000 retail establishments of 
all sizes and types across the country. About 35% of the sales are 
of durable goods, such as autos, building materials, furniture, and 
home appliances. The remaining receipts come from the sale of 
nondurable goods: clothing and apparel, drugs, gasoline, food, liq-
uor, mail order, and other general merchandise. 

 The retail sales report is important because it provides the 
fi rst major evidence of consumption patterns for the month. For 
this reason, it is generally regarded as the most timely indicator of 
broad consumer spending patterns.  

  PARAMOUNT IMPORTANCE OF WEALTH EFFECTS 

 While income is an important driver of consumption patterns, over 
the last decade, so-called “wealth effects” have been even more 
infl uential. This is particularly true in an era in which wages have 
largely been stagnant. The idea of a wealth effect is that if the value 
of a consumer ’ s stock portfolio or home rises, that consumer — now 
feeling wealthier — is likely to spend a lot more money than a con-
sumer who has just taken a big hit in the stock market or who has 
seen the price of his or her home plunge. 

 A case in point is offered up by the stock market boom in the 
1990s and its bust in the year 2000. At the height of the stock mar-
ket ’ s irrationally exuberant bubble, consumers spent far more 
robustly than their wages would justify. This was because of the 
increased wealth refl ected in their rising stock portfolios. Of course, 
when the stock market bubble burst, the bull market ’ s positive 
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wealth effect turned sharply negative, consumers pulled in their 
spending horns, and, in this way, a negative wealth effect contrib-
uted to the 2001 recession. 

 Interestingly enough, history soon repeated itself. In the era 
of historically low interest rates following the 2001 recession, con-
sumers benefi ted from another positive wealth effect in the form of 
rapidly rising home prices. In this housing bubble economy, many 
consumers used very aggressive mortgage refi nancing effectively to 
turn their homes into ATMs while many other consumers fl ipped 
houses and speculative investment properties for large capital gains. 
Using this housing bubble wealth, consumers were able to spend at 
rates far in excess of what their wages would justify. Of course, when 
the housing bubble collapsed, the resultant negative wealth effect 
played a key role in triggering the crash of 2007 to 2009.  

  BIG- OR LITTLE-TICKET ITEMS? 

 This discussion provides a natural segue for our consideration of 
the fi nal leading economic indicator to track consumer spending. 2   
The important thing to consider here is whether the consumer is 
opening his or her wallet for big-ticket, interest rate – sensitive dura-
ble goods, such as vehicles and homes. At the trough of a recession, 
interest rates typically have fallen signifi cantly, and there is consid-
erable pent-up demand for these big-ticket items. At the fi rst hint 
that a recession might be over, consumers therefore are likely to 
jump feet-fi rst into the vehicle and housing markets to take advan-
tage of these low prices and low interest rates. In this way, these two 
sectors are often pulling the U.S. economy out of its recessionary 
doldrums. 

 Exhibit   8.2    illustrates how a downward trend in new home sales 
helped signal the onset of the consumer-led crash of 2007 to 2009 
crash but not the onset of the investment-led 2001 recession.   

 You can see clearly in the exhibit that new home sales were fairly 
steady leading into the investment-led recession of 2001 and thus 
provided no early warning sign of that recession. The lesson from 
this “recessionary dog that didn ’ t bark” is to reiterate that it is criti-
cal to watch leading indicators for all components of the GDP fore-
casting equation, not just one component such as consumption. 

 New home sales leading into the crash of 2007 to 2009 do tell a 
very different story, however. In Exhibit 8.2, you can see that new 
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c08.indd   59c08.indd   59 7/3/09   9:58:13 AM7/3/09   9:58:13 AM



60 Why Tracking the Consumer Is the Ultimate Confidence Game

Action Item

Log on to the Dismal Scientist Web site at www.economy.com/dismal/
navarro and read the latest reports for consumer confi dence, retail sales, 
and new home sales. Assess whether these reports signal expansion or 
recession. If you have additional time, compare the consumer confi dence 
report with the consumer sentiment report.

home sales hit a peak as early as July 2005 and then began to trend 
steadily downward. In light of the importance of the positive wealth 
effect associated with the housing bubble in propelling consumer 
spending at this time, this downward trend in new home sales 
would have been a very ominous sign of a possible impending con-
sumer-led recession to a Master Cyclist executive.         
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9C H A P T E R

 Why Taking the Pulse
of Business Investment Is

as Simple as ISM       

             This is a business-led recession.  . . .  There has been six or
seven months of noninvestment. 

  — Don Wainwright, CEO, Wainwright Industries   

 Business investment accounts for only about 15% of the gross 
domestic product (GDP). However, what it lacks in size, it more 
than makes up for in sudden volatile drops that are every bit 
as capable of triggering a recession as the 800-pound gorilla of 
consumption. 

 Conceptually, business investment can be divided into two cat-
egories: fi xed investment and inventories.  Fixed investment  includes 
everything from new factories and offi ce buildings, to computer 
equipment, machine tools, and assembly-line robots.  Inventories  are 
what pile up when a recession hits and what get depleted during a 
robust economic boom. In general, it is the fi xed investment com-
ponent of the GDP that strongly drives economic growth; inventory 
levels help signal the relative strength or weakness of the economy. 

61
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62  Why Taking the Pulse of Business Investment Is as Simple as ISM       

 In a typical business investment – led recession, executives will 
cut back sharply on capital expenditures for any number of rea-
sons. Most obviously, they may see a broad buildup of inventories 
that suggests a slowing economy. More subtly, they may see the 
Federal Reserve aggressively raising interest rates to fi ght infl ation 
and believe it is only a matter of time before the Fed ’ s overaggres-
sive actions trigger a recession. Beyond these worries — worries that 
the famous depression-era economist John Maynard Keynes once 
dubbed the “animal spirits” of the corporate community — business 
executives may be spooked by the outbreak of a war, which they fear 
will dampen consumer spending. 

 Regardless of why the business community ’ s animal spirits may 
turn sour, once business investment starts to slow down, this negative 
trend is likely to accelerate. Ironically, in this way, the fears of the busi-
ness community and its collective behavioral response in cutting 
 business investment often become a self-fulfi lling  prophecy — a cau-
tionary cutback in investment by worried executives triggers the very 
recession that executives fear.  

  A  “ ONE-STOP-SHOP ”  BUSINESS INVESTMENT 
INDICATOR 

 While it is important to understand all of the possible reasons why 
business executives may cut back sharply on business investment 
and thereby lead the economy into a recession, in the end, what 
really matters from a forecasting perspective is whether business 
investment is expanding or contracting. To answer that question, 
there is only one key leading economic indicator that you really 
need to follow: the so-called ISM Manufacturing Index published 
monthly by the Institute for Supply Management. 

 The Institute for Supply Management is the largest supply chain 
management association in the world, and the monthly release of its 
ISM index data is eagerly awaited by business and government lead-
ers as well as the fi nancial markets. This is because the ISM index 
has had an excellent track record signaling business  investment – led 
recessions. 

 The ISM Manufacturing Index itself is based on a survey of pur-
chasing managers in more than 300 companies representing over 
20 industries in all 50 states. It is designed to measure the relative 
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strength or weakness of the manufacturing, or supply side, of the 
economy at any given time. 

 In the purchasing manager survey, ISM respondents indicate 
whether there has been an increase, a decrease, or no change in 
the key components of the ISM Manufacturing Index. These key 
components include new orders, production, inventories, infl ation, 
and slow delivery performance. 

 Now, from a business cycle forecasting perspective, here are the 
two most important things to note about the ISM Manufacturing 
Index. 

   1.   The index is a “diffusion index” measured on a scale of 0 to 
100. Any ISM index reading above 50 indicates that both the 
manufacturing sector and the economy are expanding. In 
contrast, any reading below 43 indicates that both the manu-
facturing sector and the economy are likely to be in a reces-
sion. Finally, any reading between 43 and 50 represents a 
significant recessionary signal.  

   2.   The  farther  the ISM index is away from 50, the  faster  is the 
rate of change and the stronger the recessionary signal. This 
means that if the index goes below 35, as it did during the 
depths of the crash of 2007 to 2009, the economy is contract-
ing at a much faster rate than if, say, the index is at 44.     

  A TALE OF TWO RECESSIONS 

 Exhibit   9.1    illustrates the strong predictive power of the ISM 
index — but only when it comes to investment-led recessions like the 
recession that started in March 2001.   

 On the left-hand portion of the exhibit, the ISM index begins 
trending down in December 1999 and falls below 50 in September 
2000. This move below 50 was a full seven months before the onset 
of the investment-led 2001 recession. Moreover, by January 2001 —
 two months before this investment-led recession began — the index 
had fallen precipitously, to 42. In this way, the ISM index provided 
a very powerful signal of the coming March 2001 recession. 

 Now contrast this powerful recessionary signal with the  behavior 
of the ISM Manufacturing Index leading into the consumer-led 

 A Tale of Two Recessions 63
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64  Why Taking the Pulse of Business Investment Is as Simple as ISM       

crash of 2007 to 2009 shown on the right-hand part of the exhibit. 
In the 24 months preceding the offi cial start of that crash in 
December 2007, the ISM Manufacturing Index remained above 
50 for all but two months. In those two months in which the ISM 
index fell below 50, it still registered a reading above 49 and very 
close to the neutral line. Thus, if you had been watching only the 
ISM index during this period, you would have been lulled into a 
sense of false security about the economy. 

 In this regard, it is perhaps even more interesting to note that 
 even after the recession of 2007 to 2009 offi cially began  in December 
2007, the ISM index hovered only slightly below 50 for many 
months — very near the neutral mark. Finally, however, once the full 
force of the consumer-led recession gripped the manufacturing sec-
tor, the ISM Manufacturing Index fell off a cliff, plunging to 43.5 
in September 2008. By the end of the year, it had fallen to 32.4 — its 
lowest reading since 1980. 

 The broader point of this tale of two recessions is that it is 
critical to follow individual components of the GDP equation in 
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Exhibit 9.1        ISM Manufacturing Index and a Tale of Two Recessions      
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order to spot early triggers to possible recessions in these individ-
ual components. The ISM index is a great indicator — but  only  for 
 investment-led recessions. 

 Because of its success in signaling past investment-led recessions, 
the ISM index should be one of the most important weapons in 
your personal forecasting arsenal. Other government reports, on 
everything from durable goods and factory orders, to business 
inventories and capacity utilization, are important auxiliary reports; 
the ISM index is really the only economic indicator that busy execu-
tives need to use to track the business investment component of the 
GDP equation.                

Action Item

 Visit the Web site of the Institute of Supply Management at www.ism.ws and 
read more about the ISM index. Then log on to the Dismal Scientist Web 
site at www.economy.com/dismal/navarro and read the latest report on the 
ISM Manufacturing Index. Is the index pointing toward an expansion or a 
recession?    

 A Tale of Two Recessions 65
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10C H A P T E R

   How Falling Exports Can Flatten
an Economy in a Flat World            

  It ’ s a tale of two economies — one propelled by robust growth in 
exports tied to strongly emerging markets overseas, the other mired 
in recession as consumers at home struggle to cope with record high 
debts, soaring energy prices and falling home prices. 

 The divergence could be seen clearly Thursday in a Commerce 
Department [trade] report showing a 1.9 percent spurt in export-
led growth in the spring quarter even as many Americans say the 
economy is in the worst condition in decades and is shaping their 
attitudes during the campaign season. 

 The report showed that the domestic economy shrank at a
0.5 percent rate in the last quarter even as a 9.2 percent surge in 
exports and 6.6 percent drop in imports enabled the overall economy 
to eke out a gain. 

  —  Washington Times    

 In an age of globalization and an increasingly fl at world, the ulti-
mate fate of any nation ’ s economy often is ultimately determined by 
that nation ’ s level of exports and imports and whether it is running 
large and chronic trade defi cits. The reason is that, like a crooked 
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68 How Falling Exports Can Flatten an Economy in a Flat World      

college hoopster, chronic trade defi cits shave critical points off the 
gross domestic product (GDP) growth rate. 

 To understand how a trade defi cit can ultimately tip a nation ’ s 
economy into recession, it ’ s important to remember the defi ni-
tion of the term  net exports.  Net exports represent the difference 
between how much a country exports and how much it imports. 

 On the plus side of the GDP ledger, a nation ’ s exports make a 
positive contribution to economic growth by creating jobs. On the 
negative side, however, when the United States, for example, meets 
its growth needs by buying foreign imports from another coun-
try, such as China, U.S. consumers may benefi t from lower prices 
and more choices. However, it is China that enjoys the benefi ts of 
increased jobs, wages, and GDP growth. That ’ s why, at least in this 
sense, international trade can often be a zero-sum GDP game. 

 Given the power of net exports to serve as both a short-term 
recessionary tipping point and a longer-term drain on economic 
growth, it is essential for business executives to track this critical 
GDP component regularly. Unfortunately, this task is not quite 
as easy as tracking consumption and business investment. This 
is because net exports cannot be monitored accurately by a few 
leading economic indicators, such as consumer confi dence or the 
Institute for Supply Management index. Instead, each month, you 
must carefully scrutinize the monthly trade data and, most impor-
tant, put any changes in imports or exports into their appropriate 
context.  

  WHY CONTEXT IS KING 

 Context is king in interpreting the trade data because in any given 
month, both exports and imports can rise or fall for any one of a 
number of reasons. For example, U.S. exports might rise because 
of rising growth in Europe and Asia — that ’ s an expansionary signal. 
However, U.S. exports might rise because of a plunge in the value 
of the dollar, and that is much more of a mixed signal. Only by 
understanding the current context for any change in the net export 
data can you interpret this change as an expansionary or recession-
ary signal. 

 The best way to reinforce this critical context-is-king point is to
walk through a number of different scenarios to show you how to 
interpret the latest trade news. Before we do that, however, let ’ s 
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fi rst acquaint ourselves with the essential source of our data, the 
monthly International Trade report for the United States. 

 The Department of Commerce releases the International Trade 
report around the twentieth of every month. This critical report 
contains detailed information on imports, exports, and the trade 
defi cit as well as trade fl ows by categories and countries. Upon the 
release of this report, the news media typically focus primarily on 
the top-line trade balance data, specifi cally whether the U.S. trade 
defi cit has been rising or falling. From a forecasting perspective, 
that is only half of the story. The other half is to carefully scrutinize 
the growth patterns of both individual exports and imports. 

 Looking past the top-line trade defi cit results at the export data 
is important because it allows you to assess whether U.S. companies 
are gaining or losing competitive advantage in the international 
arena. Looking at rising or falling exports also helps shed light on 
whether the economies of America ’ s trading partners are strength-
ening and increasing their export demand for U.S. products or vice 
versa. 

 It is equally crucial to scrutinize the import data carefully. 
Rising or falling imports shed considerable light on the underlying 
strength of the domestic economy. For example, rising imports can 
be a sign that the U.S. economy is expanding at a more rapid rate. 

 Exhibit   10.1    illustrates the rapid growth in America ’ s chronic 
trade defi cit since 1992. In the fi gure, the fi rst thing that should 
jump at you is the growing gap since 1992 between the top black 
line measuring imports and the bottom gray line measuring 
exports.   

 In fact, this trade defi cit gap between U.S. imports and U.S. 
exports now amounts to more than $60 billion per month. Every 
year, this very large and chronic trade defi cit shaves anywhere from 
one-half to one percentage point of growth off the U.S. GDP growth 
rate. And note here that while reduction of one-half to one percent-
age point in the GDP may seem like a small loss, that shrinkage is 
on an annual GDP growth rate for the United States that barely hits 
4% even at full employment. Indeed, such a loss translates into a 
loss of more than $3 trillion over the last 20 years. 1   

 Now, here is what is perhaps even more interesting about 
Exhibit 10.1. While the recession began in December 2007, robust 
export growth continued between December 2007 and July 2008. 
As the quotation from a  Washington Times  news dispatch leading off 

  Why Context Is King  69
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70 How Falling Exports Can Flatten an Economy in a Flat World      
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Exhibit 10.1 America’s Growing Trade Deficit Gap

this chapter explained, this robust export growth helped to sustain 
the U.S. economy long after beleaguered consumers had led the 
country into a recession. 

 Note also in the exhibit that this robust export growth was in 
large part fueled by Federal Reserve interest rate cuts. As the Fed 
desperately cut rates to jump-start the faltering economy, the dollar 
steadily weakened and gave U.S. exporters an edge in the interna-
tional trading arena. 

 However, once the worst fi nancial crisis since the Great 
Depression erupted in full bloom in July 2008, the United States 
became a  “ safe haven ”  for foreign capital; and the dollar once 
again strengthened. This stronger dollar, together with a signifi cant 
weakening of the global economy, led to the very sharp plunge in 
exports visible in the exhibit. The result was a signifi cant deepen-
ing of the recession. 
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 As with our analysis of the ISM Manufacturing Index in Chap-
ter 10, these observations underscore the importance of watching 
all four components of the GDP equation to anticipate business 
cycle movements accurately.  

  AROUND THE WORLD IN FIVE SCENARIOS 

 Let ’ s return now to the overarching theme of this chapter —  context 
is king — when interpreting the monthly trade data as we turn now 
to a discussion of fi ve International Trade report scenarios. The 
fi rst two scenarios share in common rising exports. However, only 
the fi rst scenario signals a continued economic expansion; the sec-
ond scenario provides an early-warning sign of a possible global 
recession. 

 In a similar vein, the third and fourth scenarios share in com-
mon rising imports. Because rising imports shave points off of the 
GDP equation, both scenarios may seem bearish. However, in at 
least one scenario, quite the opposite conclusion may be drawn. 

 Finally, the fi fth scenario helps explain how chronic trade defi -
cits helped set the stage for the crash of 2007 to 2009. 

  Scenario One: Rising Exports Signal Continued Expansion 

 In Scenario One, the economies of both Europe and Asia are 
growing robustly, and European and Asian demand for U.S. exports 
is rising. In this scenario, rising exports provide a very strong signal 
of a likely continued economic expansion.  

  Scenario Two: Rising Exports Signal a Beggaring of Thy 
European Neighbor 

 In Scenario Two, both the U.S. and European economies are 
weakening. As a policy response, the U.S. Federal Reserve cuts 
interest rates. However, because the European Central Bank is more 
concerned about infl ation, it does not match the Fed ’ s  interest
rate cut. 

 As U.S. interest rates fall, the dollar falls relative to the euro. 
This is because foreign investors leave U.S. shores seeking higher 
returns in Europe. As the dollar/euro exchange rate turns more 
favorable for the United States, the United States sells more of its 
exports and imports fewer European goods. 

 Around the World in Five Scenarios 71
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72 How Falling Exports Can Flatten an Economy in a Flat World      

 The falling dollar thus helps to bolster the U.S. economy in the 
short run. However, over the longer term, as European exports fall 
because of a stronger euro, the U.S. Fed ’ s policy serves only to fur-
ther weaken the European economy. Eventually, as the European 
economy falls into recession, U.S. exports to Europe decline as well, 
a favorable exchange rate notwithstanding, and the United States 
likewise succumbs to recession.  

  Scenario Three: Rising Imports Signal There ’ s a Party Going On 

 In this scenario, imports are rising because all the other three 
GDP components — consumption, business investment, and govern-
ment spending — are hitting on all cylinders, and the U.S. economy 
is expanding robustly. As the economy booms, Americans have 
more income and wealth to spend, and they spend a proportion 
of that on more imports from Europe, Asia, and elsewhere. In this 
scenario, rising imports do not shave any signifi cant points off the 
GDP growth rate but merely refl ect a very robust expansion at the 
economy ’ s full potential output.  

  Scenario Four: Rising Imports Make that Giant Sucking Sound 

 This much darker scenario involves a long-term rise in imports 
and a concomitant increase in America ’ s chronic trade defi -
cits. In fact, this scenario closely mirrors the economic history of
the George W. Bush administration that helped set the stage for the 
crash of 2007 to 2009. 

 During Bush ’ s presidential tenure, beginning in 2001 and end-
ing in 2009, many U.S. manufacturers either shut down or moved 
their production facilities offshore, principally to China. Indeed, 
during this time, the United States lost millions of manufacturing 
jobs to China. 

 U.S. manufacturers were attracted to China not only by cheap 
labor but also by a complex web of illegal export subsidies that 
made it highly advantageous to manufacture in China rather than 
in Michigan or Ohio or California. Over time, this loss of America ’ s 
manufacturing base would  directly  shave considerable points off the 
GDP growth rate through rising imports. However, the offshoring 
of American jobs also  indirectly  lowered the GDP growth rate by sup-
pressing domestic business investment as U.S. companies diverted 
their investment dollars to China. 
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 Eventually, over time, as job losses mounted in the manufactur-
ing sector and American incomes grew stagnant, reduced spend-
ing by fi nancially strapped consumers further eroded the GDP 
growth rate. This weakening of all three nongovernment sector 
 components of the GDP equation — consumption, investment, and 
net exports — helped set the stage for the crash of 2007 to 2009.  

  Scenario Five: An Oil Price Shock Drains the Lifeblood Out 
of the Economy 

 This scenario likewise helps explain the role of the trade defi cit 
and the onset of the crash of 2007 to 2009 even as it demonstrates 
one of the most important points about properly analyzing the 
International Trade report. This important point is that it is essen-
tial to carefully segregate the impacts of petroleum imports from 
the rest of the import-export equation. 

 Conceptually segregating oil imports from total imports is nec-
essary because oil imports constitute almost half of the total dollar 
value of U.S. imports. Because of its dominance in the import col-
umn, even small changes in oil prices can obscure important move-
ments in the non-oil segment of the U.S. trade defi cit. 

 In this scenario, the Federal Reserve has once again cut interest 
rates to stimulate a weakened U.S. economy. As in Scenario Two, 
the result has been a collateral devaluation of the dollar and a wel-
comed stimulative increase in U.S. exports. However, because inter-
national oil prices are denominated in dollars, every time the dollar 
falls in value in response to lower U.S. interest rates, oil prices rise. 
In this way, the Federal Reserve ’ s easy money policies and concomi-
tant fall in the dollar lead to a precipitous increase in oil prices. 

 Now, here ’ s the rub: Because the demand for imported oil is 
highly inelastic (meaning that consumers don ’ t cut back much on 
their consumption when prices rise), America ’ s oil import bill soars 
due to rising oil prices even as U.S. exports rise in response to the 
falling dollar. In this case, any expansionary benefi ts from rising 
U.S. exports gained from the cheap dollar are totally offset by the 
rise in America ’ s import bill. While the total trade defi cit remains 
unchanged, consumers have been hammered by the oil price 
shock. Eventually, this oil price shock — triggered by the Federal 
Reserve ’ s misguided attempts to stimulate the economy — drags the 
United States into a recession.   

 Around the World in Five Scenarios 73
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  SUMMING IT ALL UP 

 It should be clear from these fi ve scenarios that properly analyzing 
America ’ s International Trade report and, more broadly, under-
standing the roles of differing trade patterns as potential reces-
sionary triggers require a much higher degree of economic and 
fi nancial market literacy than interpreting other elements of the 
GDP forecasting equation. Indeed, to understand the messages 
of the International Trade report, it is critical to understand such 
complex relationships as those that exist among interest rates, infl a-
tion, oil prices, exchange rates, and trade fl ows as well as basic eco-
nomic concepts such as the price elasticity of demand (explained 
in Chapter 19). This is precisely why, in an era of globalization, 
every business executive must commit not just to becoming his or 
her own economic forecaster but also to improving his or her own 
economic and fi nancial market literacy.                   

Strong versus Weak Dollar
Strong U.S. Dollar Weak U.S. Dollar

Fed rate hikes drive dollar up. Fed rate cuts drive dollar 
down.

Inflation falls (imports less 
expensive).

Inflation rises (imports more 
expensive).

Dollar rises, oil prices fall. Dollar falls, oil prices rise.

Trade deficit rises (exports fall, 
imports rise).

Trade deficit falls (exports rise, 
imports fall).

Consumers win, exporters lose. Consumers lose, exporters win.

Action Item

Log on to the Dismal Scientist Web site at www.economy.com/dismal/ 
navarro and read an analysis of the latest International Trade report. 
Look carefully at both the trade defi cit numbers and the growth—or lack 
thereof—in imports and exports. Does this latest report signal expansion or 
recession?

c10.indd   74c10.indd   74 7/3/09   9:58:51 AM7/3/09   9:58:51 AM



75

11C H A P T E R

   Why Uncle Sam Is the
Spender of Last Resort            

  We start 2009 in the midst of a crisis unlike any we have seen in 
our lifetime . . .  .Nearly two million jobs have now been lost . . .  .
Manufacturing has hit a twenty-eight-year low. Many businesses 
cannot borrow or make payroll. Many families cannot pay their 
bills or their mortgage. Many workers are watching their life 
savings disappear. And many, many Americans are both anxious 
and uncertain of what the future will hold . . .  . If nothing is done, 
this recession could linger for years. 

  — President Barack Obama   

 This type of rhetoric from President Barack Obama was used to 
justify passage of the largest fi scal stimulus package in U.S. his-
tory immediately after he took offi ce in 2009. Obama ’ s rhetoric 
has deep roots in the teachings of famous British economist Lord 
John Maynard Keynes. His heavy reliance on stimulative govern-
ment spending also has much in common with Franklin Delano 
Roosevelt ’ s New Deal policies of the 1930s, which Keynes advocated 
as the way to get America out of the Great Depression. 
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 During the Great Depression, Keynes argued that the broad 
macro economy, unlike individual markets, was not a self-correcting 
mechanism. In a severe recession or depression, fearful consum-
ers will save more and spend less, wary business executives will con-
serve cash rather than invest, and a soft global economy will make 
any export-driven recovery impossible. Thus, when a fall in con-
sumption, business investment, or net exports triggers a recession, 
increased government spending must ride to the rescue. In this 
way, government spending must be the spender of last resort in the 
gross domestic product (GDP) growth equation. 

 It was on this foundation of Keynesian economics that FDR 
launched the New Deal and its massive public works projects to 
jump-start the economy. It is on this same foundation of Keynesian 
economics that governments around the world today have justifi ed 
the implementation of massive fi scal stimulus programs to recover 
from the crash of 2007 to 2009. 

 From the perspective of trying to manage an organization or 
company, this kind of Keynesian fi x creates all sorts of strategic 
problems in both capital fi nancing and production planning. At 
the core of these problems is the need for governments to run ever 
larger budget defi cits to fi nance their fi scal stimuli. As a practical 
matter, there are only two politically feasible ways to fi nance such 
burgeoning defi cits: sell bonds or print money (with higher taxes 
generally not possible politically).  

  DANGERS OF DEFICIT FINANCING 

 The problem with selling government bonds to fi nance the budget 
defi cit is that the selling of government bonds can “crowd out” 
corporate bonds in the bond market and thereby reduce business 
investment in the GDP growth equation. How does such crowding 
out happen? 

 In order for the U.S. Treasury Department to sell its defi cit-
fi nancing bonds to the private market, it has to raise interest rates 
suffi ciently high to attract investors. However, these higher govern-
ment interest rates draw investors away from the corporate bond 
market and thereby draw precious fi nancial capital away from 
organizations such as yours! 

 The ultimate irony of such bond fi nancing is that as the govern-
ment tries to stimulate the GDP through increased spending, any 
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stimulative effects may be offset by a fall in business investment. It is 
in this way that increased government spending crowds out private 
investment; and this crowding-out effect is all the more pernicious 
because government spending is usually far less effi cient in propel-
ling an economy than private sector investment. 

 The alternative to selling bonds and suffering this crowding-out 
effect is to print money to fi nance the budget defi cit. This printing 
of money doesn ’ t happen quite literally. Rather, it happens when 
the Federal Reserve purchases the defi cit fi nancing U.S. Treasury 
bonds  before  they go to the open market. 

 When the Fed buys the Treasury Department ’ s defi cit- fi nancing 
bonds before they get to the private bond market, it is said to be 
“accommodating” the government ’ s fi scal policy. This is because 
the Fed is buying the bonds rather than letting them compete with 
corporate bonds on the open market. 

 This method of fi nancing the budget defi cit is equivalent to 
printing money because the Fed simply pays for the Treasury bonds 
with a check that increases bank reserves. Banks, in turn, then lend 
out more money out based on these increased reserves, so the 
effect is to increase the money supply. 

 One short-run benefi t of the print money option is to  lower  
interest rates — the direct opposite result of bond fi nancing, so busi-
ness investment actually may be stimulated. However, over time, this 
expansionary monetary policy is highly infl ationary. 

 Eventually, to fi ght the infl ation caused by the excess printing 
of money, the Fed has to start raising interest rates. At this point, 
the clear danger will once again be a recession triggered by a fall in 
business investment and a fall in the purchases of interest-rate-sensitive 
consumer durables, such as cars and housing. That ’ s why when the 
Fed starts printing money to fi nance fi scal policy, your organization 
should be very worried about the future path of the economy.  

  SIZE AND TIMING PROBLEMS 

 The dangers of increasing government spending to fi ght a reces-
sion do not end with how the resultant budget defi cits are fi nanced. 
There are also well-known size and timing problems. On the size 
issue, it ’ s very diffi cult to calculate exactly how much fi scal stimu-
lus is needed: too little doesn ’ t get the job done, too much ignites 
infl ation. 

 Size and Timing Problems 77
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78 Why Uncle Sam Is the Spender of Last Resort

 On the timing issue, it takes a lot longer for government spend-
ing to work its stimulative magic than for monetary policy to stim-
ulate the economy. This is because all the new infrastructure the 
government wants to spend its money on to jump-start the economy 
may not be shovel-ready, that is, ready for immediate construction. 
Instead, most of the planned infrastructure will take signifi cant 
time to plan and build. 

 Now, here is a clear danger from this timing problem — and the 
reason why monetary policy typically is preferred to stimulative fi s-
cal policy: Because the full impact of the fi scal stimulus may not 
come soon enough to help a faltering economy, initially the fi scal 
stimulus may be ineffective. Over time, however, as other factors, 
such as falling interest rates and falling oil prices, help the econ-
omy recover, eventually once again full employment is reached. At 
this point, however, the effects of the fi scal stimulus may continue 
to build — and here is where irony is in full bloom. 

 Indeed, at this ironic point, the fi scal stimulus — initially designed
to help the recessionary economy recover — winds up overheating 
the fully recovered economy and causes infl ation. This infl ation, 
in turn, forces the Federal Reserve once again to begin raising 
interest rates. If the Fed raises interest rates too far too fast, another 
recession will ensue — this one caused by the original fi scal stimulus 
and its unintended infl ationary consequences. 

 Because of these myriad problems, it is critical for you and your 
executive team not only to monitor government spending closely 
but also to understand the broader implications of the govern-
ment ’ s reliance on massive fi scal fi xes for the future trajectory of 
infl ation and interest rates and the possibly reduced ability of the 
economy to grow robustly over the longer term. This observation 
again underscores the need for every executive team to build up its 
economic literacy in order to best manage the organization.  

  HOW TO TRACK GOVERNMENT SPENDING 

 The best way to monitor government spending is to review the U.S. 
Treasury Budget report on a monthly basis. This report provides a 
running estimate of the annual budget defi cit as economic condi-
tions change. 

 Exhibit   11.1    provides a snapshot of a typical year in the revenues 
and expenditures life of the United States featured in the Treasury 
Budget report.   
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Exhibit 11.1 A Year in America’s Budget Deficit Life

 You can see in the exhibit that in most months, the budget is 
in defi cit; that is, government spending well exceeds tax receipts. 
You can also see that the only month in which the government runs 
a huge surplus is, not surprisingly, that very same month in which 
we all fi le our annual tax returns: April, the cruelest month for our 
bank accounts. 

 Exhibit   11.2    graphically illustrates that chronic budget defi cits 
have been an unnerving fact of U.S. economic life for almost 
50 years. Indeed, since 1960, the United States has run only six 
budget surpluses, with four of them coming at the end of the 
Clinton administration, from 1998 to 2001.   

 More specifi cally, the exhibit indicates that the budget defi cit 
fi rst ballooned in the 1980s, under the Republican administrations 
of Ronald Reagan and then George H. W. Bush. After inheriting a 
signifi cant budget surplus from Bill Clinton, President George W. 
Bush proceeded to break all budget defi cits through his embrace 
of tax cuts and heavy war expenditures plus, as he left offi ce, the 
burden of recession. 

 How to Track Government Spending 79
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80 Why Uncle Sam Is the Spender of Last Resort

Exhibit 11.2 Budget Deficit History of the United States
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 Today, as the U.S. government and governments around the 
world continue to up the fi scal stimulus ante dramatically — and 
the U.S. debt burden rockets past $12 trillion — the world is faced 
with a ticking budget-defi cit time bomb of unprecedented propor-
tions. The bottom-line implication of this gloomy longer-term picture 
is that, over time,  chronic budget defi cits are likely increasingly to threaten 
your organization ’ s ability to borrow capital at reasonable interest rates.  

 Budget defi cits also can be highly infl ationary; and once such 
defi cit-induced infl ation hits, the Federal Reserve must respond 
with interest rate hikes that will hamper your ability to raise capital 
and likely will trigger a recession. For all these reasons, it is critical 
that you and your executive team closely monitor the U.S. Treasury 
Budget, report on a monthly basis.  

  STRUCTURAL VERSUS CYCLICAL: A DISTINCTION
WITH A DIFFERENCE 

 To end this chapter, I want to leave you with one last economic liter-
acy builder that should help you in your analysis of the government 
spending component of the GDP forecasting equation. This  literacy 
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builder involves understanding the crucial difference between a 
structural and a cyclical defi cit. 

 A  structural defi cit  is that part of the actual budget defi cit that 
would exist even if the economy were at full employment. When 
the United States runs a structural budget defi cit, it is spending 
beyond its means. Any attempt to increase government spending in 
the presence of a large structural budget defi cit can end only in a 
nasty infl ationary spiral. 

 In contrast, a  cyclical defi cit  is that part of the actual budget defi -
cit attributable to a recessionary economy. A cyclical defi cit results 
from a combination of reduced tax revenues and the increased 
income transfer spending that kicks in during a recession on such 
things as unemployment compensation, food stamps, and other 
welfare benefi ts. 

 The good news about a cyclical defi cit is that it can be elimi-
nated by actually increasing government spending and temporarily 
running a bigger budget defi cit. This fi scal stimulus magic works 
because once the economy gets back to its full employment output, 
tax revenues increase, welfare payments are reduced, and this tech-
nical defi cit comes back into balance. 

 The bad news about a structural defi cit is that it can be elimi-
nated only by either raising taxes or cutting spending. If a govern-
ment tries to increase government spending in the presence of a 
structural defi cit, the inevitable result must be either higher interest 
rates (if the defi cit is bond-fi nanced) or more infl ation (if the defi -
cit is fi nanced by printing money). Either result is a GDP growth 
killer. 

 In fact, the chronic budget defi cits of the United States are 
largely structural in nature. This bodes exceedingly ill for the long-
term success of the fi scal stimulus package that the Obama adminis-
tration instituted immediately upon taking offi ce. Indeed, one very 
clear danger is that using such a fi scal policy fi x to stimulate the 
U.S. economy in the presence of a large structural budget defi cit 
ultimately may be a longer-term road to depression and ruin. 

 In these turbulent economic times, your organization must 
keep in mind this kind of clear and ever-present danger as it moni-
tors the government spending component of the GDP forecasting 
equation.             

 Structural versus Cyclical: A Distinction with a Difference 81
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82 Why Uncle Sam Is the Spender of Last Resort

Action Item

Log on to the Dismal Scientist Web site at www.economy.com/dismal/
navarro and read the latest U.S. Treasury Budget report. Review the current 
status of the budget defi cit. Consider whether the need to fi nance that 
defi cit poses a danger to your organization’s ability to raise capital. In doing 
so, try to determine how much of the budget defi cit is structural and how 
much is cyclical in nature.
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12C H A P T E R

      How Do I Fear Thee, Inflation? 
Let Me Count the Ways            

  When in 1965 [Federal Reserve chairman William McChesney 
Martin] decided to raise interest rates to try to stave off inflation 
brought on by the Vietnam War, Lyndon Johnson called Mr. Martin 
to his ranch in Texas to berate him about the political consequences 
of a rate rise. Mr. Martin stood firm. The Fed had to  “ lean against 
the wind ”  of inflation, he said. His job, as he famously quipped, 
was to  “ take away the punch bowl just when the party gets
going. ”  

  —  The Economist    

 L ike a dark thundercloud, the specter of infl ation hangs over 
the gross domestic product (GDP) forecasting equation as an ever-
present reminder that all good economies may eventually come to a 
recessionary end. In fact, in the pantheon of recessionary triggers, 
infl ation may not be the reigning king, but it is certainly its darkest 
prince. 

 Technically, infl ation is defi ned as an upward movement of 
prices from one year to the next. It is measured by the percentage 
change in price indices, such as the Consumer Price Index (CPI) 
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and the Producer Price Index (PPI). Paradoxically, while infl ation 
is often an indication of a robust economic expansion, it poses the 
danger of triggering a recession, either directly or indirectly. 

 On the direct danger front, infl ation negatively affects all 
three nongovernment components in the GDP equation. Infl ation 
reduces consumption because rising prices pinch consumer budg-
ets and erode purchasing power. Infl ation reduces business invest-
ment because interest rates invariably rise with infl ation, and 
higher interest rates, in turn, lead to reduced capital expenditures. 
This is because as the cost of money goes up, projects that would 
have turned a profi t at lower interest rates no longer will do so and 
are thus canceled. On top of this, infl ation even directly reduces 
exports in the GDP equation by raising export prices and thereby 
reducing global demand. 

 On the  indirect  danger front, if infl ation rises above the Fed ’ s 
unoffi cial target rate — usually around 2% — the Federal Reserve 
may be motivated to begin a new round of interest rate hikes. Of 
course, once the Fed starts hiking interest rates, all three of the 
nongovernment components of the GDP equation are suppressed. 

 Consumption falls as consumers buy fewer interest-rate-sensitive 
durable goods, such as autos, appliances, furniture, and houses. 
Business investment slows because companies reduce their capi-
tal expenditures for new plant and equipment. Even exports slow 
because higher interest rates translate into a stronger dollar as for-
eign investors are attracted by higher interest rates in the United 
States. As the dollar strengthens, U.S. exports become more expen-
sive, and U.S. companies sell fewer exports. 

 That the one-two punch of infl ation followed by a round of Fed 
rate hikes can knock the U.S. economy into a recession is under-
scored by this startling fact: At least six of the nine recessions since 
World War II have been preceded by just such a double punch. 
Exhibit   12.1    graphically illustrates this danger.   

 You can see clearly in Exhibit   12.1    how infl ation, as measured 
by the black-lined Consumer Price Index core infl ation rate, began 
to accelerate in January 2004. In response, in June 2004, as the core 
infl ation rate approached the Fed ’ s unoffi cial target of 2%, the Fed 
then began an extremely aggressive round of rate hikes — as indi-
cated by the gray line charting the intended Fed Funds rate. 

 Over the next 24 months, the Fed would raise interest rates by 
fully 425 basis points (4.25%); in the exhibit, you can clearly see 

c12.indd   84c12.indd   84 7/3/09   9:59:29 AM7/3/09   9:59:29 AM



that this anti-infl ation medicine worked. In August 2006, as the 
economy softened — and the housing bubble accelerated its historic 
collapse — core CPI infl ation once again began to decelerate. 

 Interestingly, despite these and other growing signs of reces-
sionary troubles on the horizon, the Fed was very slow to react to 
the slowdown. Indeed, the Fed would wait until September 2007 —
 just months before the December onset of the crash — to start 
cutting interest rates once again. Perhaps never have the phrases 
fi rst  “ too much too soon ”  and then  “ too little too late ”  been more 
appropriate. 

 Given the Federal Reserve ’ s sad and sordid history in triggering 
recessions when trying to fi ght infl ation, it is worth  understanding 

Exhibit 12.1 One-Two Inflation-Rate Hike Punch and the Crash of 
2007 to 2009

January 2004: Inflation
accelerates
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the Hobson ’ s choice the Fed faces whenever infl ation rears its ugly 
head — as well as the two types of infl ation the Fed must deal with.  

  JOBS – INFLATION TRADE-OFF 

 In its mission, the Federal Reserve always faces two very confl ict-
ing goals. On one hand, Fed policy must be loose enough to keep 
almost every voter in the country who wants a job employed. On 
the other hand, the Fed also must ensure price stability. 

 That these two goals are often confl icting is embodied in the 
economist ’ s version of a Hobson ’ s choice known as the Phillips 
Curve. The Phillips Curve describes an (almost always) iron-clad 
trade-off between increasing economic growth and increasing infl a-
tion. The existence of this trade-off may be traced to at least one 
kind of infl ation known as demand-pull infl ation. 

 Demand-pull infl ation comes from too much money chasing 
too few goods. It is an aptly named infl ation because it literally is 
caused by too much demand in the economy for the goods and 
services that are available. This type of infl ation happens when an 
economy tries to grow beyond its potential output. In such a case, 
labor shortages drive up wages, product shortages drive up prices, 
and up the infl ationary spiral goes. 

 The Federal Reserve invariably responds to such demand-pull 
infl ation by raising interest rates. This is because under the prevail-
ing doctrine of Keynesian economics, the Fed is seen as the front 
line of defense against infl ation. In fact, as humorously highlighted 
in the opening quotation to this chapter, the Fed ’ s job is to “take 
away the punch bowl just when the party is getting good.” 

 While the Federal Reserve must raise interest rates to fi ght 
infl ation, it faces the problem of knowing how high and how fast 
to raise rates — and when to stop. Historically, we know at least one 
thing: The Federal Reserve almost never gets it right. Refer back to 
Exhibit 12.1, and you once again get the picture. 

 For all these reasons, it is essential that every business execu-
tive seeking to become a truly accurate economic forecaster follow 
the course of infl ation in the economy. When you watch infl ation, 
what you really are looking for is for any sign that the Federal 
Reserve may begin a new cycle of interest rate hikes. Once the Fed 
begins a new cycle, often it is just a matter of time before a reces-
sion ensues.  
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  TAKING THE ECONOMY ’ S INFLATIONARY PULSE 

 As for the infl ation indicators to watch, the two most important are 
the Consumer Price Index and the Producer Price Index. The PPI 
measures infl ation at the wholesale level while the CPI measures it 
at the retail level. 

 Following the PPI is important because infl ation at the whole-
sale level invariably shows up down the road at the retail level. The 
Producer Price Index can give you a bit of an early warning that 
infl ation may be brewing. Nevertheless, popularly, the CPI is viewed 
as the more important of the leading infl ation indicators.  

  COST-PUSH VERSUS DEMAND-PULL INFLATION 

 Now, before we leave this chapter, there is one very important fi nal 
point to make about using the infl ation data to handicap the pos-
sibility of a Fed rate hike. Making this point involves another liter-
acy builder and requires that we learn a little bit about the second 
type of infl ation that can affl ict an economy. This type of infl ation 
is known as cost-push infl ation. 

 While demand-pull infl ation comes from too much money 
chasing too few goods, cost-push infl ation comes about when the 
economy suffers from an energy price shock or a food price shock. 
Here ’ s why this distinction is so important:        

 The Federal Reserve is less likely to raise interest rates in the 
presence of cost-push infl ation because this type of infl ation effec-
tively acts as a tax on the economy. By slowing the economy down 
all by itself without the need of a rate hike, cost-push infl ation effec-
tively does the work of the Fed. 

 To understand the nature of this cost-push infl ation tax, think 
about what happens when gasoline prices rise at the pump. Your 

While any increase in demand-pull infl ation is likely to increase 
the chances that the Federal Reserve will raise interest rates, any 
 increase in cost-push infl ation actually reduces the possibility of a Fed 
rate hike.

  Cost-Push versus Demand-Pull Inflation  87
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wallet is squeezed, and you have less money to spend on restau-
rants, shoes, and any number of other things. Moreover, at least 
some of the money you pay at the pump goes right into the pock-
ets of foreign oil producers — and right out of the U.S. economy. In 
this way, cost-push infl ation acts as a contractionary shock on the 
economy; and the Federal Reserve would never add to such a con-
tractionary shock by raising interest rates. 

 Because the emergence of demand-pull versus cost-push infl a-
tion has such a very different effect on Fed behavior, it is essential 
to distinguish between the two when reviewing the infl ation data. 
Fortunately, making this distinction is very easy because the CPI 
and PPI reports distinguish between so-called core infl ation and 
non-core infl ation. 

 As a general, simplifi ed rule, core infl ation represents demand-
pull infl ation while non-core infl ation represents cost-push infl a-
tion. And note, the reason why energy and food prices are excluded 
from core infl ation is that they are considered to be highly volatile. 
While food and oil prices may rapidly go up, they also often rapidly 
go down. 

 In summary, follow the infl ation indicators as part of your GDP 
forecasting equation protocol because infl ation can trigger a reces-
sion both directly and indirectly. And know the difference between 
demand-pull and cost-push infl ation and how the Fed is likely to 
react to each.         

Action Item

Log on to the Dismal Scientist Web site at www.economy.com/dismal/ 
navarro and read the latest reports for the CPI and PPI. Determine whether 
the infl ation rate is rising or falling. If infl ation is rising, is the rise due to an 
increase in core infl ation or non-core infl ation? Ask yourself if the Federal 
Reserve is likely to be raising or lowering interest rates.
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      Why the Bond Market Is not
a Casino            

  Beware the Ides of March — and inverted yield curves. 
  —  Greg Autry   

 One of the most essential tasks of the Always a Winner man-
ager is to monitor the bond market ’ s yield curve spread regularly. 
This yield curve spread is one of the most accurate forecasting tools 
available to you and your executive team. It defi nes the relationship 
between the yields on the short-term, 3-month Treasury bill and the 
long-term, 10-year Treasury note. 

 In monitoring the yield curve spread, always be on the lookout 
for a yield curve inversion. This happens whenever the yield on the 
3-month T-bill rises above the yield on the 10-year bond, which is 
called a negative spread. Such inverted yield curves and negative 
spreads have accurately predicted six of the last seven recessions! 

 The mighty forecasting power of the yield curve spread is illus-
trated in Exhibit   13.1   . This exhibit graphs the yield curve spread 
between 1982 and 2008. Any time the graph falls below the zero line 
in the exhibit, the yield curve spread has turned negative and, as true 
as the compass points north, it is signaling a recession on the horizon.   
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90     Why the Bond Market Is not a Casino 

 For example, you can see in Exhibit   13.1    that in foreshadowing 
the July 1990 to March 1991 recession, the yield curve spread fi rst 
went negative in August of 1989 — almost a year before the recession 
began. 

 For the March 2001 recession, the warning sign came eight 
months before the downturn as the normally positive upward-
sloping yield curve spread turned down in July 2000. 

 Finally, in the case of the crash of 2007 to 2009, the yield curve 
spread turned negative in August 2006. This was a recessionary 
warning shot fi red a full 16 months before the onset of this crash. 

 In all cases, observant business executives had plenty of time 
to prepare for the recessions these yield curve inversions were 
signaling.  

Exhibit 13.1 Inverted Yield Curve Signals Recession
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  YIELD CURVE PRIMER 

 Just why does the yield curve normally slope upward, and why is a 
negative yield curve spread (i.e., an  “ inverted ”  yield curve) such an 
accurate predictor of recession? To answer these two questions, let ’ s 
fi rst defi ne the term  bond yield  and see how it is calculated. 

 The yield on any given bond is the return an investor receives 
when the bond is purchased and held to maturity; and a bond ’ s 
yield   to maturity  is calculated simply by discounting all future pay-
ments by an interest rate, or discount rate, that makes the present 
value of those payments equal to the current price of the bond. 

 For example, if you buy a new 10-year bond at its par value of 
$100 and the interest rate or coupon rate paid on that bond is 
10% per year, the bond ’ s initial yield will be 10% — exactly equal to 
the interest rate paid. Now, if the price of that bond in the market 
subsequently rises to $110, the coupon rate paid on that bond still 
remains at 10%, and you, the bond holder, will receive a coupon 
payment of $10 paid once per year. However, at this new and higher 
bond price, the bond ’ s effective yield to maturity falls to 8.5%. This 
is the discount rate at which the present value of those annual
$10 coupon payments equal the bond ’ s new price of $110. 

 Note that this example introduces several technical terms, such 
as  discounting,  the  discount rate,  and  present value  that assume a basic 
level of economic literacy. However, even if you are not familiar 
with these terms, you can understand this: If the price of a bond 
goes  up  and the interest rate paid on that bond doesn ’ t change, the 
effective yield of the bond has to  fall  because the bond buyer has 
paid a higher price for the right to earn the same return. From this 
example, we see a relationship absolutely critical to understanding 
how yield curves invert. In particular:   

Bond yields are inversely related to bond prices. Thus, if investors drive 
the price of, say, the long bond up through increased demand, the 
yield of the long bond will fall.

 Now, in the normal situation, the yield curve slopes gently 
upward, with long-term yields generally 1% to 2% higher than 
short-term yields. This upward-sloping normal yield curve refl ects 

 Yield Curve Primer 91
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92     Why the Bond Market Is not a Casino 

the concerns that bond holders have about the infl ationary risks of 
holding a bond with a fi xed interest rate over a long period of time. 
That ’ s precisely why, to compensate for these infl ationary risks, 
bond sellers like the U.S. Treasury Department must offer higher 
interest rates on the long-term bonds they issue. 

 While the logic of an upward-sloping yield curve is compelling, 
what doesn ’ t appear to make any sense at all is why any rational 
bond investor would ever accept a yield on a long-term government 
bond that is lower than the yield on a short-term Treasury bill. Yet 
this is precisely the seemingly paradoxical situation that occurs 
when the yield curve inverts. 

 To resolve this paradox, and thereby come to understand how 
the normally upward-sloping yield curve can invert, it is important 
to understand the two very different forces that determine the ever-
changing shape of the yield curve over time. The fi rst force is the 
Federal Reserve, which moves the short end of the yield curve. The 
second force is the bond market itself. Through their buying and 
selling activities, bond investors move the long end of the curve 
down or up.  

  TWO FORCES THAT MOVE THE YIELD CURVE 

 Just how does the Federal Reserve move the short end of the yield 
curve up or down? It does so by raising or cutting interest rates as it 
conducts monetary policy to keep the economy on track. 

 If the Fed wants to stimulate the economy to fi ght a recession, it 
cuts short-term interest rates. This moves the short end of the yield 
curve down. If, however, the Fed wants to fi ght infl ation, it hikes 
short-term interest rates to curb investment and cool the over-
heated economy. This moves the short end of the yield curve up. 

 At the other end of the yield curve, bond market investors move 
the long end of the yield curve by either increasing or decreas-
ing their demand for long-term Treasury securities in response to 
changing economic conditions. For example, if a majority of bond 
market investors anticipate infl ation, they know future interest rates 
will be higher than today ’ s interest rates. In this case, bond mar-
ket investors will be  net sellers  of the long bond because they do not 
want to get locked in to the current, relatively low bond yields that 
will likely not keep pace with infl ation. This net selling, in turn, 
drives the long end of the yield curve up as bond prices fall. 
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 Now consider the opposite case: If a majority of bond market 
investors anticipate a decrease in infl ation — because of the onset 
of a recession! — these investors will become  net buyers  of the long 
bond. They want to lock in today ’ s relatively higher bond yields 
before recession and defl ation reduce interest rates. This net buy-
ing activity drives up the long bond ’ s price, and the long end of the 
yield curve falls. 

 That this type of behavior among bond investors represents a 
very intelligent and sophisticated form of speculation is graphically 
underscored by one of the great bond market speculations of all 
time. In the late 1970s, infl ation was extremely high and interest 
rates had soared into the double digits. At this time, the Federal 
Reserve chairman, Paul Volcker, began one of the most aggressive 
rounds of interest rate hikes in U.S. history. Anticipating an eco-
nomic crash from these rate hikes, many bond speculators rushed 
in to buy the long bond. 

 During the resultant yield curve inversion, short-term yields hit 
15% as the Fed kept raising interest rates while the long-term yield 
was 14%. Of course, any speculator able to lock into this 14% yield 
by buying the long bond at this point made out like an absolute 
bandit. Over the next few years, under the weight of recession and 
defl ation, short-term interest rates fell to 5% while long-term yields 
settled in at around 7%. At this point, as the yield curve resumed its 
normal shape, holding a portfolio of long bonds with a 14% yield 
was like robbing a bank — or the Federal Reserve, as the case turned 
out to be.  

  TYPICAL YIELD CURVE INVERSION SCENARIO 

 From this explanation of the two forces that move the yield curve, 
it should be clear that a yield curve inversion and negative spread 
comes about when two things happen: The Federal Reserve raises 
short-term interest rates to fi ght infl ation and a majority of bond 
investors become net buyers of the long bond because they believe 
the Fed rate hikes will trigger a recession. In fact, the 2001 reces-
sion offers a textbook example of this typical scenario. 

 In June 1999, the Federal Reserve began a round of inter-
est rate hikes that would eventually raise short-term interest rates 
by 175 basis points over the next 11 months. The goal of then Fed 
chairman Alan Greenspan was to engineer a soft landing — the Fed 

 Typical Yield Curve Inversion Scenario 93
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rate hikes would be just enough to gently tamp down on infl ation-
ary pressures but not restrictive enough to choke off investment 
and trigger a recession. 

 Greenspan ’ s desire for a soft landing notwithstanding, as the 
Fed kept raising interest rates, it became more and more apparent 
that Greenspan would overshoot his target. Once bond speculators 
believed an alternative hard landing was in the offi ng, they quickly 
became net buyers of the long bond. Of course, they did so to lock 
in high yields that would likely be much lower once the recession 
hit and infl ation abated. 

 It was through this combination of Fed rate hikes and the net 
buying of the long bond that the yield curve inverted in July 2000 —
 an unlucky 13 months after the cycle of Fed rate hikes had begun. 
Of course, 8 months later, the economy would succumb to the very 
recession that bond market speculators had predicted through 
their net bond-buying behavior. 

 It should be clear from this discussion that the bond market is 
decidedly  not  a gambling casino. Rather, the bond market is much 
more like a very sophisticated forecasting tool. The intelligent spec-
ulations of a myriad of very informed investors can reveal the likely 
direction of the business cycle. Given the yield curve ’ s remarkable 
accuracy in predicting key recessionary turning points in the U.S. 
economy over the last 40 years, any business executive who ignores 
the collective wisdom of the yield curve does so at his or her own 
peril.                             

Action Item

 Check the current shape of the yield curve at www.bloomberg.com. Go to 
the link for government bonds, and you will see a picture of the current yield 
curve and be able to read the latest data for all of the various points along 
the yield curve. Look carefully at the spread between the 3-month T-bill and 
the 10-year Treasury note. Is it negative? If you want to see how the yield 
curve has moved historically over time, check out the highly entertaining 
and informative living yield curve animation at www.SmartMoney.com.        
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      Why Forecasting a Recession 
Is No Bull (Market)           

 L ike the bond market ’ s yield curve spread, the stock market is 
a very powerful predictor of business cycle turning points. Indeed, 
once the stock market establishes a clear downward bearish trend, 
there is a very high probability that a recession will soon ensue. 

 The best way to understand why a bear market often signals a 
recession is to understand what a stock price really refl ects. Stripped 
to its essence, a company ’ s stock price refl ects nothing more than 
an expectation of a future stream of earnings. 

 In general, the earnings of most companies rise in economic 
expansions and fall during recessions. Accordingly, any stock mar-
ket investor who believes the business cycle will be in an expansion-
ary mode is likely to be bullish and buying stocks. If the majority of 
investment dollars in the stock market refl ects this bullish position, 
the stock market trend will be up on the consensus speculation 
that the economy will continue in its expansionary mode. 

 If, however, stock market investors anticipate that a recession is 
on the horizon, they will begin selling stocks. If enough stock mar-
ket investors become net sellers, any bullish uptrend will quickly 
morph into a dangerous bearish downtrend. Any such downtrend 
may signal concerns that a recession may be on the way — or that a 
recession in progress may continue for the foreseeable future.  
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  THE STOCK MARKET IS NOT A CASINO 

 Just how do stock market investors go about their business of antici-
pating the direction of the business cycle and handicapping the 
probability of a recession? The smartest investors with the largest 
sums of money who lead the market trend pay very close attention 
precisely to the same kinds of key leading indicators and reports we 
have examined in this book — from the Economic Cycle Research 
Institute Weekly Leading Index, consumer confi dence, new home 
sales, the Institute for Supply Management Manufacturing Index, 
and the Consumer Price Index to the International Trade report, 
the U.S. Treasury Budget report, and the yield curve spread. 

 It follows from these observations that, contrary to one popular 
characterization, the stock market is not some giant casino in which 
investors are betting recklessly on some meandering random walk. 
Rather, like the bond market and its prescient yield curve spread, 
the stock market is a very effi cient forecasting supercomputer 
that runs on the core assumption that stock prices refl ect nothing 
more — or less — than the expectation of a future stream of earnings 
that is contingent on the strength or weakness of the economy. 

 Exhibit   14.1    illustrates how the onset of a bear market often quite 
accurately signals a coming recession. This exhibit charts the progress 
of the Standard  &  Poor ’ s (S  &  P) 500 index from the beginning of 
one of the longest bull markets in history in the early 1990s to the 
bearish depths of the crash of 2007 to 2009. The S  &  P 500 index is 
used because it accounts for over 80% of the total market capitaliza-
tion of the corporations in the United States. As such, it best refl ects 
the overall stock market.   

 You can see very clearly in Exhibit   14.1    that the bull market of the 
1990s ended with an emphatic exclamation point in August 2000 
after which it began a very steep bearish downtrend. This August 
2000 stock market top came fully seven months before the onset of 
the March 2001 recession and provided a very strong signal of that 
coming downturn. 

 Similarly, in the exhibit you can see the very same process repeat 
itself in advance of the crash of 2007 to 2009. After fi nding a mar-
ket bottom between September 2002 and March 2003, the S  &  P 500 
resumed a strong upward bullish trend. However, this new bull mar-
ket would be far shorter than its predecessor. In October 2007 — 
less than four years later — this new bullish uptrend reached its market 
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top and promptly established what would become one of the steep-
est bear market declines in history. 

 Over the next year, this new bear market would wipe out tril-
lions of dollars of wealth and severely damage the retirement plans 
of millions of Americans. In doing so, this devastating bear mar-
ket signaled the onset of the recession in December 2007 several 
months in advance, thereby validating once again the power of the 
stock market as a forecasting tool. The steepness of the market ’ s 
decline also very accurately signaled the severity of economic crash 
that would be coming. 

 It should be abundantly clear from the exhibit that together 
with the bond market ’ s yield curve spread, the stock market pro-
vides business executives with extremely important information 
with which to guide their companies through an up-and-down 
economy. Accordingly, any executive who ignores the messages of 
the stock and bond markets is just plain foolish.  

  ASSESSING THE STOCK MARKET ’ S TREND 

 One way to assess the stock market ’ s bullish and bearish trends 
is simply to keep a daily eye on the movement of the Standard  &  
Poor ’ s 500 index — the best broad-based measure of stock market 

Exhibit 14.1 How Bear Markets Signal Recession
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activity in the world. This, however, is a very passive approach to a 
critical task of the Master Cyclist executive. 

 Indeed, simply sitting on the sidelines and watching the stock 
market is far too staid an approach to fully engage a busy execu-
tive ’ s competitive spirit and cognitive prowess. That ’ s why I strongly 
recommend a much more active approach to every business execu-
tive and MBA student I come into contact with. It involves trading 
a $1 million mock stock portfolio as a forecasting tool, and it takes 
no more than a few minutes a week. 

 To conduct this forecasting exercise, simply go to a Web site 
such as www.stocktrak.com and sign up for a mock trading account 
with a value of $1 million. Once you have set up your account, your 
Master Cyclist forecasting task is to trade a portfolio once a week 
that contains only one stock: the exchange-traded fund for the 
Standard  &  Poor ’ s 500 index that was used to track the market ’ s 
movements in Exhibit 14.1. 

 The stock symbol for the Standard  &  Poor ’ s 500 exchange-
traded fund is SPY. Here is your specifi c mission: On a weekly basis, 
you must put all the money in your portfolio into SPY in either a 
long or a short position. 

 You will buy, or go long, the S  &  P 500 if your analysis of the econ-
omy using the GDP equation and our other forecasting tools leads 
you to believe that the economy will continue in expansionary mode. 
If, however, new economic information has come along to indicate 
that a recession may soon be on the horizon, you should take a short 
position in the exchange-traded fund. By short-selling SPY, your port-
folio will increase in value  only  if the stock market goes down. 

 Now, here ’ s the beauty of this stock market simulation. It helps 
act as a very important system of checks and balances on the other 
forecasting tools you will be using to recession-proof your organiza-
tion. Specifi cally, if you begin losing signifi cant sums of money on 
your weekly speculations about the direction of the stock market, 
there is a very good chance that your speculation about the direc-
tion of the business cycle is very wrong. If, the value of your port-
folio is growing, however, chances are that your expectations about 
the direction of the business cycle are going to be right on and you 
are going to be making the right strategic and tactical decisions to 
manage the business cycle. 

 If you are a top-level executive in a very big company, please do 
not think this exercise is beneath you or not worth the few minutes 

98 Why Forecasting a Recession Is No Bull (Market)

c14.indd   98c14.indd   98 7/3/09   10:00:15 AM7/3/09   10:00:15 AM



of time it requires each week. When push comes to shove, it is an 
exercise that forces you, on a weekly basis, to confront what may 
soon be your recessionary demons. Plus, if you perform this exer-
cise well, you will never suffer the kind of heavy stock market losses 
that so many people sustained in the stock market crash of 2007 
to 2009. Instead, you will be constantly honing your economic and 
fi nancial market literacy in a way that will pay big dividends, both 
for your company and for your own personal retirement portfolio.            

Action Item

Go to www.stocktrak.com and sign up for a mock trading account with a 
value of $1 million. Start the forecasting exercise described in this chapter.

    Why a Bear Market May Be a Self-Fulfilling 
Forecasting Prophecy    

 While the stock market is a leading indicator of the business cycle, 
once a downward market trend signals a possible recession, such a 
downturn can, in and of itself, often ensure that a recession actually 
occurs. To see why, consider what happens when billions or even tril-
lions of dollars of stock market wealth simply vanish for investors when 
stock prices head sharply down. 
  In this situation, investors ’  net worth shrinks dramatically. This, in 
turn, cuts sharply into their ability to borrow against their assets in order 
to fund other investments. This situation can lead to reductions in the 
investment component of the GDP equation. 
  At the same time, a large loss in stock market wealth can trigger 
a negative wealth effect that manifests as reduced consumption. This 
occurs because every time investors look at their declining portfolios, 
they choose to spend a lot less. 
  In fact, many investors can become outright depressed in bear 
markets. Research studies actually have shown that the mental 
i mpact of a stock loss is three times stronger than the high investors 
experience on a stock price gain. 
  With both investment and consumption falling in reaction to a 
falling stock market, the economy slows further — and recession may 
indeed ensue.    

 Assessing the Stock Market ’ s Trend 99
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      How the Corporate Earnings 
Calendar Literally  “ Guides ”  Your 

Strategy            

  With Alcoa ’ s earnings report on Tuesday, corporate America will start 
filling in the blanks on one of the most uncertain quarters in years. 
Alcoa, which traditionally goes first each earnings ’  season, starts the 
rush of firms reporting their July through September sales and profits.

  For some market participants, the aluminum giant is a bellwether 
and early sign of third - quarter trends. . . .   It ’ s a key time for the U.S. 
economy, as it is threatened by the summer ’ s market turmoil and 
the decline of the housing sector. Alcoa sells a lot of aluminum to 
U.S. home builders, and it is exposed to other broad swaths of the 
economy, including durable goods and the troubled auto makers.  

  —    “ Alcoa Kicks Off an Uneasy Earnings 
Season, ”   Business Week    

 L ike clockwork, every quarter on Wall Street, the earnings 
 season rolls around; and during this season, every publicly traded 
 corporation must publish a quarterly earnings statement. For stock 
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102 Corporate Earnings Calendar 

market investors interested in individual companies, the earnings 
season provides a wealth of information.  

 From a business cycle forecasting perspective, the corporate 
earnings season may be even more important. Collectively, the 
earnings statements of the myriad reporting companies help paint 
a very useful picture of the current state of the economy as well as 
its future direction. In this sense, the earnings season represents an 
exercise in connecting the individual earnings statement  “ dots ”  to 
discern the broader business cycle picture.  

 In using the corporate earnings season as a forecasting tool, 
there are two important questions to ask:  

   1.   Did the majority of the companies, particularly the so - called 
bellwether companies like Alcoa in the quotation leading off 
this chapter, meet, miss, or exceed their earnings targets?   

   2.   Did the majority of firms  “ guide ”  their forecasts higher or lower, 
or leave their guidance unchanged? (The term  guidance  refers 
to the fact that most companies also provide in their earnings 
announcements whether they expect next - quarter earnings to 
be above or below the levels previously forecast.)    

 Of these two questions, the fi rst, related to actual earnings, is 
slightly less important than the second, about guidance, because the 
vast majority of companies purposely try to understate their earn-
ings estimates. That way, if these companies can beat their earnings 
estimates, they usually can get a nice upward pop for their stock 
price. That said, on the downside, if the majority of  companies miss 
their earnings estimates in any given quarter, that ’ s usually a very 
strong sign that recessionary troubles may be on the way —  or that 
the economy is already in a recession. 

 The second question about future earnings guidance is really 
where the hard truth rubber meets the business cycle forecasting 
road. If a company guides lower, it is revising its expected earnings 
for the next one or more quarters downward. In contrast, if a com-
pany guides higher, it expects more robust growth in the quarters 
ahead than it previously forecast. 

 It is precisely because a fi rm ’ s guidance refl ects its own internal 
forecasting efforts that the guidance statements issued during the 
earnings season collectively represent a very powerful signal about the 
future direction of the economy. If the majority of fi rms are  guiding 
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lower, that is a very strong sign that a recession may be on the way. 
Conversely, if the majority of fi rms are guiding higher, that ’ s usually 
pretty compelling evidence that a recovery may be on the way — or 
that an economic expansion may be accelerating its rate of growth. 
Thus, the guidance statements issued during the earnings season will 
help you guide your own business cycle management strategy. 

 Note that following the earnings calendar is hardly just an 
American ritual. This news excerpt from India ’ s largest online 
 business magazine about stock market reaction to an announcement 
of lowered guidance by one of the Indian economy ’ s most important 
companies — Infosys —  illustrates how the corporate earnings calen-
dar guides both investors and business executives around the world:   

 Lower than expected revenue guidance from Infosys is all it 
took to send the [stock market] indices crashing to their larg-
est single day fall since May of last year. [T]he indices opened 
deep in the red and steadily lost further ground except for a 
brief period before noon, when they tried to stabilise. Overall 
weakness in other Asian markets added to the gloom as tech-
nology stocks were hammered down. 1      

  FOLLOW THE BELLWETHER COMPANIES 

 In following the corporate earnings calendar, it is neither neces-
sary nor even desirable for you and your executive team to study 
the earnings statements and guidance of all of the thousands upon 
thousands of corporations reporting. Instead, all you need really do 
is follow a much smaller list of so - called bellwether companies. 

 Before its downfall as the world ’ s leading carmaker, General 
Motors was  the  most important American economic bellwether. In 
fact, it used to be said  “   What ’ s good for GM is good for America. ”  
Today, despite also having been severely weakened in recent years, 
General Electric (GE) remains an important bellwether. As one of 
the largest and most broadly diversifi ed companies, GE represents 
one of the best refl ections of overall activity. So, too, however, does 
the Internet giant Google.  

 While you may fi nd it surprising that a mere Internet company 
can rise to the level of an economy - wide bellwether, consider what 
the Web site 247WallSt.com had to say about the pervasive role that 
Google now plays:    

 Follow the Bellwether Companies 103
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104 Corporate Earnings Calendar 

 Google has changed a great deal in the last two years. It is 
not just the bigger revenue and the growing share of market. 
It is not that the company has desktop software to compete 
with Microsoft or that the company owns video sharing giant 
YouTube. The difference is that Google now has such a large 
piece of the US internet ad market that it has become a proxy 
for the overall economy in a way that the car industry was four 
decades ago.   .  .  .   What this means is that Google ’ s earnings for 
this quarter will be as good a proxy for the overall economy as 
the numbers that any company reports this earnings season. 2     

 Beyond GE and Google, two other important general  business 
cycle bellwethers include United Parcel Service and Federal Express. 
Together, these two companies offer important signals about the 
economy because if parcels and packages are not fl owing through 
these critical delivery service providers, chances are the economy 
has headed south. 

 In addition, individual sector bellwethers are also well worth 
following. My favorite list includes DuPont and the Alcoa to moni-
tor the pulse of heavy industry; Intel, Microsoft, and Nokia to keep 
an eye on the tech sector; and PepsiCo and Procter  &  Gamble for 
some insight into the consumer. 

 In following the earnings season for your own forecasting pur-
poses, my strong suggestion is that you and your executive team 
develop your own set of bellwether companies based on the segment 
or sector of the economy that your company operates in. This will 
help you better use the earnings calendar data to forecast not just 
broad economic trends but also your own industry trends.  

  THE STOCK MARKET AND THE EARNINGS SEASON     

 The stock market took a sudden dive on Friday after Dow 
component General Electric reported first quarter earnings before the 
opening bell. Analysts expected certain divisions such as appliances 
to be down. What they weren ’ t expecting was weakness across most 
of their businesses. 

  —    Wall Street Weather   

 This online news excerpt not only reinforces the point that conclu-
sions about the direction of the business cycle can be inferred from 
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the fate of bellwether companies like GE. It also helps explain why 
the stock market is a leading indicator of the business cycle. 

 In this particular case, disappointing earnings from just one sin-
gle company, GE, caused the entire stock market to decline. This 
happened because investors interpreted the fall in GE earnings as 
a strong predictor of a more general fall in corporate earnings and 
therefore a strong recessionary signal.  

 If, more broadly, the majority of earnings statements report 
lower - than - expected earnings and lowered guidance, the almost 
certain net effect will be to move the stock market in a decidedly 
downward bearish trend — with the market then signaling a slow-
down or recession. In this way, following the stock market as a lead-
ing indicator and paying close attention to the corporate earnings 
season work hand in glove as important forecasting tools.      

Action Item

 Compile your own list of bellwether companies to follow during the earn-
ings season. Visit a Web site like www.moneycentral.msn.com and fi nd the 
earnings calendar link under market statistics. 3   During the next earnings 
season, handicap the prospects of a recession or economic expansion based 
on the earnings and guidance news of your bellwethers.  

 The Stock Market and the Earnings Season 105
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ALWAYS A WINNER 
STRATEGIES THROUGH THE 
BUSINESS CYCLE SEASONS
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16C H A P T E R

      How to Recession-Proof Your 
Supply Chain       

 Now that we have fi nished Step One in the Always a Winner 
management process and you have learned to become your own 
economic forecaster, it ’ s time to put your ability to anticipate move-
ments and key turning points in the business cycle to work. That ’ s 
where Step Two comes into play. 

 In Step Two, we learn how to implement a very powerful set of 
strategies at key points in the business cycle. These are illustrated in 
  Exhibit 16.1   .   

 This exhibit, which was previously introduced in Chapter 4, 
groups each of the major Always a Winner strategies according to 
their specifi c functional activities. These activities include: 

   1.   Production, inventory, and supply chain management  
   2.   Human resources management  
   3.   Advertising and marketing  
   4.   Pricing and credit management  
   5.   Capital expenditures  
   6.   Acquisitions and divestitures  
   7.   Capital financing    

 In the remainder of this chapter, we focus on the fi rst critical 
functional area: production, inventory, and supply chain man-
agement. Then, in the next six chapters, we examine each of the 
remaining functional areas in more detail. 

109
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  DON ’ T GET LEFT HOLDING THE INVENTORY BAG 

 Historically, the buildup of large inventories has been the classic 
sign of a recession and a collateral symptom of the collective failure 
of the corporate world to anticipate its onset. Of course, once inven-
tories begin to build in the early stages of an economic slowdown, 
companies inevitably begin to cut production and lay people off. 
This contributes further to weakening the economy, leads to an even 
larger inventory surplus, and serves only to deepen the recession. 

  AMD Bloats Its Inventories 

 One company that always seems to be a player in this sad little 
business cycle saga is chip maker Advanced Micro Devices (AMD) —  
the perennial number two to market leader Intel. One of the big 
reasons AMD has perennially chased the tailpipe of Intel is the 
Reactive Cyclist nature of its organization. From mismanaging its 
inventories and overpaying for strategic acquisitions to mistiming 
its capital expenditures, AMD can always be counted on to screw it 
up whenever the business cycle turns down. 

 Consider AMD ’ s inventory mismanagement during the crash of 
2007 – 2009. In the fourth quarter of 2007, on the eve of that crash, 
AMD was holding about 76 days of outstanding inventory. At this 
point, and in typical AMD fashion, the company ’ s executive team 
ignored the many growing signs of the impending recession and 
instead clung to its own highly optimistic forecast for its vaunted 
new quad-core processors. On the basis of that forecast, AMD actu-
ally began to ramp up production for these processors just as the 
recession began in December 2007. Said AMD ’ s chief executive 
offi cer (CEO) in its 2007 annual report:  “ In 2008, we plan to deliver 
quad-core processors in signifi cant volumes to the server and desk-
top markets. ”  

 As it would turn out, producing those quad processors was one 
thing. But getting anyone to take delivery of large numbers of them 
was quite another. In fact, over the course of the next year, AMD ’ s 
inventory would increase from 76 days in December 2007 to 90 days 
by December 2008. 1   Of course, as the heavy hammer of the reces-
sion came down on the chip industry, AMD was confronted with the 
worst case Reactive Cyclist scenario: a huge inventory write-down. 

 Within a year of AMD ’ s CEO promising to ramp up production, 
the company had to report a whopping $227 million inventory 

 Don ’ t Get Left Holding the Inventory Bag 111
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112 How to Recession-Proof Your Supply Chain

impairment charge. Over this period, while tech stocks were falling 
by 42%, AMD ’ s stock fell nearly 71% and all the way down to near-
penny-stock territory. 

 The tragedy here is that had AMD even kept its days of inven-
tory outstanding at its December 2007 levels, it would have con-
served $134 million in cash. Like a typical Reactive Cyclist, however, 
AMD saw an opportunity for growth based on its new technology 
but failed to factor in the emerging recessionary reality that the 
economy wouldn ’ t support the level of inventory being produced. 
In fact, as late as March 2008, AMD ’ s CEO appeared to remain 
utterly clueless to the disaster about to engulf his company. Here ’ s 
what he had to say in his annual letter to shareholders:

  As we enter 2008, you [shareholders] and our customers are 
not alone in having great expectations of AMD. We have great 
expectations of ourselves and I have enormous confidence that 
those expectations will not go unmet in the years to come.    

  Saks ’ s  “ Feel Good ”  CEO Doesn ’ t Feel So Good Anymore 

 If there was an award for the worst inventory management lead-
ing into the crash of 2007 to 2009, the luxury department store 
Saks Fifth Avenue would give even the clueless AMD a run for its 
money. In February 2008, even as the recession was already well 
under way, Saks CEO Steve Sadove sent his merchandisers jetting 
off to Milan and Paris to place orders for upcoming holiday season 
 at the same levels as the previous year.  

 Interestingly, while Saks CEO Steve Sadove knew other retail-
ers were starting to suffer, he falsely assumed that Saks would be 
immune from the slowdown because, as he saw it,  “ our customer 
feels good. ”   2   In fact, it wasn ’ t until almost a year into the recession, 
in September 2008, when Sadove saw the Dow Jones average drop 
almost 800 points that he realized there were problems. 

 Stuck by then with a huge inventory overhang, Sadove panicked 
and proceeded to shatter a huge industry taboo. Specifi cally, he 
instituted steep discounts of up to 70% well before the holiday sea-
son had even begun in earnest. 

 The cascading effect in the industry was brutal as other 
department stores like Neiman Marcus and Barneys had to dis-
count to compete, many smaller boutiques went bankrupt, and 
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Saks ’ s  performance metrics suffered mightily. As noted in the New 
York Times:

  For the three months that ended Jan. 31, 2009, Saks lost $98.75 mil-
lion, or 72 cents a share, compared with a profit of $39.47 million, 
or 26 cents a share, a year ago.  . . .  [A]s if the consumer spend-
ing shutdown were not enough, Saks ’ s credit ratings have been 
downgraded, and its profit margins have eroded   .3   

 For the longer term, Saks really shot itself in the head rather than 
in its foot. In the wake of Saks ’ s deep discounting, customers are now 
questioning the entire premise of luxury goods that Saks is founded on. 

 Of course, the most darkly comic aspect of this whole episode 
has to be two Yin and Yang utterances by Sadove almost a year 
apart: When he sent his merchandisers off to Milan and Paris to 
load up on inventory, he justifi ed the trip by stating that  “ our cus-
tomer feels good. ”  Once the luxury goods hit the fan, Sadove would 
then have to confess to a group of investors and analysts:  “ If I were 
to look at it on a profi tability basis, I don ’ t feel good at all. ”    

  TRIM INVENTORIES IN ANTICIPATION OF RECESSIONS 

 Of course, Master Cyclist organizations want no part of the kind of 
vicious cycle experienced by the likes of AMD and Saks. That ’ s why, 
in anticipation of a recession, Master Cyclists begin not only to cut 
production and inventory. They also cut their purchases and stock-
piling of whatever raw materials, components, and other produc-
tion inputs they might need for their factories and facilities. A case 
in point on the opposite end of the pole from AMD involves the 
Potash Corporation of Saskatchewan Canada. 

  Potash Prepares for the Worst  

  To prepare for growth, we continue to build our potash 
capacity . . .  . As we have in the past, we will bring on this capacity 
when it is needed, remaining true to our long-held strategy of 
matching production to market demand.  . . .  We will not push our 
products in the markets when there is a lull, but we will be prepared 
as demand growth returns. 

  — William J. Doyle, President and Chief Executive, 
2008 Annual Report   

 Trim Inventories in Anticipation of Recessions 113
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 Potash is an integrated fertilizer and feed products company that 
operates mines in Canada and plant facilities for the production of 
fertilizer-related products, such as nitrogen, ammonia, urea, and 
phosphate. 

 Recognizing the bubblelike nature of the economy and seeing 
the recessionary handwriting on the wall, Potash ’ s executive team 
presciently began to cut both its inventory and factor input pur-
chases even as it began to cut production at its Canadian mining 
operations. Anticipating greater volatility in the bubble economy, 
Potash also made a very signifi cant investment in a forecasting and 
supply chain management system that, in effect, now acts as a far 
more effi cient early-warning system of any impending weakening of 
demand. 

 As a result of strategic actions such as these, Potash not only 
weathered the 2007 to 2009 storm; it has prospered.   

  COURAGE TO GO AGAINST THE HERD 

 Of course, it can be very diffi cult to begin cutting production and 
curtailing the purchase of factor inputs in the late stages of an eco-
nomic expansion, as Potash ’ s executive team did when times were 
still good. However, the courage to make such cuts is what separates 
the strategic business cycle manager from the Reactive Cyclist herd. 

 In making such production cuts, the Master Cyclist executive 
team is always seeking to balance the costs of holding inventory ver-
sus the costs of not having enough inventory on hand — so-called 
stock-out costs. In this regard, as a recession looms, the downside 
risks of holding too much inventory quickly overtake the rewards of 
having enough products on hand for distribution and sale. 

 It ’ s not just the bottom recessionary part of the business cycle 
that the Master Cyclist worries about in managing the supply chain. 
The Master Cyclist also understands that:   

It is equally important to ramp up production and begin building 
i nventories during a recession as soon as a recovery appears to be 
on the horizon. In this way, the Master Cyclist will be fi rst to market with 
the most innovative goods that it is able to produce.
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 This observation underscores one of the most subtle but impor-
tant functions of trimming inventories in anticipation of a reces-
sion. Organizations that fail to do so are often stuck with products 
that are either technologically obsolete and/or out of fashion. 
In such cases, these inventories either must be written off as losses 
during the recession or sold at steep discounts after the economy 
recovers. 

 This problem of  “ technology fade ”  in high-tech sectors with rel-
atively short product cycles underscores the critical importance of 
learning to become a Master Cyclist. Sadly, as AMD found out, a 
warehouse full of last year ’ s microprocessors is worth considerably 
less than, shall we say, an inventory overhang of fertilizer for a com-
pany like Potash. 

 The broader point is that more nimble Master Cyclists unencum-
bered with inventory overhangs can put newer and better products on 
shelves as soon as they once again ramp up production to greet the 
new expansion.  

  BUILD-TO-ORDER CUTS INVENTORY COSTS  

  At Centex, we have been consistent in our actions based on 
the current market realities  . . .  to effectively navigate this 
unprecedented cycle. 

  — Timothy Eller, CEO, Centex   

 While cutting inventories in anticipation of the recession and build-
ing inventories in anticipation of an expansion represents the bread 
and butter of Master Cyclist inventory management strategies, one 
other way to strategically manage one ’ s inventories is to essentially 
not hold any. That ’ s where a build-to-order strategy can come into 
play. 

 Consider, for example, America ’ s largest homebuilder, Centex. In 
the wake of the bursting of the housing bubble and during the crash 
of 2007 to 2009, Centex moved to a build-to-order production model 
that substantially reduced its risk of being stuck with expensive unsold 
inventory. By making this move, Centex was able to improve its gross 
margins in 2008 while reducing sales discounts and incentives. As 
Centex chief fi nancial offi cer Cathy Smith noted in the company ’ s 
third quarter earnings call:

 Build-to-Order Cuts Inventory Costs 115

c16.indd   115c16.indd   115 7/3/09   10:03:06 AM7/3/09   10:03:06 AM



116 How to Recession-Proof Your Supply Chain

  Our home building operations were cash flow positive for the 
fifth straight quarter. This reflects our keen focus on cash and 
the progressive changes in our business processes.  . . .  What ’ s 
more exciting, because of the longer term implications, we are 
becoming more asset efficient and more profitable as we have 
almost fully completed our transition to a build-to-order pro-
duction model.  . . .  [E]ven at these depressed levels of sales and 
closings, we can produce positive cash flow.   

 This was, of course, a time when most other homebuilders were 
on the ropes.  

  WILLIAMS - SONOMA SQUEEZES THE SUPPLY CHAIN 

 Recessions often provide excellent Darwinian opportunities for an 
organization, as a fi nal strategic move, to cut its supply chain costs 
by squeezing suppliers. As Pat Connolly, a top executive at the pre-
mier specialty home furnishings retailer Williams-Sonoma, has 
noted: “ Being a strong company in a weak environment presents 
signifi cant opportunities.”  4   

 In Darwinian fashion, during the crash of 2007 to 2009, 
Williams-Sonoma successfully renegotiated many of its supply con-
tracts to more favorable terms as its weaker rivals had to cut orders 
with their suppliers. The performance result included not only 
lower supply chain costs but also more timely deliveries. 5   As Charles 
Darwin long ago observed:

  In the struggle for survival, the fittest win out at the expense of 
their rivals because they succeed in adapting themselves best to 
their environment.               

Action Item

 Evaluate your organization ’ s performance in its inventory and production 
management over the last two recessions. Did your organization have to 
write down large amounts of inventory? And what kind of mechanisms do 
you use to protect your organization against unwanted inventory buildups ? 
Would a build-to-order model be feasible?   
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17C H A P T E R

   Why Cherry Picking the Talent
Pool During Recessions

Is Your Quality Key       

  By engaging in bargain hunting during downturns and hiring 
talent that would probably not be available during upturns, a 
company may gain a critical edge over its competitors. 

  — Professors Charles Greer and Timothy Ireland   

 This wonderfully insightful strategic advice about cherry pick-
ing the recessionary labor pool from an article in the prestigious 
 Academy of Management Review    1 serves as the cornerstone of Master 
Cyclist human resources (HR) management best practices. The real 
tragedy is that far too many organizations ritually ignore this advice. 
Here is an all-too-typical scenario: 

 Oblivious to any increasing signs of an economic downturn 
in the irrationally exuberant booming good times, a company 
 continues to hire new staff right into the late stages of an economic 
expansion when wage pressures are highest. When the recession 
hits, this very same company, now bloated with excess labor costs, is 
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118 Why Cherry Pick the Talent Pool During Recessions 

forced into dramatic layoffs. Often some of the company ’ s very best 
employees wind up being kicked to the curb — and many will be lost 
forever, often to competitors. 

  DON ’ T OVERHIRE AT PREMIUM WAGES
LATE INTO AN EXPANSION! 

 A poster child for exuberantly overhiring and then desperately fi r-
ing is offered up by the incredibly myopic behavior of the Internet 
services company Yahoo! during the crash of 2007 to 2009. 

  Yahoo! Bloats, Then Burns, Its Labor Force  

  Yahoo! on Wednesday began dropping the axe on employees, 
following through on a promise to cut its workforce by at least
10 percent in an effort to right its financially listing ship.  

As Yahoo! began its second round of layoffs this year, an investment 
firm, Ivory Investment Management, which owns a 1.5 percent 
stake in Yahoo!, urged the firm ’ s board to sell its Internet search 
business to software giant Microsoft. 

  — AFP News   

 Yahoo! ’ s labor meltdown began in typical Reactive Cyclist fashion 
as the company continued to hire aggressively at premium wages 
leading right into the very teeth of the 2007 to 2009 crash. In fact, 
in the two years leading up to that crash, Yahoo! increased its work-
force by almost 50% while paying premium wages. Of course, once 
the recession hit, Yahoo! had to lay off many of these very same 
workers. As the company tried to slash its bloated labor costs, it 
merely succeeded in crushing morale. As the  New York Times  noted:

   “  They really, really mishandled this thing, ”  said a manager who 
was laid off today.  “ That has a really bad effect on morale, and 
even the people who are left have a feeling things are really 
coming apart. It damaged the morale of otherwise good peo-
ple they want to hang onto. ”        2

 The Master Cyclist executive team not only avoids this reces-
sionary trap and any attendant mass layoffs and blows to morale. It 
uses the deepest and darkest days of a recession to cherry pick the 
very best new hires for its company from a talent pool now  swollen 
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with some of the very best and brightest laid off talent from the 
industry. In this way, this well-timed strategic business cycle man-
agement strategy exploits recessions to improve the quality of the 
organization.  

  Microsoft Acquires Yahoo! — on the Cherry-Picking Cheap! 

 An excellent example of such cherry picking is offered up by 
Microsoft ’ s rapid response to Yahoo! ’ s mass layoffs and plunging 
morale. In one brilliant move, Microsoft hired Qi Lu, a former 
top Yahoo! search and marketing executive and pioneer in search 
engine technology. He wound up as the president of Microsoft ’ s 
Online Services. Other prizes included such top-fl ight execs as 
Larry Heck and Sean Suchter. 

 Surely these moves put a huge Cheshire grin on the face of 
Microsoft chief executive offi cer Steve Ballmer — whose attempts 
to acquire Yahoo! had been repeatedly spurned by his seemingly 
clueless CEO counterpart Jerry Yang. Through this strategic cherry 
picking, Microsoft was able to acquire some of Yahoo! ’ s and Yang ’ s 
best assets without actually having to pay a premium price for the 
company. Quipped one blogger on Lu ’ s hiring:

  Microsoft ’ s hiring of Lu gives it a 10-year veteran of the com-
pany where he did things like lead all of engineering for Yahoo! 
search and advertising. One would have to assume Microsoft 
got him for less than the $44.6 billion it offered [to acquire] 
Yahoo!.    

  Avon Always Rings Twice During Recessions 

 While Microsoft performed admirably in the HR dimension 
during the crash of 2007 to 2009, one of the most astute cherry 
pickers of all times is the Avon company. In a move worth saluting, 
Avon cherry picked on a grand scale during the 2001 recession. 

 As the economy headed south in 2001, Avon ’ s executive team 
realized that this recession would result in  “ an ever larger pool of 
women ”     3 to recruit to sell its cosmetics, perfumes, and other products. 
Avon ’ s executive team also understood quite well that a recession was a 
great time to sell its products because during these tough times, many 
women would not be able to  “ afford department store creams. ”       4
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120 Why Cherry Pick the Talent Pool During Recessions 

  To bring this talent into the company, Avon revitalized an old 
program called Sales Leadership in which the company ’ s top 
performers are taught how to recruit, train, and supervise their 
own group of representatives. This program, coupled with a 
number of other equally aggressive initiatives, allowed Avon to 
expand its workforce by almost one third — or by roughly one 
million.      5

 This bold countercyclical hiring strategy had a very dramatic 
effect on Avon ’ s performance over the next several years. On the 
strength of record profi ts, Avon ’ s stock price rose by 16% in 2002 
and another 25% in 2003 while sales rose dramatically.  

  Credit Suisse Cleans Up from Lehman ’ s Mess  

  When Lehman went bankrupt, the recruitment world went into 
overdrive. 

  — Jason Kennedy, CEO, Kennedy Associates   

 This observation by the CEO of a leading executive search fi rm 
underscores the tremendous opportunity that a tragedy like the 
Lehman bankruptcy during 2008 can offer to other members of an 
industry — even as it underscores the importance of having a strong 
enough balance sheet to make such a move. 

 One such company that executed an excellent cherry-picking 
strategy in the wake of the Lehman bankruptcy was Credit Suisse. 
It immediately scooped up a signifi cant number of Lehman ’ s top 
employees — including ex – chief fi nancial offi cer Erin Callan to 
run its global hedge fund, Stuart Upcraft as a mergers and acqui-
sitions specialist, Bob Elfring for investment banking, and Robert 
Pearlman as a managing director for its private banking U.S. unit, 
just to name a few.   

  PROTECTING THE WORKFORCE IN TROUBLED TIMES  

  We prefer to keep our people together to withstand the crisis rather 
than making deep job cuts in a knee-jerk decision. 

  — David Sun, Chairman, Ernst and Young China   

 This quotation highlights the fact that it is not just HR strategies 
that make a Master Cyclist. A Master Cyclist is more broadly a 

c17.indd   120c17.indd   120 7/3/09   10:03:59 AM7/3/09   10:03:59 AM



 supportive organizational culture that is highly attuned to the busi-
ness cycle and the need to protect the organization ’ s workforce 
when bad times come. 

 At the heart of avoiding layoffs is a recognition among Master 
Cyclist executive teams that job insecurity kills morale and leads to 
higher employee turnover in good times. After all, if a company 
won ’ t protect you in bad times, there is no reason to be loyal to it 
in good times. Just ask all those employees kicked to the curb by 
Yahoo! during the crash of 2007 to 2009 crash. 

 To avoid these morale and turnover issues, the Master Cyclist exec-
utive team will surgically use tools in down times, ranging from tele-
commuting, fl exible scheduling, employee sharing, cross-training, and 
modernizing facilities, to early retirement and educational sabbatical 
programs. 

 Early retirement packages in particular can be very appealing 
to employees, especially when juxtaposed against the far harsher 
alternative of simply being fi red near retirement. While the costs 
of early retirement programs may be slightly higher, the benefi t the 
company gains in boosting employee morale and loyalty are likely 
to more than offset all of these costs. 

  From AFLAC to Rocklin, California 

 One company that astutely uses a combination of telecommut-
ing, fl exible scheduling, employee sharing, and cross-training to 
help maintain a no-layoff policy is AFLAC, the insurance company 
that has famously ridden a comedic quacking duck to industry 
prominence. These types of HR strategies are not just for for-profi t 
companies, however. They can work for local, state, and federal gov-
ernment agencies and nonprofi t entities as well. 

 Consider how the city of Rocklin, California, 25 miles northeast 
of Sacramento, sought to weather the storm in 2007 to 2009. Like 
many cities in California, Rocklin struggled in the aftermath of the 
real estate bubble and the resulting loss of tax revenues. But unlike 
many California cities, Rocklin was far better prepared. 

 As the crash approached, Rocklin offi cials began a series of 
defensive measures aimed at insulating the city from the approach-
ing storm. It preemptively reduced its budget by making across-
the-board cuts. In the HR dimension, as staff members left, the city 
simply and strategically chose not to replace them. As the  recession 
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ensued, City Manager Carlos Urrutia also emulated the same kind 
of “share the pain” organizational culture of a company like Nucor 
(see Chapter 26) by recommending classic Master Cyclist tech-
niques, such as retirement incentives and possible furloughs, to 
avoid layoffs.  

  Infosys Kills Two Birds with One Sabbatical 

 As an additional HR Master Cyclist tool, educational sabbaticals 
at reduced wages can be a great way to increase the skills and capa-
bilities of your employees while likewise boosting morale, increas-
ing loyalty, and trimming labor costs. In fact, many employees, 
particularly in the middle and upper executive ranks, can benefi t 
from a break in the action, which allows them to return to a busi-
ness school or some other educational facility. These employees 
recharge their batteries, energize their brains, and come back to 
work with exactly the kind of vitality that organizations are going 
to need once business is booming again. 

 An excellent example of a high-tech company that has used 
sabbaticals to protect its high skilled workforce is that of Infosys, 
India ’ s second largest information technology services provider. 
During the crash of 2007 to 2009, Infosys offered any employees 
who had worked for the company for at least two years the 
opportunity to take a one-year sabbatical to engage in philanthropic 
activities. Any employees who took advantage of this offer were paid 
50% of their salary. 

 In fact, this approach killed two birds with one sabbatical. It 
not only helped Infosys retain its employees. It also helped to bur-
nish the image of the company by highlighting its public-interested 
goals. Such image boosting is particularly important in a country 
like India, where the poor are exhibiting growing resentment of 
the wealth accumulation of a new generation of high-technology 
workers.   

  AVOID THE FREEZE  

  [F]reezes have a direct impact because, during a freeze, even if a 
“Michael Jordan” walks in the door, you would have to send him 
away! It makes no sense. 

  — Professor John Sullivan   
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 This observation from Professor Sullivan ’ s Web site offers one last 
Master Cyclist spin on HR management during a recession. The 
problem Sullivan identifi es is that during a sharp downturn, one of 
the most damaging, knee-jerk actions a reactive CEO can engage 
in is the hiring freeze. This classic bad move is a favorite of the 
emotion-driven executive who wishes to highlight the signifi cance 
of the threat to the company during the hard times while sending 
a signal about his or her dedication to preserving the positions of 
current employees. 

 These good intentions notwithstanding, the hiring freeze is 
a double whammy of bad HR strategy. Such a freeze not only pre-
vents managers from recruiting great talent, as Sullivan notes. It 
also prevents the company from using a downturn to get rid of the 
deadweight! 

 The well-known problem here is that once managers realize they 
won ’ t be able to replace even the worst members of the team, they 
tend to hang on to underperforming employees they might otherwise 
jettison. In this way, a hiring freeze often prolongs the job life of incom-
petents who might not otherwise survive their  probationary period. 
In this way, a  “ temporary ”  freeze can have very long-lasting effects. 

 Even more pernicious, the best employees of an organiza-
tion will see a freeze announcement as their cue to start printing 
resumes on a company laser printer — and the best managers will 
be right behind them. Such an exodus occurs because, during a 
hiring freeze, departmental and project managers are unlikely to 
receive adequate resources to perform. In a domino effect, great 
new endeavors wither and die from lack of resources, bad products 
are frozen in place, and many of an organization ’ s very best staff 
are misallocated to efforts that will never prosper. 

 For all these reasons, a hiring freeze  always  erodes morale, 
reduces staff quality, kills company fl exibility when it is needed 
most, and signals panic to all of the company ’ s stakeholders. 
Accordingly, a CEO who  “ freezes ”  during a downturn is the last per-
son who should be piloting your organization through recessionary 
turbulence. 

  The bottom line:  Anytime your company engages in mass layoffs in 
a recession, you have done something horribly wrong in terms of 
managing the business cycle. You have either bloated your work-
force during the late stages of the economic expansion at high 
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wages and then been forced to slash that workforce, or you have 
failed to build an organizational culture and institute business 
cycle – sensitive programs that would have allowed you to avoid this 
disaster.      

Action Item

Carefully review your organization’s human resources management poli-
cies to determine how closely they conform to Master Cyclist HR principles. 
Work through this checklist:

•  Does your organization countercyclically hire during recessions to build 
workforce quality—or engage in widespread layoffs whenever times get 
tough?

•  Does your organization have programs such as cross-training and educa-
tional sabbaticals to protect its workers?

  Does your organization use slow economic times to modernize and refur-
bish its facilities?

• Is your organizational culture supportive of sound HR practices?
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18C H A P T E R

        Why Countercyclical Advertising 
Is the Best Way to Build Brand 

and Market Share        

  Advertise! And better yet, advertise a lot. Why? Because there is 
ample evidence to support the fact that maintaining or increasing 
your advertising and marketing investment in slow [economic] 
times is actually more effective than in  . . .  growth periods. A key 
reason is that when the marketing and advertising  “ noise ”  goes 
down, the voices of those still talking sound that much louder. 

  — John Kypriotakis, Lysis International   

 When a recession comes, it is often the marketing depart-
ment that gets the very fi rst knock on the door from stern-faced 
bean counters carrying an edict to cut costs. Inevitably, when a fi rm 
slashes its advertising during a recession, it merely succeeds in cut-
ting off its nose to spite its face. 

 Kmart ’ s bean-counting chief executive offi cer (CEO) Chuck 
Conway learned this iron law of strategic business cycle management 
the very hardest of ways. In the 2001 recession, Conway slashed 
Kmart ’ s advertising budget in a pennywise fashion that opened the 
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door to an absolute pounding by Wal-Mart. While Kmart cut deeply, 
Wal-Mart signifi cantly upped its advertising. While Kmart ’ s sales rev-
enue plummeted, Wal-Mart revenues increased. While Kmart went 
into bankruptcy, Wal-Mart boosted its market share. As Conway 
would later admit,  “  There is no doubt we made a mistake by cutting 
too much advertising too fast. ” 1     

  ADVERTISE IN RECESSIONS, BUILD MARKET SHARE 

 In fact, recessions are the best time to increase your advertising for 
at least two reasons.   

   1.   Advertising levels are generally down so there is far less con-
gestion in the advertising market. This allows your advertising 
messages to be heard far more clearly and far more sharply —
 particularly if your rivals are in full retreat.  

   2.   Here the laws of supply and demand work very much in your 
favor: Advertising rates are a lot cheaper so your company 
and its products get a lot more bang for the advertising buck.    

 Strategically, it is of course important for your advertising cam-
paign to continue to focus on increasing unit sales during a reces-
sion. However, it is strategically even more important to broaden 
your advertising campaign in a way that focuses more on the 
longer-term goal of building your brand. In fact, recessions are a 
great time to build brand precisely for the two reasons just stated: 
The advertising market is far less crowded and ad rates are a lot 
cheap. 

  Dell Takes on the Big Boys  

  When times are tougher, you ’ ve got to be more aggressive. Your 
growth has to come from market share captured from somebody else. 
You have to be a predator. 

  — Britt Beemer, Chairman, America ’ s Research Group   

 Dell was not always the household name it is today. In fact, back 
during the 1990–1991 recession, the computer company was just a 
young upstart, and Michael Dell was as anonymous to the general 
public as any other John Doe. 

c18.indd   126c18.indd   126 7/3/09   10:06:01 AM7/3/09   10:06:01 AM



 With one brilliant Master Cyclist stroke, Young Mr. Dell would 
change all of that with one of the boldest countercyclical adver-
tising campaigns in marketing history. During the recession, as 
major players in the computer industry like IBM and the now dear 
departed Digital were slashing their advertising budgets by almost 
20%, Michael Dell increased his company ’ s advertising budget by 
more than 300%. 

 By seizing the recessionary day in this way, Michael Dell was able 
to both build company brand and market share and also set the 
stage for Dell Computer ’ s brilliant ascent during the 1990s.2     

  Buy a Hyundai, Return It If You Get Canned 

 Fast forward to the crash of 2007 to 2009, and you observe another 
lower-ranked player in a big industry using a very well- targeted and 
very well-envisioned countercyclical advertising campaign to seize 
market share from the bigger boys in a time of turbulence. Taking a 
page right out of the Master Cyclist playbook, South Korea ’ s Hyundai 
Motor Group fi rst countercyclically cut its advertising expenditures 
from $550 million in $2006 to $443 million in 2007 during the late 
stages of economic expansion. However, with the onset of the reces-
sion, Hyundai increased its advertising to $651 million in 2008 just as 
most companies were cutting back on their marketing. 

 With these increased advertising dollars, and in a brilliant mas-
terstroke, Hyundai ’ s marketing department introduced the perfect 
advertising program for troubled times on the grandest of stages 
the American Super Bowl. Directly addressing the growing angst in 
America, Hyundai offered up an  “ Assurance Plus program ”  designed 
to lure into automobile showrooms customers who might otherwise 
be worried about their jobs. Here ’ s what Hyundai promised:

  If you lose your income, we ’ ll make your payments for 3 months 
while you get back on your feet, and if that ’ s not enough time 
to work things out, you can return the car with no impact on 
your credit.  

We ’ re all in this together, and we think it ’ ll be a little easier to 
get through it with a good set of wheels.   

 Said Jesse Toprak, the director of analysis for the auto-research 
fi rm Edmunds.com,  “ Hyundai ’ s program seems to have really dealt 
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with a core issue of making consumers feel more secure about a 
 purchase. ”3     In fact, Hyundai ’ s executive team came up with the pro-
gram after  “ its own market research showed car shoppers weren ’ t 
attracted by rebates and other more normal incentives . . .  . People 
are simply too worried about making payments no matter how good 
the deal is. ” 4     

 The results of this countercyclically marketing coup were dra-
matic. While the sales of market leaders, such as Ford, GM, Honda, 
and the world ’ s largest automaker, Toyota, all dropped signifi -
cantly in the month after the campaign was launched, Hyundai ’ s 
sales jumped 14% — this in the middle of a recession. (As a coda to 
this example, and proving once again that imitation is the sincer-
est form of fl attery, many of the major automakers would belatedly 
adopt guarantees very similar to Hyundai ’ s.)   

  CHANGE YOUR PRODUCT MIX 
AND MARKETING MESSAGES!  

  The housing industry . . .  is a good example of marketing 
management action in a recession: Faced with growing uncertainty 
and slower-growing disposable income, on the one hand, and the 
rising cost of private homes, on the other, many potential buyers 
left the housing market. To cope with the situation of radically 
declining demand, many builders adjusted their marketing mix by 
offering smaller, cheaper houses. 

  — Professor Avraham Shama, 
University of New Mexico   

 This observation speaks to the fact that countercyclically increas-
ing your advertising during a recession doesn ’ t mean that you 
should simply throw more money at the very same marketing pro-
gram you had in place before the recession began. Instead, as the 
case of Hyundai has already helped signal, your organization must 
change both its advertising messages  and  its product mix to match 
the changing moods of the business cycle seasons. Such a tactical 
refocusing of the product mix and product messages recognizes 
that many consumers respond more to product value than style in 
recessionary times. 
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  Campbell Soup and El Pollo Loco Mix It Up 

 A Master Cyclist company that clearly knows how to retool its 
product mix and sell value in a recession is the Campbell Soup 
Company. During the toughest times of the 2007 to 2009 crash, 
Campbell ’ s executive team used an aggressive, countercyclical 
advertising campaign to remind its customers of the iconic prod-
uct ’ s value as a highly nutritious, low-cost meal. Comarketing its low-
cost soups with Kraft cheese singles, Campbell ’ s tagline was vintage 
Master Cyclist:  “ The wallet-friendly meal your family will love. ”  

 Clearly, Campbell ’ s countercyclical strategy paid off. It was the 
only stock in the entire Standard  &  Poor ’ s 500 index to show gains 
when the credit crisis fi rst hit. Moreover, during 2008, its sales grew 
8% and net earnings jumped 36%. 

 Said Campbell ’ s president and CEO Doug Conant at a 2008 
earnings call on the virtues of countercyclical advertising and 
changing the product mix:  “  Growth in sales of select soups was pri-
marily driven by higher advertising and promotional activity . . .  . All 
of our marketing mix modeling suggests that the opportunity to 
revitalize the category and to grow is connected with the consumer 
now through trade promotions. ”  

 In a similar fashion, there is also the example of El Pollo Loco —
 the national fast food restaurant leader in fl ame-broiled chicken. 
What is perhaps most interesting about this example is that it helps 
illustrate why it is not always necessary to forecast the business cycle 
accurately in order to fl exibly implement Master Cyclist manage-
ment principles. 

 In fact, the 2001 recession caught El Pollo Loco ’ s executive 
team totally fl at-footed. However, with the onset of the recession 
and as demand and revenues began to fall at its stores, the execu-
tive team nimbly shifted its product line by aggressively promoting 
a  “  Leg and Thighs ”  deal that featured a very aggressive price point. 
By temporarily shifting its product line focus toward the much 
cheaper dark-meat end, El Pollo Loco ’ s top management team 
could pass savings along to its customers, highlight a purely price-
driven promotion, and get credit with its customers for offering an 
abundance of food at a great value. The results were both increased 
transactions and, most interestingly given the tough times, a higher 
check for the average customer.5     
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  Ruby Tuesday ’ s Untimely Descent into Rebranding Hell  

  Elevating Ruby Tuesday above the crowd to a memorable, high-
quality dining experience is critical to our growth and success . . .  . 
We began by bringing our guests fresh, exciting new menu choices, 
then raised our standards of service, and are now creating an 
innovative new look and style for each and every restaurant. This 
revitalization will appeal to our loyal core guests while attracting a 
new generation of consumers. 

  — Sandy Beall, CEO and Chairman, Ruby Tuesday, 2007   

 At the other end of the spectrum, it is also useful to remind our-
selves of the extreme adverse consequences when a company fails 
to sell value heading into a recession. Consider, then, the bizarre 
marketing campaign of the restaurant chain Ruby Tuesday. 

 Just months before the onset of recession in 2007, and exhibit-
ing the worst type of forecasting myopia imaginable, Ruby Tuesday ’ s 
executive team began a rebranding program designed to move its 
restaurant chain up the value and pricing scale in the casual dining 
market. This rebranding program aimed at selling style over value 
was suicidal — and also involved average price increases of about 
$3 per meal. 

 For this Reactive Cyclist lapse in marketing judgment, Ruby 
Tuesday shareholders paid dearly: While stock prices for the restau-
rant industry fell about 30% in the middle of the recession in 2008, 
Ruby Tuesday ’ s shareholders took a 75% hit.   

  SYNERGIES OF COUNTERCYCLICAL ADVERTISING 

 As a fi nal Master Cyclist marketing point: While it ’ s important to 
think strategically about advertising over the business cycle seasons, 
it is equally important to think  synergistically  and  tactically . In fact, 
during a recession, countercyclical advertising may be wielded as a 
great tactical weapon to synergistically trim any unwanted inventory 
buildups in selected product lines. This tactic also underscores the 
importance of business cycle management communication across 
the different functional silos of the fi rm — in this case the market-
ing department and operations management. 
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 One company that used this tactical tool very well in the early 
stages of the 2007 to 2009 crash was the Kohl ’ s department store 
chain. Among retailers, Kohl ’ s was one of the fi rst retailers to see 
recessionary troubles on the horizon. As soon as its inventory began 
to build up, the company boosted its advertising to trim these 
inventories — even as competitors began to cut back. 

 At the same time, Kohl ’ s quickly shifted its advertising messages 
towards the value spectrum. Said Kohl ’ s CEO Kevin Mansell on its 
Master Cyclist strategic shift:  “ We ’ re very focused on making sure 
that we can show [customers] that their dollar is going further. ” 6                           
  

Action Item

 Review your organization ’ s advertising and marketing strategy over the course 
of the business cycle. Does it countercyclically advertise during recessions or 
have a tendency to cut advertising in tough times? Can your organization 
nimbly change its product mix and advertising messages to sell value in tough 
times and style in good times ? 
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19C H A P T E R

        Why Companies Often Price Their 
Products and Manage Credit 

Exactly Wrong        

  Ford and Vauxhall sparked criticism tonight by increasing the 
price of their cars by up to  £ 1,000 in the wake of falling sales, 
the recession and a massive taxpayer bail-out. The inflation-
busting rises by Britain ’ s two biggest car companies come at 
a time when customers expect showroom prices to be falling. 
The move was condemned as  “ idiotic ”  and  “ suicidal ”  by critics. 

  —  Daily Mail Online    

 While most business cycle management strategies are imple-
mented countercyclically, the rule for properly pricing the business 
cycle is to do so  procyclically . As a general rule, you should raise your 
prices when the economy is expanding to boost revenues. Even 
more critical to protecting your bottom line — and market share! —
 you should cut prices when the economy is entering a recession. 

 Unfortunately, as the above excerpt from the United Kingdom ’ s 
second largest-selling newspaper demonstrates, far too many executive 
teams raise their prices during recessions for one simple reason:  
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desperation . It is a desperation that comes about from rapidly shrink-
ing profi t margins and a plummeting stock price. 

  DON ’ T RAISE PRICES OUT OF DESPERATION! 

 The inevitable knee-jerk reaction to such desperation is to raise 
prices to offset falling revenues. The equally inevitable result is that 
revenues fall even faster, and your company ’ s balance sheet falls 
into a dangerous downward spiral. A classic case in point involves 
the pricing  “ strategy ”  — and the term is used very loosely here — of 
Goodyear Tires, the number-one tire maker in North America and 
Latin America.   1 

  Goodyear Drives a Pricing Spike into Its Profits 

 In the year and a half leading up to the March 2001 recession, 
Goodyear ’ s executive team faced an increasingly ugly triangle of 
business cycle – related problems. For starters, during the 1990s, the 
company had assumed a very heavy debt load, and this was causing 
cash fl ow and liquidity problems as the economy began to soften. 
On top of this, the euro began to weaken signifi cantly in 2000. This 
falling euro cut deeply into the profi ts of Goodyear, Europe ’ s sec-
ond-largest tire maker, further exacerbating its cash fl ow problems. 

 Adding further bottom-line injury, oil prices began to spike in 
the latter half of 2000 as the longest-running economic expansion 
in global history was coming to a climax. This oil price spike put 
further cost pressures on Goodyear because almost 70% of the raw 
materials used to manufacture tires are derived from crude oil. 

 At this point, while the economy was in the last gasps of its 
expansion, Goodyear raised its prices; at least at this point, that was 
all well and good. Revenues rose along with Goodyear profi ts. With 
the onset of the March 2001 recession, however, market conditions 
began to change dramatically. Not only did demand for Goodyear 
tires in the replacement market begin to fall off, but new vehicle 
sales dropped sharply as well — and the demand for Goodyear tires 
from auto manufacturers along with it. 

 Caught in a cash fl ow squeeze and seemingly oblivious to the 
deteriorating market conditions, Goodyear reacted like the most 
business cycle – insensitive Reactive Cyclist imaginable. The com-
pany didn ’ t just raise its prices again; it raised its prices three 
more times! 
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 Not only did this price gouging not raise company revenues. It 
helped the company lose more than $200 million that year while 
the stock price of Goodyear fell from a high of $31 per share in 
2000 to less than $7 by 2002. 

 The irony of all of this is that in its 2000 annual report, 
Goodyear ’ s executive team had declared:  “ We will be aggressive in 
increasing prices where market conditions allow. ”  Unfortunately, 
the very next year, that executive team remembered only the part 
about being  “ aggressive ”  and completely forgot about the need to 
monitor those pesky  “ market conditions. ”   

  Sony Loses the Playstation 3 versus Xbox 360 Pricing Wars to Microsoft  

  December  ’ 08 was the biggest month for Xbox 360 in history. In 
the all-important holiday quarter, Xbox 360 outsold PS3 by more 
than 2:1. . . . Not only did the Xbox 360 see its weekly sales run 
rate increase 38 percent compared to November, it also continued 
to outperform the PS3 [PlayStation 3] by two-to-one for the third 
month in a row. 

  — Michael McWhertor,  Kotaku, the Gamer ’ s Guide    

 Let ’ s fast forward now to the crash of 2007 to 2009 and review 
the  sharply contrasting pricing strategies of Microsoft versus 
Sony for their gaming consoles during the recession-plagued 
holiday  season in 2008. This Xbox 360 versus PlayStation 3 pric-
ing war illustrates more broadly both the benefi ts and costs of 
 executing — or failing to execute — timely price cuts during reces-
sionary times. 

 Microsoft ’ s executive team saw early on that the 2008 holi-
day season was shaping up to be one of the worst on record. It 
responded with a series of steep price cuts for its Xbox 360 as 
early as July. In contrast, as late in the holiday season as October 
2008, Sony continued to resist any such price cuts, announcing 
 “ We aren ’ t making any price moves [for the PlayStation 3] this 
holiday. ”   2   

 Microsoft ’ s price cuts helped propel the Xbox 360 to its big-
gest holiday sales ever —  “ despite a decline in overall consumer 
 spending. ”  Microsoft ’ s procyclical pricing strategy also helped the 
Xbox 360  “ outperform PS3 by two-to-one ”  for the last three months 
of the year.   
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  Toyota Seizes Defeat from the Jaws of Victory 

 While Sony ’ s pricing miscue was hardly surprising — it has a 
reputation as an infl exible behemoth — a similar kind of misstep by 
Toyota took the automobile world by complete surprise. Cruising 
confi dently down the road toward the crash of 2007 to 2009, Toyota 
had everything going for it. It had a pile of cash and a fl eet of pop-
ular, fuel-effi cient vehicles; and it was already overtaking GM as the 
world ’ s largest auto manufacturer. 

 Then, in May of 2008, seemingly oblivious to the economy col-
lapsing around it, the overconfi dent company got cocky. It not 
only raised the prices on a wide variety of Toyota and Lexus vehi-
cles; it also further jacked up the premium on its best-selling Prius 
hybrid. To the company ’ s everlasting surprise, by November of that 
year, cars began to pile up on the docks in Long Beach, California, 
where many Japanese vehicles arrive from Japan to be transported 
across the United States. 

 Faced with this backlog, the company that had long used fast 
inventory turns to boost its bottom line was forced to rent barges, 
lots, and warehouses to store unsold inventory for months. On top 
of this, the company had to temporarily shut down some plants in 
both the United States and Japan and lay off many of its temps and 
contract workers. Meanwhile, as we saw in Chapter 18, the nimble 
Master Cyclist Hyundai of Korea ran market share–grabbing circles 
around its clueless Japanese rival.   

  WHY ELASTICITY OF DEMAND IS CRITICAL 
TO PRICING STRATEGY  

  Knowing the elasticity of demand for your products . . .  is a key to 
determining pricing strategy. 

  — James Stotter, Founder, Busimetrics   

 The kind of desperate pricing behavior evinced by Goodyear and 
the ostrichlike behavior demonstrated by Sony and Toyota can 
 happen only through a fundamental lack of economic literacy and 
a corresponding failure to understand one of the most important 
concepts in economics: price elasticity of demand. 

 Price elasticity of demand measures the percentage drop in the 
demand for a product for any given percentage change in price. 
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For example, if a 10% increase in price leads to a corresponding 
10% decrease in price, demand is said to be unit elastic, and the 
elasticity of demand equals  – 1.0. In such a case, a price hike or 
price decrease will have no impact on total revenues as the percent-
age change in price is exactly offset by the percentage change in 
quantity demanded. 

 In contrast, if a large price hike leads to an even larger percent-
age drop in consumer demand for a product, demand is said to be 
highly elastic in much the same way that a rubber band stretches 
signifi cantly when you pull it. In such a case, any attempt to raise 
prices will lead to a fall in total revenues and likely a correspond-
ing reduction in profi ts. This is because the revenue benefi ts of 
any price hike will be more than offset by the revenue losses due to 
fewer units sold. 

 Now, here ’ s a dirty little secret that you almost certainly were 
not taught in any undergraduate economics course — or even in 
your MBA studies if you went to business school. Demand elastici-
ties are decidedly not static or immutable. Instead, they change sig-
nifi cantly over the business cycle seasons. 

 In particular, demand elasticities tend to become  less  elastic dur-
ing expansions. Intuitively, when consumers are fl ush with cash and 
life is good, they are simply much less price sensitive. That ’ s  precisely 
why you should procyclically raise prices during expansions. 

 On the other side of the business cycle ledger — and this is where 
the real danger lies — demand elasticities tend to become signifi -
cantly  more  elastic during recessions. Again intuitively, unemployed 
consumers and consumers concerned about their job prospects 
save more and spend less and become much more price sensitive. 

 What this means for strategically pricing the business cycle is 
this: If you have priced your product correctly during an expan-
sion and a recession ensues, you must reprice your product as soon 
as possible to continue to maximize your total revenues and prof-
its. You must do so to counteract the negative effects on your total 
revenues of any increase in the price elasticity of demand for your 
product as the recession takes hold. 

  Apple ’ s Plastic, Incredibly Price-Elastic iPhone 

 One company that has exhibited a very high level of sophistica-
tion in understanding the importance of the elasticity of demand 
in pricing strategy is Apple. To see what I mean, consider the 
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 economic logic behind how Apple moved its iPhone pricing from 
$599 to $399 and fi nally to $199. 

 At the initial release of the iPhone, Apple ’ s executive team 
clearly understood that price would be highly  inelastic  and therefore 
relatively price insensitive. This is because at this time, customer 
interest was at its peak, economic times were good, and there was 
a huge pent-up demand for Apple ’ s latest innovation. Ergo, the ini-
tial whopping price of $599. 

 However, as the iPhone went into mass production and use and 
the economy softened, the executive team also understood that 
the elasticity of demand for the iPhone would become more and 
more elastic. In order to maximize sales and revenues, Apple there-
fore would have to fi nd progressively lower price points. That ’ s why 
Apple moved the iPhone price fi rst to $399 and then to $199. 

 At the same time that it was cutting the iPhone ’ s price, Apple 
also arranged with its partner, AT & T, to pick up a larger portion 
of the monthly services fee to further reduce the effective price. 
As Apple ’ s chief fi nancial offi cer, Peter Oppenheimer, noted in a 
January 2009 conference call,  “  There is clearly price elasticity. ”  Said 
Oppenheimer of the iPhone ’ s fi nal price point:

  We feel the $199 price is a compelling value and see nothing in 
the market that even comes close. We feel we are years ahead of 
the competition . . .  . We are very happy with elasticity we have 
seen, and think the trade-off between volume and price was a 
good one . . .  . The goal was not leaving an umbrella so big as to 
leave an opportunity for our competitors.   

 In the language of the Master Cyclist, Apple clearly recognized 
that  “ the trade-off between volume and price was a good one, ”  
meaning that at this point, Apple ’ s profi ts would be maximized. 
As an added strategic benefi t, this price point would also be low 
enough to ward off any iPhone  “ competitors ”  and thus serve as 
what economists call a barrier to entry into the market.  

  Apple Names the Right Price for that iTune 

 The deft repricing of its iPhone was hardly the only demonstra-
tion of Apple ’ s Master Cyclist agility during this diffi cult economic 
period. As an outgrowth of its wildly successful iPod campaign, Apple 
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has casually picked up a side gig as the world ’ s largest music distrib-
utor. In fact, while CD sales have declined steadily in recent years, 
Apple ’ s music sales and its market share have climbed just as steadily. 

 In late 2007, in a rapid Master Cyclist response to both a chang-
ing music market and a deteriorating economy, Apple dropped the 
price of its Digital Rights Management music from $1.29 per song to 
just 99 cents per tune. (Apple ’ s Digital Rights Management allowed it 
to prevent the free transfer of any song beyond the original buyer). 

 This was just a start, however. In January of 2009, citing further 
pressure on consumers ’  pocketbooks and arguing that their prod-
uct had no marginal cost of production, Apple further slashed the 
price of many of its songs to just 69 cents. Even more importantly, 
Apple abandoned its Digital Rights Management system altogether 
and now offers all of the 10 million songs in its library without 
copy protection—even as it allows iPhone users to download songs 
through their 3G wireless networks. 

 These moves are likely to put the last nail in the coffi n of tradi-
tional music resellers. At the same time, these aggressive Master Cyclist 
tactics are likely to keep Apple ’ s trailing online competitors at bay.   

  MANAGING CREDIT OVER THE BUSINESS CYCLE 

 Closely related to the problem of strategically pricing the cycle 
is when to loosen or tighten credit and when to collect accounts 
receivable more aggressively. While these credit management tasks 
may not be among the sexiest in your organization, performing 
them well — or poorly — is often the difference between a profi table 
and an unprofi table quarter during a recession. 

 The typical Reactive Cyclist mistake is to continue to loosen the 
credit reins well into the late stages of an economic expansion. The 
equally typical result is a mountain of uncollectible accounts receiv-
able once the recession hits and large write-downs that take big bites 
from your bottom line. One company that had to write down liter-
ally  billions  of dollars in uncollectible receivables for committing this 
Reactive Cyclist sin is the telecom network gear provider Lucent.   3 

  Lucent Buries Itself under a Mound of Uncollectible 
Accounts Receivable 

 During the heyday of the technology bubble in the late 1990s, 
and well before it merged with the European telecom giant Alcatel, 

 Managing Credit over the Business Cycle 139
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Lucent was at the top of the heap of tech darlings in the telecom 
space. With an aristocratic pedigree — it was spun off from AT & T 
in 1996 — the company was blessed with one of the most powerful 
engines of innovation the world has ever seen, the vaunted Bell 
Laboratories. Indeed, it was Bell Labs that gave us incredible inno-
vations ranging from the transistor and lasers to cell phone technol-
ogy, communications satellites, and even the touchtone phone. 

 Regrettably, Lucent ’ s credit management brilliance proved no 
match for its scientifi c genius. In fact, right into the very teeth of the 
2001 recession, and right as Lucent continued to myopically fi ght a 
brutal market share war with arch competitor Nortel, Lucent con-
tinued to offer huge credit fi nancing packages to high-risk start-up 
companies. In effect, Lucent ’ s credit managers were saying  “ Here, 
take whatever gear you want now and just pay us later ”  — oblivious to 
the mounting risk of default in a rapidly deteriorating economy. 

 Of course, when many of these dot-com companies went belly 
up, Lucent was unable to collect a huge chuck of this growing 
mountain of IOUs. In the bitter recessionary end, Lucent would 
have to write down an astonishing sum — more than $4  billion  in 
uncollectible accounts receivable.  

  Discover Folds Its Cards in Florida and California  

  Our results and financial position reflect our conservative 
orientation toward growth, credit risk and capital management as 
we position Discover to weather the economic downturn. 

  — David Nelms, CEO, Discover Financial Services, 2008  
Fourth-Quarter Earnings Report   

 At the other end of the credit management spectrum, Master Cyclist 
organizations never allow their accounts receivable to get out of 
hand. At the fi rst sign of any possible recession, these  organizations 
begin to pull in their accounts receivable more aggressively even as 
they begin to tighten credit. In this way, the Master Cyclist credit 
manager preempts any problem of uncollectible receivables. 

 Discover Financial Services offers an excellent variation on this 
theme. Its executive team astutely began to tighten credit in antici-
pation of the crash of 2007 to 2009.

Sensing the recessionary and credit crisis minefi elds ahead as 
early as the peak of the housing and mortgage drunkenness, the 
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team stopped aggressively adding new cardholders in the two mar-
kets most vulnerable to the collapse of the housing bubble: Florida 
and California. David Nelms, Discover ’ s chief executive, put it sim-
ply:  “ Managing our business conservatively has helped (us) weather 
a tough economic environment. ”   4   The company also raised the top 
rate it charges to risky new card customers and raised late fees for 
most of its customers.   Given these credit management strategies, it 
is hardly surprising that Discover has one of the lowest delinquency 
rates in the industry. 

 As a fi nal comment on the credit management front, it isn ’ t just 
uncollectible accounts receivable that the Master Cyclist credit man-
ager worries about, however. Strategically, it is almost as important 
to  loosen  credit quickly during a recession when a new economic 
expansion is on the horizon. In this way, credit management serves 
a dual function as a useful marketing tool. Easier credit during a 
recession helps retain existing customers and attract new ones.        

Action Item

Carefully review your organization’s pricing and credit management strate-
gies over the last two recessions with an eye toward Master Cyclist pricing 
and credit rules. Determine whether your organization is prone to raising 
prices when times are tough and thereby shooting itself in the foot. Discuss 
with your marketing department whether the concept of the price elasticity 
of demand is ever incorporated into the pricing calculus. Check how much 
it has cost your organization to write down its uncollectible accounts receiv-
able during the last two economic downturns.
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20C H A P T E R

        How To Not Get Run Over 
by the Capital Expenditures 

Bandwagon            

  I see an unparalleled opportunity to gain market share and expand 
business. The downturn has left some of our very heavily leveraged 
competitors weak and unable to invest in their businesses. By 
investing, we ’ re a leg up and in better position to get new business 
or take away existing business from somebody else. 

  — King Harris, CEO, Pittway Corporation   

 These words of wisdom accurately and astutely capture the rewards 
of properly timing your organization ’ s capital expenditures over the 
ups and downs of the business cycle as well as the substantial risks 
involved in failing to do so. 1   When it comes to capital expenditures, 
your Master Cyclist management mantra should be: 

•   Cut capital expenditures in anticipation of a recession to 
build up your cash position and avoid overcapacity.  

•   Increase your capital expenditures during recessions so as to 
be first to market with products that reflect the latest innova-
tions and styles.    
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 Far too many organizations engage in just the opposite kind of invest-
ment behavior. These Reactive Cyclists embark on wild capital spend-
ing sprees in the late stages of an economic expansion, sprees that 
leave them in a heavily leveraged position with an overhang of over-
capacity. Of course, once the recession hits, these Reactive Cyclists 
dramatically cut their capital expenditures and wind up losing out to 
their more innovative Master Cyclist rivals once the economy recovers.  

  CUT YOUR CAPITAL EXPENDITURES 
BEFORE A RECESSION 

 The failure to cut capital expenditures in anticipation of a recession 
happens to organizations for any one of a number of reasons. The 
most obvious is that an organization may have failed to suffi ciently 
develop and deploy suffi cient forecasting capabilities. Without any 
capability to look clearly into the future, the organization winds up 
being caught totally by surprise at the onset of a recession. 

 An equally common and often collateral problem is that an 
organization may fall prey to the so-called bandwagon effect. The 
bandwagon effect refers to the well-known tendency of fi rms in 
cyclical industries to overbuild their capacity during the expansion-
ary phase of the business cycle. The central problem is that the 
executive teams of these organizations tend to watch their rivals far 
too closely when they should be keeping at least one eye out for any 
signs of a looming recessionary turning point. 

 Here ’ s the typical bandwagon effect scenario: As the economy 
continues to boom in the late stages of an economic expansion, 
product demand grows at an ever faster rate. Believing that such 
growth will last forever, the Reactive Cyclist executive team launches 
ever more ambitious capital expansion programs to meet its projec-
tions of future demand. However, absent an adequate forecasting 
capability, this myopic and industry-centric executive team bases 
its demand projections not on broader economic conditions but 
rather simply on industry trends. 

 In undertaking these capital expenditures at this critical phase 
of the business cycle, this Reactive Cyclist organization inevitably 
suffers a double whammy — even before its real troubles begin. The 
fi rst whammy is that the organization incurs higher construction 
costs. This is because the costs of real bricks and mortar are at their 
highest in the overheated economy. 
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 The second whammy is that the fi nancing costs of these capital 
expenditures are likely to be at their highest as well. This is because, 
in the late stage of an economic expansion, infl ationary pressures 
are building, and interest rates are likely to be rising rapidly. 

 Here is the truly fatal error that so many Reactive Cyclist organi-
zations make when they fi nd themselves propelled along on the cap-
ital expansion bandwagon: These organizations choose to fi nance 
their capital expenditure programs using heavy debt fi nancing. 

 The obvious problem with taking on massive amounts of new 
debt just before a recession is that this additional debt burden 
leaves an organization in a very heavily leveraged position once the 
economy turns down. While the organization ’ s revenues are plum-
meting, its debt obligations remain a burdensome constant. 

 It is precisely in such times that many organizations become the 
heavily leveraged and weak competitors mentioned in the quota-
tion leading off this chapter. They simply don ’ t have the cash fl ow 
to cover their debts and often are forced into extreme measures —
 from seeking bankruptcy protection to selling off prime chunks 
of the organization. One of the best examples of this destructive 
behavior from the crash of 2007 to 2009 crash is offered up by the 
Chesapeake Corporation. 

  Chesapeake Spends Itself Into Bankruptcy  

  Richmond-based Chesapeake Corp. has filed for Chapter 11 
bankruptcy protection and plans to sell itself to a group of investors 
for about $485 million.  . . .  The company, founded in Virginia in 
1918, has struggled with a heavy debt load and difficulty raising 
capital in the tight credit markets. 

  —  Richmond Times-Dispatch    

 Rather than trim capital expenditures in anticipation of the reces-
sion to preserve cash fl ow, Chesapeake ’ s executive team did just the 
opposite. The team almost doubled capital expenditures in its plas-
tics packaging division just as the recession approached. 2   Moreover, 
these expenditures were fi nanced largely with expensive debt that 
created a heavy cash fl ow burden for the company once the reces-
sion hit. 

 After all but destroying his company with his Reactive Cyclist 
miscue, Chesapeake ’ s chastened president and chief executive 
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offi cer (CEO), Andrew J. Kohut, would have to make this ultimate 
embarrassing statement:  “ to maintain the liquidity we need to oper-
ate our businesses in an extremely diffi cult economic environment  
. . .  a court-supervised sale of our business operations is in the best 
interest of the company and its stakeholders. ”  

 In contrast to this typical bandwagon effect scenario, the Master 
Cyclist organization begins cutting capital expenditures in anticipa-
tion of a recession. In this way, the Master Cyclist organization begins 
building its recessionary cash war chest for when times get tough. 

 Being in a strong cash position as a recession hits is the best of 
all possible worlds. Not only does it allow an organization to engage 
in capital expenditures that will position it best for the recovery. 
It also provides the purchasing power for aggressively engaging in 
the kind of buy-low acquisition strategies we discuss at length in 
Chapter 21. 

 The contrasting cases of Johnson  &  Johnson ( J &  J) and the mer-
chant electricity generator Calpine graphically illustrate both the 
rewards and risks of strategic capital expenditures management on 
the upward slope of the business cycle.  

  J & J Circles Its Capital Expenditures Bandwagon  

  We saw this recession coming three years ago. It was obvious the 
booming economic cycle couldn ’ t continue. We tightened our belts. 
We focused on cash flow. 

  — Ralph Larsen, CEO, Johnson  &  Johnson   

 This observation perfectly epitomizes the mind-set of the Master 
Cyclist executive even as it highlights the company ’ s fl awless execu-
tion of countercyclically cutting capital expenditures in anticipa-
tion of a recession. At the very height of the economic boom in 
2000, J & J ’ s executive team took the highly unusual step of cutting 
its  capital expenditures by more than $100 million — a bold move 
that initially had both shareholders and fi nancial analysts scratch-
ing their heads. After all, this was J & J ’ s fi rst capital expenditures 
cut in seven years; and to the layperson, times still seemed very 
good. 

 Such second-guessing notwithstanding, J & J ’ s pitch-perfect con-
trarian move allowed the company to build up its cash reserves and 
thereby be in a strong cash position once the 2001 recession hit. 
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The performance results were outstanding:  “ As the company signif-
icantly built up its cash reserves, it saw double-digit growth in rev-
enues and earnings. ”     3  

  Calpine Drives Its Expansion Bandwagon Over a Cliff  

  Soaring electricity prices and sizzling investor interest fueled a boom 
period for the company, but it descended into bankruptcy protection 
in 2005 under the weight of a debt-laden expansion that backfired. 

  —  Los Angeles Times    

 While Johnson  &  Johnson was busy cutting its capital expenditures 
in anticipation of the 2001 recession, the San Jose, California – based 
merchant electricity generator Calpine was getting ready to become 
a synonym for hubris. In February 2001, just one month before the 
recession would begin — and almost a year  after  the yield curve had 
inverted to warn of recession — Calpine ’ s CEO, Peter Cartwright, 
announced one of the most aggressive capital expansion programs 
in modern electric utility industry history. 

 Calpine ’ s astonishing goal was to increase its generating base 
of 10,000 megawatts sevenfold within four years. This expansion 
 “  would be the equivalent of building more than  fi fty  new nuclear 
power plants and would make Calpine the largest power producer 
in the country. ”   4   This procyclical capital expenditure program on 
the very eve of a recession would turn out, however, to be an abso-
lute Reactive Cyclist train wreck. 

 As the recession took hold, Calpine ’ s revenue plunged; and its 
cash fl ow wasn ’ t nearly enough to service its more than $20 billion 
of debt. For the next several years, Calpine would repeatedly fl irt 
with bankruptcy until the company fi nally succumbed to Chapter 11 
in December 2005. Thanks to the hubris of the company ’ s CEO, 
Calpine shareholders saw the value of their shares go from $60 to a 
whopping 16 cents.   

  RAMP UP CAPITAL EXPENDITURES 
DURING A RECESSION 

 As important as it is to cut your capital expenditures in anticipa-
tion of a recession and build your cash position, it is even more 
important to countercyclically  increase  capital expenditures once a 
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 recession hits. By doing so, your organization will be fi rst to market 
with products that refl ect the latest innovations and styles. Moreover, 
this fi rst-to-market effect is all the more amplifi ed in higher- technology 
industries with shorter product cycles. 

 It ’ s not just that building new capacity in a recession allows 
you to offer the most advanced products. Countercyclical capital 
expenditure programs have other advantages as well. 

 For one thing, building a state-of-the-art production facility will 
allow your organization to produce its products at the lowest possi-
ble cost. This translates into pricing power over your competitors. 

 In addition, the costs of capital, construction labor, equipment, 
and raw materials all tend to be lower during a recession. That ’ s an 
additional cost advantage. 

 In fact, the reigning master of all Master Cyclists practicing this 
countercyclical investment strategy is Intel Corporation — the larg-
est manufacturer of semiconductors in the world. 

  Intel ’ s Reigning Masters of the Recessionary Universe  

  New technology is what pulls companies in technology out of 
recessions. The opportunity cost of not having that capacity when 
demand recovers is astronomical . . .  . Our perspective is: we 
make these investments now, and it will take us 18 – 24 months 
to bring them online in totality, and we ’ ll be able to run those for 
another two years after that. We are making very long lead time 
investments. This new technology will lower our cost, and give us a 
more competitive product. 

  — Paul Otellini, President and CEO, Intel Corporation   

 As this quotation from Paul Otellini in February 2009  5   affi rms, the 
strategic application of countercyclical investment is embedded 
deep in Intel ’ s organizational culture. Indeed, as Intel ’ s cofounder 
Gordon Moore observed long ago:  “ Recessions always end and 
innovation allows some companies to emerge from them stronger 
than before. ”  

 A classic example of Intel ’ s well-timed capital expenditures strat-
egy is offered up by its big wafer – small technology gambit during 
the 2001 recession. While many of its competitors were retrenching 
during the downturn, Intel sharply accelerated its capital spending. 
The bulk of this investment was directed into building additional 
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manufacturing capacity using two new cost-saving innovations —
  “  jumbo ”  wafer production and a smaller 0.13-micron technology. 
Through these innovations, Intel was able to manufacture higher-
performance chips that were smaller and faster, cost less to manu-
facture, and even cost less to operate because they use less power. 

 When the 2002 – 2003 recovery came, Intel nimbly and quickly 
launched new products months ahead of schedule, such as its Centrino 
mobile processor technology and Mobile Pentium IV-M processor. 
After these new products hit the market, Intel reported its highest rate 
of growth since 1996 and saw its net income rise by 81%. 6   

 Intel ’ s executive team has likewise sought to take advantage of 
the many opportunities offered by the crash of 2007 to 2009. In 
the darkest days of that crash, Intel invested more than $7 billion 
on four new manufacturing facilities. 7   These investments will allow 
Intel to maintain its lead in PC microprocessor manufacturing tech-
nologies over its rival Advanced Micro Devices. 

 These new investments will also help the company move into 
other markets where smaller, more effi cient chips are required, 
such as in embedded devices and cell phones. Inevitably, during 
a recession, cash-strapped competitors fall months behind Intel 
in terms of cutting-edge technologies and are unable to compete 
effectively on cost once a recovery ensues. Using its Master Cyclist 
weapons, Intel is thus able to maintain gross margins signifi cantly 
higher than industry averages. 

 As a fi nal comment, it is worth pointing out that the Intel exec-
utive team holds the highest degree of economic literacy; and this 
literacy permeates Intel ’ s broader organizational culture. In par-
ticular, Paul Otellini ’ s observation about the  “ opportunity cost of 
not having that [new] capacity when demand recovers is astronomi-
cal ”  refl ects a very sophisticated understanding of a key economic 
concept. In this case, the  “ opportunity cost ”  that Otellini refers to 
speaks directly to the enormous opportunities lost when a company 
like Intel is not ready to meet market demand with new products in 
a recovering economy.  

  DuPont Modernizes while Rivals Batten Down 
the Recessionary Hatches 

 Of course, increasing your capital expenditures during a  recession 
doesn ’ t necessarily always mean adding new capacity. A  recession also 
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150 How to Not Get Run Over by Capital Expenditures

offers an excellent time to replace or modernize existing facilities 
because the opportunity costs of lost capacity utilization are rela-
tively low. 

 Another classic case in point involves the DuPont chemical com-
pany. As 1999 ended with record profi ts for DuPont, its forecasting 
team began to issue warnings about the recessionary effects that 
soaring raw materials costs, rising interest rates, higher oil prices, 
and weaker housing starts were likely to have on what by then was 
one of the longest economic expansions in U.S. history. 

 In response to these forecasting concerns, DuPont ’ s executive 
team cut its capital expenditures in 2001 by fully $400 million — a 
20% reduction. As the recession deepened, DuPont quickly accel-
erated the pace of its modernization programs as well as the shut-
down of its aging facilities. Its overarching broader goal was to 
change the company ’ s product mix in response to changing global 
economic conditions. 8                        

Action Item

 Review your organization ’ s patterns of capital expenditures going out of 
the last two recessions. Determine whether your organization is more of a 
Reactive Cyclist subject to the bandwagon effect and the dangers of being 
heavily leveraged in a recession or a Master Cyclist organization that coun-
tercyclically times its capital expenditures for strategic advantage. 
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21C H A P T E R

        Why You Should Buy Low 
and Sell High over the Stock 

Market Cycle            

  How firms pursue strategies that take advantage of time-
specific opportunities, such as whether to enter an industry 
during an upturn or downturn, is one of the great unexplored 
themes of strategic organization. 

  — Professor John Matthews, Macquarie University   

 This observation from a prominent Australian strategy professor 
aptly highlights the Achilles ’  heel of modern corporate strategy: its 
failure to appropriately consider  timing  in the execution of many 
strategic decisions over the course of the business cycle. Nowhere 
is this failure more evident than in the area of strategic acquisitions 
and divestitures. 

 From a theoretical perspective, the fi eld of corporate strategy 
teaches that there are many reasons why one organization may want 
to acquire another. One reason is to get rid of a rival and thereby 
gain more pricing power in that industry. A second may be to take 
control of a key element of your supply chain. A third reason may 
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152 Buy Low and Sell High over the Stock Market Cycle

be that an acquisition provides important synergies — for example, 
a credit-scoring software company such as Fair Isaac might benefi t 
from a new predictive technology developed by a another software 
company that may not be a direct competitor. Still a fourth rea-
son may be that an acquisition offers the benefi ts of either a broad 
industry diversifi cation or a global diversifi cation — as we see in the 
cases of Berkshire Hathaway and Marubeni. 

 Regardless of the rationale for any acquisition, it is essential that 
any executive team obey this all-important maxim:   

 In a Master Cyclist and an Always a Winner context, this maxim 
means that no matter how attractive an acquisition may seem from 
a strategic perspective, if its purchase price is too high, that acqui-
sition will  never  be accretive to earnings. To put this crucial point 
another way:   

Any acquisition must be accretive to earnings.

 Ultimately, then, the primary determinant of whether acquisi-
tion is accretive to earnings will be its purchase price. For a pub-
licly traded company, its purchase price, of course, relates directly 
to its stock price. Given that this is true, we must fi rmly dispense 
with one of the great hoaxes of modern corporate fi nance, 
namely, that the stock market is some kind of meandering, trend-
less random walk.  

  WHY THE RANDOM WALK IS RUBBISH 

 While it is true that on any given day, and perhaps in any given week, 
it is diffi cult to predict the direction of the stock market, it is equally 
true that, over time, the stock market moves through long periods of 
clearly identifi able trends. As a rule, bull markets tend to trend up 
for relatively longer periods of time during economic  expansions. 

 Any overpriced acquisition — no matter how many benefits it 
may convey — will never overcome its high costs and add to the 
company ’ s bottom line. 
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Bear markets tend to trend down much more sharply and for 
shorter periods of time in anticipation of, and during, recessions. 

 To see these undeniably  non random patterns, take a look at 
Exhibit 21.1  . 

 You can clearly see in the exhibit that between 1993 and 2008, 
the stock market, as measured by movements in the Standard  &  
Poor ’ s 500 Index, enjoyed two relatively long bullish up-trends — one 
from January 1995 to August 2000 and another from September 
2002 until October 2007. The exhibit likewise clearly illustrates two 
steeper and shorter bearish downtrends that began after each of 
the two bull markets hit their market tops. 

 Clearly, there is nothing random or trendless about these pat-
terns. Equally clearly, very large price differentials exist between 
these bull market tops and bear market bottoms — differentials that 
refl ect price swings of up to 30% to 40%. These large price differen-
tials clearly imply the need to incorporate a buy low, sell high stra-
tegic mind-set into your acquisition and divestiture plans —  timing  is  
everything, certainly when it comes to this strategic business cycle 
management dimension. 

Exhibit 21.1     Buying Low and Selling High over the Stock Market ’ s 
Bullish and Bearish Trends 
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154 Buy Low and Sell High over the Stock Market Cycle

 As for why the stock market cycle moves in a nonrandom pat-
tern, we already know the answer. As Chapter 14 explained, the 
stock market is a leading indicator of the business cycle and stock 
prices refl ect nothing more than a future stream of earnings. 

 When investors expect a robust economic expansion, they bid 
prices up on expectations of higher earnings. As long as these 
expectations hold, the stock market will trend upward. 

 Conversely, when investors anticipate a recession, they lower their 
earnings expectations, and they begin to sell their shares. As long as 
this expectation holds, the stock market will trend downward. Two 
obvious conclusions can be drawn from these observations. 

   1.   The best time for your organization to make any acquisition 
it views as strategic is during the bearish phase of the stock 
market cycle. By buying low during this stock market phase, 
your organization has the best chance to make any purchase 
accretive to earnings.  

   2.   By similar logic, the best time for your organization to divest 
any of its assets or units — or perhaps even sell the whole com-
pany off to a suitor — is during the bullish phase of the stock 
market and the collateral-happy expansionary economic times.     

  WHY GOOD COMPANIES MAKE BADLY 
TIMED ACQUISITIONS 

 While the age-old recommendation to buy low and sell high in your 
acquisitions and divestiture strategy would seem to make eminent 
good sense, far too many organizations refuse to follow this Master 
Cyclist advice. That sad fact of Reactive Cyclist life is refl ected in 
this fact: For any given acquisition or divestiture, there must always 
be both a buyer and a seller. By defi nition, one party to that trans-
action must always be getting its timing wrong, at least near stock 
market tops and bottoms. 

  Wachovia ’ s  “ Transformative ”  Self-Immolation 

 One of the most darkly comic examples of a Reactive Cyclist buy-
ing high at the peak of a stock market bubble is offered up by the 
banking and fi nancial services company Wachovia. In May 2006, 
in the midst of a subprime lending frenzy and just as the housing 
 bubble had begun to burst, Wachovia purchased the  subprime 
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mortgage lender Golden West Financial to further beef up its 
loan servicing and mortgage operations. To consummate the deal, 
Wachovia ’ s executive team had to pony up a massively infl ated price 
of $25  billion. This was nearly three times the fi rm ’ s book value, fi ve 
times its annual revenue, and almost $3 billion in excess of its peak 
market capitalization. The darkly comic part of this example may be 
found in how Wachovia ’ s chief executive, Ken Thompson, described 
the acquisition. Prophetically — but in a way in which Thompson 
never dreamed — Thompson grandly declared:  “ This is a  transforma-
tive  deal for us. ”  

 Prior to the deal, Wachovia was America ’ s fourth largest bank 
in market value. However, on the day the deal was announced, 
Wachovia ’ s market capitalization dropped by $1 billion. Months later, 
as the fi rst signs of the subprime mortgage crisis began to surface, 
Wachovia ’ s investment would, for all practical purposes, vaporize. 

 In its fi nal  “ transformation ”  in October 2008, Wachovia, fac-
ing the bankruptcy gallows, would be rescued by Wells Fargo for 
a song — with an all-stock deal allowing Wells Fargo to dramati-
cally increase its customer base without forking over gobs of cash. 
 Transformative  indeed! 

 So why do so many Reactive Cyclists buy high and sell low? As 
with so many foibles of the Reactive Cyclist, this mistake can be 
traced back to factors such as a lack of any business cycle orien-
tation within the organization, a corresponding failure to deploy 
adequate forecasting resources, and the cultural belief that good 
times never end. Any organization that has this kind of mind-set 
will focus on what sound strategic reasons there might be for an 
acquisition but likely ignore the crucial dynamic component of 
timing and the importance of purchase price in the accretive-to-
earnings calculus.  

  Fair Isaac and MatlinPatterson Patiently Wait, Then Pounce! 

 One organization that never makes these kinds of mistakes is 
Fair Isaac. This Minneapolis-based Master Cyclist helps clients in 
80 countries around the world manage credit risk, cut fraud losses, 
and meet their regulatory requirements. 

 In this role, Fair Isaac serves as the world ’ s leading provider of 
decision management software as well as the leading supplier of 
so-called FICO scores, which are used to calculate the risk that a 
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156 Buy Low and Sell High over the Stock Market Cycle

borrower will default on a loan or mortgage. In fact, Fair Isaac has 
already sold over one billion FICO scores to various credit bureaus 
and fi nancial institutions. 

 Of course, you might expect a company that specializes in deci-
sion management software to be keenly attuned to issues such as 
the need to time decisions around the business cycle. Fair Isaac 
demonstrated this sensitivity in one of the more legendary well-
timed acquisitions in modern corporate history. 

 Fair Isaac ’ s acquisition target was a company called HNC 
Software. HNC was a 1986 spin-off from the U.S. Department of 
Defense; and Fair Isaac was well aware that HNC owned a patented 
form of predictive technology that could be applied to forecast 
human behavior across a broad range of activities and applications. 
As such, this predictive technology promised to provide Fair Isaac 
with powerful synergies: The deal would wed Fair Isaac ’ s vaunted 
credit scoring software with HNC ’ s powerful fraud detection 
algorithms. 

 When Fair Isaac fi rst considered acquiring HNC Software in 
1999, its executive team considered the price to be far too rich. 
Remember: As Exhibit 21.1 shows, this was a time when the stock 
market was in the very late stages of its irrationally exuberant bull 
market run. 

 For the next three years, Fair Isaac closely monitored the stock 
price of HNC Software. During this time, as that stock price con-
tinued to fall with the broader bear market, Fair Isaac resisted the 
urge to pull the trigger on the acquisition. 

 Finally, in April 2002, and very near to the stock market bottom, 
Fair Isaac swooped in and grabbed HNC Software at a very steep dis-
count to its 1999 price. Within a year after buying HNC, Fair Isaac ’ s 
revenue jumped 60% while its income more than quadrupled. In 
this way, this acquisition was accretive to earnings in spades.   1 

 The private equity fi rm MatlinPatterson Global Advisers, a spe-
cialist in acquiring positions in distressed fi rms, illustrated a very 
similar kind of patience during the crash of 2007 to 2009. As the 
housing bubble completely defl ated in 2007, MatlinPatterson began 
to look to acquire a bargain homebuilder. 

 After months of deliberations — and further deterioration in 
the stock prices of the homebuilder crowd — MatlinPatterson fi nally 
made its move in the middle of 2008. For $530 million, it grabbed 
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a two-thirds stake in America ’ s eleventh largest homebuilder, 
Standard Pacifi c, which had seen its stock plunge from $22 to $3.50. 
As Standard Pacifi c ’ s chief executive offi cer (CEO) and turnaround 
specialist Ken Campbell observed after the cash infusion took his 
company off life support, MatlinPatterson  “ likes to invest in cyclical 
business at the bottom of the cycle. ”   2    

  Micron and Oracle Sweep the Bottom 

 While the case of Fair Isaac illustrates how synergies drive some 
acquisitions, the examples of Micron and Oracle illustrate several addi-
tional compelling reasons for strategic acquisitions — and the power of 
timing such acquisitions with the business and stock market cycles. 

 Micron is one of the world ’ s leading providers of advanced sem-
iconductor solutions. The company makes a variety of computer 
chips used in applications ranging from computers and cell phones, 
to digital cameras and gaming systems. 

 Micron is also one of the world ’ s leading Master Cyclist buy-low 
strategists. In fact, one of the specialties for which it has become 
famous is buying chip factories from competitors at the bottom of 
the semiconductor cycle to eliminate rivals and increase market 
share while cutting costs and expanding production in anticipation 
of the next cyclical upturn. 

 Consider Micron ’ s 1998 acquisitions coup. In a sharply dete-
riorating chip market, Micron scooped up four internationally 
dispersed chip fabrication facilities from a then-weakened Texas 
Instruments. Strategically, these acquisitions allowed Micron to 
diversify its chip production geographically even as the acquisition 
eliminated signifi cant capacity of a key rival and helped Micron 
fi rm up prices. 

 Micron struck again in April 2002 when it took advantage of a 
recession-battered Toshiba to buy a chip factory valued at about 
$2 billion for only $300 million. This purchase likewise eliminated 
a key rival in the market and helped allow pricing to return to prof-
itability. Said Micron ’ s CEO of the acquisition at the time:  “ This 
transaction clearly demonstrates Micron ’ s commitment to further 
strengthen its memory business in the face of a signifi cant industry 
downturn. ”     3 

 During the crash of 2007 to 2009, the software giant Oracle 
executed an even grander buy-low strategy than Micron that will 
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158 Buy Low and Sell High over the Stock Market Cycle

 perfectly position the company once recovery comes. The  Wall Street 
Journal  has described Oracle ’ s Master Cyclist move perhaps the best:

  While most American corporations pinch pennies, Oracle 
Corp. is quietly going on a shopping spree. The software giant 
completed 10 acquisitions in the past year, ranging from a 
maker of insurance-policy-writing tools, to a designer of  “ plan-
o-gram ”  software used by stores to maximize their use of shelf 
space . . .  .   

These deals  . . .  put Oracle in a small club of cash-rich compa-
nies bargain-hunting amid the worst economy in a generation. 
It ’ s a buyer ’ s market: As traditional sources of investment and 
cash gets scarcer — including, of course, paying customers —
 even some companies with high-quality products have turned 
into desperate sellers.  “ If I was in their shoes, I would ride it 
out ”  and try not to sell, says Sunny Singh, one of Oracle ’ s chief 
dealmakers, referring to companies that have seen their valua-
tions tumble. 4     

 Oracle ’ s acquisition of two particular companies — Skywire and 
Adminserver — illustrates how traditional management strategy 
and business cycle management strategy can fi t hand in glove. From 
Oracle ’ s strategic perspective, the point of these two acquisitions was 
to initiate a major vertical move into the insurance industry, with 
Skywire making software for the insurance business and AdminServer 
making insurance policy administration software. Because the insur-
ance industry is heavily regulated, it offers up a fertile market for a 
comprehensive suite of products that touches all aspects of a com-
pany ’ s data. Skywire and Adminserver together signifi cantly extend 
Oracle ’ s reach into this industry — and all the better that they were 
both acquired on the cheap.  

  Berkshire Hathaway Diversifies across Industries  

  Billionaire investor Warren Buffett ’ s Berkshire Hathaway Inc., 
which today agreed to buy Constellation Energy Group Inc., is 
increasing the pace of deals as debt markets freeze up and stocks fall.  

Buffett is making deals at a time when others can ’ t. A yearlong 
contraction in global credit markets has choked funding for 
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leveraged buyouts and reduced corporations ’  ability to acquire 
rivals, shrinking the value of announced mergers 29 percent to 
$2.29 trillion this year from the same period in 2007. 

   — Bloomberg.com    

 This news excerpt highlights how, in the very midst of the chaos 
and uncertainty of the crash of 2007 to 2009, Warren Buffett and 
his Berkshire Hathaway company went on a buy-low spending spree 
with an even broader strategic focus than Oracle. In Buffett ’ s case, 
his Master Cyclist game has always been to spread business cycle risk 
by diversifying broadly across numerous industries. 

 Buffett ’ s list of diversifying acquisitions during the recent crash 
was a long one. It ranged from the underwear maker Fruit of the 
Loom and the auto insurer Geico to Constellation Energy, the Mars 
candy bar company, and Marmon Holdings — the Pritzker family ’ s 
coterie of 125 companies.  

  Marubeni Diversifies across the Globe 

 Warren Buffett ’ s Berkshire Hathaway was hardly the only Master 
Cyclist acquirer hyperactive during the crash of 2007 to 2009. 
Another big conglomerate astutely playing the same buy-low game 
thousands of miles from Omaha was the Marubeni Corporation, 
one of Japan ’ s largest conglomerates. In fact, Marubeni played the 
crash like a virtuoso. 

 In strategic preparation for its acquisitions concerto, Marubeni 
began to build up its cash position beginning in 2006 both through 
its own organic growth as well as through the divestiture of a 
number of subsidiaries that were operating in highly cyclical indus-
tries. Once the crash hit, Marubeni then used its large cash position 
to purchase a large set of energy companies, agricultural fi rms, and 
alternative energy businesses in North America and Europe. It also 
acquired professional service fi rms in Asia. 

 Through these acquisitions, Marubeni was not only seeking to 
spread risk across a variety of industries like Berkshire Hathaway. 
It was also reinforcing a strong global diversifi cation in its business 
model. 

 Whether all of the strategic acquisitions of companies such as 
Berkshire Hathaway, Marubeni, and Oracle will ultimately be  accretive 
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160 Buy Low and Sell High over the Stock Market Cycle

Action Item

 Review your organization ’ s acquisition and divestiture activity over the last 
decade. Based on your organization ’ s behavior, has it acted like a Master 
Cyclist or a Reactive Cyclist in this dimension? If you are contemplating any 
new acquisitions, have you considered what portion of the stock market 
cycle we are likely in now? 

to earnings remains to be seen. However, one Always a Winner point 
should be abundantly clear: If you conserve your cash and are patient 
during the bullish upward trend of the stock market cycle, you will be 
loaded for bear once a bear market hits.                   
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22C H A P T E R

        How to Minimize Your Capital 
Financing Costs over the 

Interest Rate Cycle           

 Shave a couple of hundred basis points off your capital costs 
over the course of the business cycle and save your organization 
millions of dollars. That ’ s the mind-set every Master Cyclist brings 
to the capital fi nancing table. 

 In this critical Always a Winner dimension, corporate fi nance 
teams have at least two parameters to optimize: the organization ’ s 
debt-to-equity ratio and its ratio of short-term to long-term debt. 
Both of these parameters change over the course of the business 
cycle and the related stock market and interest rate cycles. Only by 
strategically exploiting these cyclical changes in the debt-to-equity 
and short-term to long-term debt ratios over time will your capital 
fi nancing costs truly be minimized.  

  OPTIMIZING YOUR DEBT-TO-EQUITY RATIO 

 While stock and bond returns largely move together over the busi-
ness cycle, the relative costs of equity and debt signifi cantly differ 
over the cycle. 1  This fact is evident in Exhibit 22.1  , which contrasts 
the total return 2  of the Standard  &  Poor ’ s 500 stock market index 
with the total return of the Barclays U.S. Aggregate Bond Index. 3  

 You can see in this exhibit that stock market returns are gener-
ally higher than bond returns. These higher equity returns refl ect 
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a higher degree of risk — bond payments are more certain because 
bond investors have a prior claim to the assets of a fi rm relative to 
shareholders. 

 However, in the exhibit, you can also see that the spread 
between stock market and bond market returns continually nar-
rows and widens over the course of the business cycle. Moreover, at 
certain times during the business cycle and the related stock market 
and bond market cycles,  bond returns can be signifi cantly higher than 
stock returns.  

 For example, when the business cycle turns down, stock prices 
drop signifi cantly, and the stock market falls into a downward bear-
ish trend, with bonds often outperforming stocks. Just look at the 
interval from 2000 to 2002 in the exhibit, which spans a vicious bear 
market. The superior performance of bonds succinctly  illustrates 
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why it can be so very useful to alter your organization ’ s debt-to-
equity ratio over the course of the business cycle. 

 As for how to play the debt-to-equity ratio optimizing game, 
consider that in the mid- and late stages of a business cycle expan-
sion, the stock market is typically in a strong upward bullish trend. 
At such times, the  “ currency ”  of an organization ’ s stock price is at 
its strongest. At such times, it is therefore far better to fund new 
expenditures — for instance, the acquisition of a rival — through the 
issuance of new stock shares rather than by taking on new debt. 
This is all the more true because during the mid- to late stages of an 
economic expansion, interest rates typically are rising in the related 
interest rate cycle along with stock prices. 

 Conversely, when the stock market has entered a downward 
bearish trend, interest rates are likely to fall, and debt is likely to be 
relatively cheaper. At such times, it is better to rely relatively more 
on debt than equity. 

 In addition, many organizations fi nd that buying back stock dur-
ing bear markets at a depressed price can yield a very high return 
on that investment. Using company cash to reacquire equity shares 
when they are undervalued not only helps provide more value to 
the remaining shareholders; it also helps support the company ’ s 
stock price. 

  Broadcom Finances with Equity, Conexant Loads Up on Debt 

 One of my favorite illustrations of the strategic use — and  misuse —
 of equity fi nancing versus debt fi nancing over the course of the 
business cycle is offered by the diverging paths of two cross-town 
rivals in Orange County, California: Broadcom and Conexant. Both 
of these semiconductor companies engaged in aggressive acquisi-
tion programs leading up to the 2001 recession, and, contrary to 
the buy-low Master Cyclist dictum, both paid premium prices for 
their acquisitions. 

 However, on the Master Cyclist side, Broadcom primarily used 
equity fi nancing and its own high-priced stock to fi nance its acqui-
sitions. In contrast, the Reactive Cyclist Conexant used heavy debt 
fi nancing. Predictably, when the recession hit, Conexant was all but 
crushed by its debt obligations and turned into a penny stock while 
Broadcom was able to weather the storm — its overpriced acquisi-
tions notwithstanding.   

 Optimizing Your Debt-to-Equity Ratio 163
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  OPTIMIZING YOUR SHORT- TO LONG-TERM DEBT RATIO 

 It is not just that the cost of debt relative to equity changes over the 
course of the business cycle and the related stock market and interest 
rate cycles. So, too, does the cost ratio of short-term to long-term debt. 

 This immutable law of bond market dynamics is clearly visible 
in Exhibit 22.2  . This exhibit compares short-term interest rates on 
Triple-A commercial paper to the long-term rates on Triple-A 10-year 
corporate bonds. 

 In this exhibit, you can see that during those periods in which 
the spread is the widest between the two rates — for example, in areas 
labeled A and B in the exhibit — it is better to rely more on relatively 
cheaper short-term debt. During such periods,  organizations can 
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cut their interest rate expenses by refi nancing some of the organiza-
tion ’ s long-term debt with short-term fi nancing. It is equally advanta-
geous to use short-term fi nancing for ongoing capital expenditures 
as a bridge to a period in which long-term rates will once again fall. 

 When the spread is relatively narrow between short- and long-term 
rates and rates are relatively low, that can be a good opportunity to 
lock in low long-term rates and thereby reduce strains on cash fl ow. 

 Two cases — one with considerable controversy — help illustrate 
the dynamics of optimizing the short- to long-term debt ratio to 
reduce fi nancing costs. 

  GE Gets Roundly — and Wrongly — Criticized by the  “ Bond King ”  

 In the wake of the September 11, 2001, terrorist attack, Federal 
Reserve chairman Alan Greenspan orchestrated a historic reduc-
tion in short-term interest rates. In fact, the Fed Funds rate was cut 
to near zero, making short-term money as close to free as it ever 
gets. Meanwhile, as you can see in Exhibit 22.2   during the interval 
marked by area B, the spread between short- and long-term debt 
signifi cantly widened. 

 During this interval, one of the companies that astutely and 
aggressively increased its reliance on short-term debt to take advan-
tage of low short-term interest rates and the widened spread was 
General Electric. In fact, GE increased its short-term debt to over 
$100 billion worth of commercial paper — an amount more than 
three times the normal rate (as measured by its bank line coverage). 

 For its efforts to minimize its fi nancing costs, GE got roundly —
 and quite wrongly — criticized by the so-called Bond King of Wall Street, 
Bill Gross. Bill Gross is the managing director of PIMCO, which 
runs the largest bond fund in the world; and when the Bond King 
speaks, he can move the stock price of a company sharply up or down 
with the same power as other luminaries such as Warren Buffett. 

 In this case, Gross wrongly accused GE and its chairman, Jeff 
Immelt, of using too much short-term debt to fund too many acqui-
sitions. In fact, what GE primarily was doing was seeking to mini-
mize its interest expenses during a period in which Immelt and his 
fi nance team correctly assumed that there would be no risk of any 
upward spike in short-term rates. 

 An example offered up in one of Bill Gross ’ s very own newslet-
ters illustrates the savings to be had by GE. Gross observed that if 
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166 How to Minimize Your Capital Financing Costs 

you move $11 billion from 6-1/2% long term debt to short term 
1-3/4% commercial paper, that ’ s a savings in annual interest 
expenses of about $500 million! 

 For Immelt ’ s efforts to cut GE ’ s interest expenses, GE share-
holders were nonetheless severely punished by the Bond King. On 
the day that Gross made his intemperate remarks, GE shares fell by 
fully 6% — a huge move for a blue-chip stock. This is a cautionary 
tale of what can happen when a bond expert tries to manage some-
body else ’ s company through the media.  

  Wachovia Leverages the Spread 

 Another cautionary tale, a tale concerning the now-fallen 
Wachovia, helps us conclude this chapter. Once America ’ s fourth-
largest fi nancial institution, Wachovia fell on its sword during the 
crash of 2007 to 2009. As we saw in Chapter 21, Wachovia ’ s disas-
trous buy-high purchase of Golden West Financial doomed it to a 
shotgun marriage with Wells Fargo. 

 This fatal miscue notwithstanding, Wachovia ’ s executive team 
was not without its Master Cyclist virtues, at least during the 2001 
recession. At that time, Wachovia strategically leveraged its short- to 
long-term interest rate spread even as it synergistically changed its 
product mix. On the spread issue, as the 2001 recession took hold 
and interest rates began to fall, Wachovia signifi cantly increased its 
short-term to long-term debt ratio. This alone shaved millions of 
dollars off the company ’ s debt costs. 

 In addition, with default risk rising, Wachovia decreased the 
total amount it had committed to unsecured loans and thereby 
increased its total dollar deposits. Wachovia thus was able to fund 
additional mortgage products with these increased deposits while 
mitigating risk. 4  

 It is important to cite Janus-faced cases like Wachovia because its 
2001 success juxtaposed against its crash-and-burn strategic  miscues 
leading up to the crash of 2007 to 2009 reiterates one of the most 
important fi ndings of my research:   

   Companies that do well in some areas of Master Cyclist management 
often perform abysmally in other areas.   
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 This insight underscores the critical importance of more broadly 
building a Master Cyclist organization with an appropriate structure, 
culture, degree of economic and fi nancial market literacy, and fore-
casting capability. Accordingly, this insight provides a natural segue 
to the fi nal part of this book, where we will learn more precisely how 
to build the Master Cyclist organization. By building such an organi-
zation, your organization can be Always a Winner.                    

Action Item

 Carefully review your organization ’ s debt-to-equity ratio over the last decade. 
Has your corporate fi nance team attempted to fi ne-tune that ratio to minimize 
its capital cost? Did your organization ever overburden itself with high-cost 
long-term debt that created signifi cant cash fl ow problems during recessions ? 
  Conduct a similar analysis of your organization ’ s short- to long-term 
debt ratio. Did your organization ’ s fi nance team take advantage of histori-
cally low short-term interest rates during the last two recessions to refi nance 
its long-term debt? 

 Optimizing Your Short- to Long-Term Debt Ratio 167
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23C H A P T E R

        Why Always a Winner 
Organizations Always Begin 
with a Strong Business Cycle 

Management Orientation            

  We all know the clich é  — and we all know the going ’ s been tough 
for a lot of companies in the past two years. Economies in recession. 
Sales flat. Confidence in American business down. So for years, 
we ’ ve been doing what Caterpillar people always do in tough times. 
Going. Leading. Responding. Adjusting. Adapting. Doing what it 
takes to keep our company strong and profitable . . .  . Because tough 
times or not, this company just keeps getting stronger, better and 
tougher all the time. 

  — Caterpillar 2002 Annual Report   

 Thus far in this book, we have armed ourselves with a powerful 
set of forecasting tools with which to anticipate movements and 
key turning points in the business cycle. Learning these forecast-
ing skills was Step One in the strategic business cycle management 
process 
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172  Strong Business Cycle Management Orientation

 In Step Two, we learned to apply a very powerful set of  battle- 
tested strategies and tactics over the course of the business cycle 
in response to our forecasting data. We also learned that it is 
through the application of such strategies and tactics that true 
Always a Winner organizations fi nd competitive advantage relative 
to rivals in an up-and-down economy and thereby achieve superior 
performance. 

 Now, in Step Three, one more critical task lies before us. For 
you to engage in truly effective strategic business cycle manage-
ment over the many different functional areas of the organization 
and over the longer term, it is critical that you learn to rebuild your 
organization to refl ect its new strategic intent. 

 In this regard, the reigning authority on both the necessity and 
virtue of organizations adapting to refl ect their changing strategy 
is the noted Harvard Business School historian Alfred Chandler. In 
his classic book  Strategy and Structure,  Chandler astutely noted that 
structure must always follow strategy. 1   

 The many scholars who have followed in Chandler ’ s erudite 
wake highlight the importance not just of a fi rm ’ s organizational 
structure but also its culture and broader strategic orientation as 
well as the defi ning characteristics of its executive team. 

 Following in this rich scholarly tradition and through the ben-
efi t of hundreds of case studies, I have learned that to become a 
truly effective strategic business cycle manager, an organization 
needs to possess these four characteristics: 

   1.   A strong business cycle management orientation  
   2.   An executive team that is highly literate about macroeconom-

ics and the financial markets  
   3.   An organizational structure that facilitates the flow of fore-

casting data and timely decision making  
   4.   An organizational culture that supports business cycle man-

agement activities    

 In this chapter, we focus on the fi rst characteristic — the overrid-
ing importance of a strong business cycle management orientation. 
Then in the next three chapters we sequentially tackle the topics of 
executive team literacy, a facilitative organizational structure, and a 
supportive organizational culture.  
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  WHAT IS A BUSINESS CYCLE MANAGEMENT 
ORIENTATION?  

  Great companies plan for, and prosper through, all economic
cycles. 

  — Richard Priory, CEO, Duke Energy   

 This quotation perfectly captures the essence of a business cycle 
management orientation in Always a Winner companies and lead-
ers. The term  business cycle management orientation  refers to the recog-
nition of the organization ’ s executive team that recessions represent 
not only potentially extreme dangers. More broadly, movements and 
key turning points in the business cycle represent potential sources 
of competitive and sustainable advantages as well as important deter-
minants of both the fl ow and stability of future earnings. 

 In fact, the incredible strategic opportunities that cyclical down-
turns present are always uppermost in the minds of executives such 
as Teruo Asada, president and chief executive of Marubeni, Japan ’ s 
fi fth-largest trading company. His mantra is simply:  “ Hard times 
often come hand in hand with opportunities. ”    2 

 In many ways, the opportunities that Always a Winner execu-
tives like Asada seek to capitalize on come about through a classic 
Darwinian struggle where only the fi ttest survive during a recession. 
This Darwinian struggle is evident in the words of Dan DiMicco, the 
chairman of Nucor Steel, who notes:  “ We intend to take advantage 
of the economic downturn to gain market share, penetrate new 
markets, and emphasize cost reductions. ”    3 

 Because of the strategic opportunities inherent in movements of 
the business cycle, executive teams with a strong business cycle man-
agement orientation are outwardly focused on broader macroeco-
nomic events. These teams seek a continuous infl ow of information 
from various forecasting resources, suppliers, and customers. In 
this way, a business cycle orientation helps the organization forecast 
future demand for both resource planning and strategic purposes. 

 In this process, every executive team with a strong business cycle 
management orientation fully understands the intimate connection 
between the trajectory of the economy and a fi rm ’ s bottom line. As 
the chief fi nancial offi cer of Arden Realty once succinctly put it:  “ The 
monitoring of the health of the economy is essential to our success. ”    4 
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174  Strong Business Cycle Management Orientation

 Beyond an overriding awareness of business cycle movements 
and the strategic opportunities that recessions in particular present, 
a strong business cycle orientation also emphasizes this critical point:   

Truly effective strategic business cycle management is ultimately a 
learning process based on an organization ’ s cumulative experience 
with dealing with past adversity.

Even if some organizations are able to strategically manage the 
business cycle in some functional areas of the corporation, such as 
marketing or human resources, these organizations may  not  be able 
to transfer those business cycle management skills to other func-
tional areas of the fi rm, such as corporate fi nance or supply chain 
management.

 Because it learned from past recessions, the former  “ tractor ”  
company Caterpillar became much more diversifi ed and business 
cycle savvy. As a result, its executive team can now boast, as it did 
in the 2002 Annual Report:  “ We are no longer a victim of the same 
business cycles we experienced in the past. ”  

 As to why past recessions can be such a transformative learning 
tool for the business cycle – oriented organization, Leonard Jaskol, 
the former chief executive and chairman of Lydall, offers this com-
pelling metaphor:

  Recessions teach companies to be prepared even during the 
good times, because a recession is like a battle — when you ’ re 
in it, it ’ s almost too late to start training for it; if you ’ re not pre-
pared for it, you will pay for it.    

  WHY A STRONG BUSINESS CYCLE MANAGEMENT 
ORIENTATION MATTERS 

 One of the most important reasons why a strong business cycle 
management orientation matters may be found in one of the most 
important and powerful conclusions of my Master Cyclist Project 
research:   
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 This conclusion may at fi rst seem counterintuitive. After all, if 
an organization is good at managing the business cycle in one area, 
shouldn ’ t it be good at managing in other areas? 

 In fact, the inability of many organizations to transfer strategic 
business cycle management skills across their functional areas is a 
problem fully consistent with the academic literature on the diffi -
culties of knowledge transfer within organizations.5    This problem is 
also fully consistent with the well-known functional silo structure of 
most corporations that helps wall off the different functions from 
each other. 

 From an academic perspective, such compartmentalized, silo-
like behavior clearly fi ts the pattern of localized learning described 
by Richard Cyert and James March. These famous Carnegie Mellon 
professors found strong evidence that fi rms respond to problems 
identifi ed in a particular area by searching for solutions in that 
area. However, these fi rms may not be able to generalize that solu-
tion to other areas of the fi rm.6    

 In a strategic business cycle management context, a fi rm thus 
may search for a solution to the excess inventories that often accu-
mulate during a recession. This search may, in turn, lead to more 
sophisticated inventory management that will lead to better inven-
tory control in the next recession. It doesn ’ t necessarily follow, how-
ever, that the lessons and techniques learned in the supply chain 
management shop will transfer over to the marketing and human 
resources departments. 

 A classic case in point involves the high-tech Internet router 
king Cisco Systems. After Cisco ’ s executive team had to write down 
the value of its inventories by more than $2 billion during the 2001 
recession, the company ’ s supply chain managers moved to a more 
business cycle – sensitive, real-time supply chain management system. 
These reforms do not appear, however, to have permeated across 
the whole corporation. 

 In fact, the case study research of the Master Cyclist Project abounds 
with examples of companies that successfully executed business cycle 
management strategies in one functional area of the fi rm but failed 
miserably in other areas. 

 The case of Wachovia in Chapter 22 aptly demonstrated this 
point. Other companies that have successfully executed Master 
Cyclist strategies during the 2001 recession but that stumbled badly 
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managing through the crash of 2007 to 2009 include the world ’ s 
cement king Cemex, the once-proud and mighty Countrywide 
Financial, and KB Home.   7 What all of these companies ultimately 
lacked was a strong business cycle management orientation to carry 
them through multiple turns of the business cycle.           

c23.indd   176c23.indd   176 7/3/09   10:12:10 AM7/3/09   10:12:10 AM



177

24C H A P T E R

   How Every Executive Team
Can Boost Its Economic and

Financial Market Literacy           

 O ver the last 20 years, I have taught thousands of executive 
MBA students and addressed thousands more top executives in a 
wide variety of public forums. During this time, I have never failed 
to be astonished by the widespread lack of economic and fi nancial 
market literacy among a signifi cant fraction of America ’ s executive 
corps. 

 This is hardly a subjective assessment. At the beginning of 
my executive MBA classes and before I even begin teaching my 
classes on macroeconomics and managing the business cycle, I 
regularly benchmark my students with an economic and fi nancial 
market literacy test. This objective test consists of relatively sim-
ple questions about basic macroeconomic principles, such as the 
difference between fi scal and monetary policy, the relationship 
between infl ation and interest rates, and the difference between 
cost-push versus demand-pull infl ation. Invariably, many of the 
scores logged by the students — many of them top executives at 
their companies — are far closer to the 50% fl unking range than 
the 100% A range. 

 I also get the very same  “ lack of literacy ”  result when I speak 
before large corporate audiences — even when I speak to highly 
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sophisticated groups of investors or chief executive offi cers. Again, 
this is not a subjective judgment. 

 To measure economic and fi nancial market literacy objectively 
at these speeches, I regularly use an audience response system that 
allows me to poll the audience on such concepts as the difference 
between leading and lagging economic indicators, the relationship 
between bond prices and bond yields, and the difference between 
fi xed and fl oating exchange rates — all concepts that must be under-
stood in order to properly manage either money or companies over 
the course of the business cycle. Invariably, many participants score 
quite low on the literacy scale.  

  WHAT ACCOUNTS FOR AMERICA ’ S LOW 
LEVEL OF LITERACY? 

 Over many years, I ’ ve thought a lot about this problem of the low 
level of economic and fi nancial market literacy within America ’ s 
executive corps. In fact, the existence of this problem is just one 
of the many reasons why I sat down to write this book. My strong 
view is that if the United States is going to prosper over the longer 
term, it is critical that its executives have a much more sophisticated 
understanding of the business cycle and, more broadly, interna-
tional economics and fi nance. 

 As to why there is a relatively low level of macroeconomic and 
fi nancial market literacy among the American executive corps, I 
believe there are several important factors at work. One such factor 
is the relative lack of business cycle volatility during the formative 
years of many of America ’ s top executives. 

 In this regard, many of the older top executives running compa-
nies in today ’ s turbulent times were young men and women in mid-
dle management positions during the 1990s. This was a decade in 
which America had the longest economic expansion in its history; 
and these halcyon days were the executives ’  formative years. 

 Unfortunately, the lack of signifi cant business cycle volatility 
during this halcyon period signifi cantly reduced the executives ’  
incentives to learn about the business cycle — and they are now 
paying a very heavy price. Of course, today, the situation is exactly 
reversed. Now there is a great hunger for a deeper understanding 
of the extremely volatile macroeconomic environment within which 
businesses operate. 

c24.indd   178c24.indd   178 7/3/09   10:12:29 AM7/3/09   10:12:29 AM



 A second major factor that accounts for a general lack of eco-
nomic and fi nancial market literacy is the failure of MBA education 
in this country. Here the problem is that many of America ’ s top 
business schools don ’ t even require the teaching of macroeconom-
ics in their core curriculum. This problem is further compounded 
by the dominance of corporate fi nance departments at most major 
business schools and the prevailing random-walk dogma that most 
corporate fi nance professors still myopically cling to — despite a 
mountain of evidence that both the business cycle and the stock 
market can be forecast and managed.  

  HOW TO RAISE AMERICA ’ S LITERACY BAR 

 Regardless of why far too many members of America ’ s business 
executive corps may be characterized by a relatively low level of eco-
nomic and fi nancial market literacy, it is critical that the literacy bar 
be raised. To raise this bar requires both a commitment to the daily 
discipline of reading the fi nancial press and a longer-term commit-
ment to training programs that systematically upgrade the business 
cycle management skills of the executive team. 

 In reading the fi nancial press, it is essential for every business 
executive to very  quickly  and  intelligently  read at least three newspa-
pers a day: the  Wall Street Journal,  the  Financial Times,  and  Investor ’ s 
Business Daily.  I also recommend a weekly read of the  Economist  for 
the latest in global fi nancial news. (I don ’ t mean to diminish the 
importance of other fi ne publications, such as  BusinessWeek, Forbes, 
Fortune,  and so on. I ’ m just suggesting one way busy managers can 
conduct a fi nancial press triage.) 

 With regard to my required reading publications, the  Wall Street 
Journal  is the preeminent fi nancial newspaper in the United States. 
The  Financial Times,  which is a U.K. newspaper, provides a more glo-
bal perspective of the international fi nancial and economic news. 
Together with the weekly  Economist,  also from the United Kingdom, 
these news publications are essential reading in today ’ s global busi-
ness environment. 

 As for  Investor ’ s Business Daily,  this newspaper will help you parse 
the economic news more specifi cally through the lens of the fi nan-
cial markets. It  s  “ Big Picture ”  daily column is worth the price of the 
subscription alone; it provides a succinct analysis of how the day ’ s 
economic news may have moved the fi nancial markets. 

  How to Raise America ’ s Literacy Bar  179
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  Read Quickly and Intelligently! 

 Now please note that I didn ’ t just say to read these publications. 
I said to read them both  “ very quickly ”  and  “ intelligently. ”  These 
two distinctions are extremely important. 

 By  “ very quickly, ”  I mean that you need not read every word of 
every article in every section of these publications. Rather, your goal 
should be to skim them quickly and read more closely only those 
articles that are germane to the mission of managing your company 
and, more broadly, the business cycle. This means you must learn to 
skim these newspapers with an eagle eye and an ability to focus in a 
laserlike fashion on articles that may be of particular interest. 

 For example, in my own daily discipline of reading these pub-
lications, it takes me no more than 20 minutes a day. That would 
seem to be a reasonable standard as I am by no means a speed 
reader. 

 Now, what do I mean by reading these publications  “  intelligently ” ? 
This is also a very interesting distinction. 

 In my own experience teaching top executives in my MBA 
classes, it has become clear that many who regularly read the fi nan-
cial press do so without a complete understanding of what they are 
reading. The central problem is that these executives may think 
they know exactly what is going on in the story. However, when 
pressed to explain a story in my classroom, many have diffi culty 
doing so. To see what I mean, consider this short and seemingly 
simple passage from a story that appeared in the  Financial Times  
about the possibility that the Arab state of Qatar in the Middle East 
might depeg its currency from the dollar.

  Qatar is reviewing its currency policy and could revalue or 
drop the dollar peg as the booming Gulf state struggles to 
tame inflation while the US reduces interest rates to head off a 
recession . . .  . Qatar is constrained in its fight against inflation 
because the dollar peg forces it to track US monetary policy.      1

 On the surface, this does indeed seem like a pretty simple pas-
sage. But how exactly would dropping the dollar peg help Qatar 
fi ght infl ation? And why does the dollar peg force the Qatar ’ s 
central bank to  “ track US monetary policy ” ? To answer these 
 questions — and to understand the broader strategic implications of 
this story for your organization — you actually have to know quite a 
bit of macroeconomics. 
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 For starters, you have to understand the difference between fi xed 
and fl oating exchange rates, how countries with fi xed exchange rates 
maintain their pegs, and, of course, just what a peg is. You also must 
understand that when the Federal Reserve cuts interest rates in the 
United States, foreign capital tends to leave the United States for 
places like Qatar, and such foreign investment tends to drive up the 
value of Qatar ’ s currency. To counter this upward pressure, Qatar ’ s 
central bank will have to match the interest rate cuts of the Federal 
Reserve with interest rate cuts of its own. 

 Note, however, that in the process of making these interest rate cuts, 
Qatar will, in effect, be increasing its money supply. This increase in 
its money supply will, in turn, increase domestic demand and thereby 
create infl ationary pressures. This is why Qatar often hates it when 
the United States Federal Reserve cuts interest rates. It is also why 
Qatar is being forced to reevaluate its fi xed peg policy. 

 On top of all of this, to parse the implications of this story com-
pletely, it would also be useful to know that in order to maintain the 
dollar peg, Qatar would likely have to take many of the export dol-
lars it earns from the United States through the sale of oil and recy-
cle those dollars back into the U.S. bond market. In this way, Qatar 
bids up the price of the dollar in international exchange markets 
and thereby helps maintain its own peg. 

 Of course, when Qatar buys U.S. Treasury bonds to maintain 
its dollar peg, this helps keep interest rates low in America. This is 
because Qatar ’ s increased demand for U.S. bonds drives up bond 
prices. Because bond prices are inversely related to bond yields, 
Qatar ’ s purchase of U.S. bonds therefore helps push down bond 
yields and interest rates. And by the way, because world oil prices are 
denominated in dollars, when the U.S. Federal Reserve cuts interest 
rates, this also drives up oil prices. However, when pegging its cur-
rency to the dollar, Qatar doesn ’ t really benefi t from this spike in oil 
prices because the spike is offset by the falling value of its currency. 

 Now, if you knew all of these things in reading this passage, it 
would soon become very apparent why a small little story on the 
back pages of the  Financial Times  might have a very big impact 
on the management of your company. In particular, if Qatar and 
other oil-rich Gulf states were to abandon the dollar peg and allow 
their currency to fl oat, this would simultaneously cause the dol-
lar to plunge, interest rates in the United States to spike, and oil 
prices to fall. 

  How to Raise America ’ s Literacy Bar  181
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 If your organization is in a capital-intensive industry that 
requires large amounts of borrowing, this spike in interest rates 
from Qatar ’ s depegging would put a severe cramp in your organi-
zation ’ s ability to access low cost capital. If, however, your com-
pany depends on selling exports to the rest of the world for its 
livelihood, this plunge in the dollar would be good news because 
it would improve your competitive advantage in the international 
marketplace. 

 The broader point I ’ m trying to make here is that the daily 
fi nancial press is chock full of clues about coming business cycle 
and economic trends that may affect your organization ’ s bottom 
line. Only if you are able to understand the broader economic and 
fi nancial context within which these clues appear will you be able 
to make the appropriate forecasts, draw the appropriate conclu-
sions, and apply the appropriate business cycle management strat-
egies. The key to being able to do all of this is boosting your own 
economic and fi nancial market literacy.   

 UPGRADING YOUR ORGANIZATION ’ S LITERACY 

 Beyond changing your individual behavior to cultivate the daily 
 discipline of reading the fi nancial press, it is critical that your 
organization take appropriate steps to both share economic insights 
among executive team members and upgrade the literacy of the 
executive team. It follows that both formal weekly meetings and 
informal discussions to discuss the emerging economic news from a 
strategic perspective should be a staple of your organization ’ s regu-
lar calendar. In an asynchronous world increasingly dominated by 
Internet communication, a healthy fl ow of e-mail correspondence 
on economic and fi nancial market issues is likewise desirable. 

 In terms of upgrading the literacy of your organization and its 
executive team, I also strongly recommend regular training programs 
to enhance economic education. These programs can be conducted 
in-house — the teachers and trainers can come to you. Alternatively, 
your organization may want to develop a relationship with a local 
business school to provide such executive education. 

Regardless of how you go about boosting the economic and 
fi nancial market literacy of your organization, these are just a few of 
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the things that every business cycle management strategist should 
be able understand:  

•   How fiscal and monetary policies work  
•   The possible effects of open market operations by the Federal 

Reserve on foreign investment flows, long-term interest rates, 
and currency values  

•   The critical relationships among productivity, growth, and 
inflation  

•   The differences among leading, lagging, and coincident 
indicators  

•   Why the stock market is a leading indicator of the business 
cycle  

•   Why the bond market ’ s yield curve is one of the best forecast-
ing tools available  

•   How trade deficits reduce economic growth and jobs in the 
deficit country  

•   Why oil price shocks, Federal Reserve rate hikes, a falling 
stock market, and a flattening yield curve all provide strong, 
albeit imperfect, signals of recession  

       

Action Item

 If you do not already do so, subscribe to the  Wall Street Journal,  the  Financial 
Times, Investor ’ s Business Daily,  and the  Economist  and begin the daily disci-
pline of reading these publications. If you are a chief executive of an organi-
zation, make the decision to provide free subscriptions of these publications 
to all members of your top management team. In addition, provide free 
copies of these publications in all public areas where managers congregate, 
such as the coffee room and the cafeteria. More broadly, explore training 
programs for your organization that can be administered either in-house or 
through your local business school.   

  Upgrading Your Organization ’ s Literacy  183
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25C H A P T E R

   Why a Facilitative Structure
Must Follow Your Business

Cycle Management Strategy            

  Strategy is based on matching opportunities and capabilities. 
Capabilities reside in a firm ’ s shared know-how, and firm
structure serves to mobilize a firm ’ s capabilities in pursuit 
of opportunities. 

  — Professors David Baron and David Besanko   

T his astute observation aptly underscores the critical relationship 
between a fi rm ’ s organizational structure and its implementation 
of various strategies   .1 The question before us in this chapter is just 
what  kind  of structure must your organization develop to strategi-
cally manage the business cycle effectively and effi ciently over the 
longer term. The answer may be found in three specifi c structural 
dimensions. 

   1.   Your organizational structure must facilitate the timely acqui-
sition, processing, and dissemination of forecasting infor-
mation. This information must flow freely and swiftly both 

185
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186 Follow Your Business Cycle Management Strategy

vertically  up and down the chain of command and  horizon-
tally  across the many functional areas of the firm. To put this 
dimension most simply:    

An accurate forecast is only as good as the managers that it reaches.

   2.   Your organizational structure must facilitate the equally 
timely, synergistic, and integrative implementation of strate-
gic business cycle management principles. In many cases, this 
will require tearing down the functional silo walls that char-
acterize most organizations.  

   3.   Both your forecasting and strategy-setting capabilities must 
be integrated across the firm and not segregated in separate 
shops far from the centers of power and command.     

  GETTING YOUR VERTICAL DIMENSION RIGHT 

 Vertically, your organization must be structured so that all available 
information related to both forecasting the business cycle and stra-
tegically managing that cycle can move freely and swiftly both up 
and down the chain of command — from the shop fl oor to the exec-
utive suite and back again. The failure to eliminate organizational 
friction in this vertical dimension often means the failure to act in 
a timely way on what might otherwise be quite accurate forecasting 
information within your organization ’ s own borders. 

 We have already seen this problem of trapped information 
briefl y illustrated in the case of the once-high-fl ying chip maker 
Conexant. A more detailed recounting of this story is critical to 
understanding the importance of a facilitative organizational 
structure. 

  Conexant ’ s Middle Managers Get Trapped in a Cone of Silence 

 In the months leading up to the 2001 recession, middle manag-
ers at Conexant ’ s supply chain management shop saw that invento-
ries at the company ’ s distributor locations and in Taiwan were going 
up, that wafer supplies were becoming plentiful in Asia as capacity 
factors were going down, and that customers were no longer com-
plaining if an order was shipped a few days late. 
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 While these internally observed industry indicators all strongly 
signaled that both the business cycle and semiconductor cycle were 
turning down, Conexant ’ s top management team nevertheless 
did not act on this information. Instead, the top team embraced a 
much rosier forecast and then locked the company into very costly 
take-or-pay deals with suppliers predicated on what would turn out 
to be its overly optimistic forecasts. 

 Ironically, when the company experienced large losses, Conexant ’ s 
chief executive offi cer blamed it on  “ the deepest, most abrupt 
business reversal in the history of the semiconductor industry ”  —
  seemingly oblivious to the warning signs emanating from within 
his own company. In fact, the real culprit in Conexant ’ s dismal per-
formance over the course of the recession was an organizational 
structure that lacked adequate communications channels across 
the various layers of management and an overly centralized deci-
sion-making process that ignored vital information from its own 
functional areas.      2

  GETTING YOUR HORIZONTAL DIMENSION RIGHT 

 Horizontally, your organization must be structured so that all 
available information related to both forecasting the business 
cycle and strategically managing that cycle can fl ow equally freely 
and swiftly across the various functional areas of the fi rm — from 
marketing, human resources management, and capital fi nance, 
to supply chain management, mergers and acquisitions, and risk 
management. Unfortunately, far too many organizations are hor-
izontally structured as walled functional silos that report to a top 
management team. These functional silo walls, which often are 
quite high and unscalable, signifi cantly impede the horizontal 
fl ow of information across functions and doom an organization 
to business cycle management failure — even when some func-
tional areas of the organization are quite skilled at managing the 
business cycle. 

 To see the problem, consider a typical organizational chart in 
which a CEO oversees a set of separate boxed functions organized 
horizontally next to one another. Across these boxes, Jack runs the 
human resources management department. Jill runs the produc-
tion department. Jorge is in charge of mergers and acquisitions. 
And so it goes across the various functional areas. 

 Getting Your Horizontal Dimension Right 187
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188 Follow Your Business Cycle Management Strategy

 This kind of organizational structure may make sense for any 
number of reasons. However, these high-walled functional silos not 
only prevent the synergistic and integrative application of strategic 
business management principles across the organization. They also 
drastically impede the transfer of business cycle management skills 
and knowledge across the functional areas. 

 Consider the problem of synergy. Even if the supply chain man-
agement shop accurately foresees a recession on the horizon and 
begins to ramp down its production, a very fast-moving recession 
still may lead to unwanted inventory buildups. In such cases, the 
marketing department could pitch in and help trim these unwanted 
inventories with a set of price promotions and increased advertis-
ing. However, if the two departments arrayed horizontally on the 
organizational chart are not used to working together on business 
cycle management issues, this coordination of Master Cyclist strat-
egy is unlikely to happen. 

 An even bigger problem with the functional silo organizational 
structure is that the highly valuable strategic business cycle manage-
ment skills and knowledge of one unit, such as fi nance or account-
ing, may not be readily transferred to other functional areas, such 
as marketing or human resources management. Time and time 
again, in my case study research, I have seen precisely this problem. 
As my colleague Phil Bromiley has trenchantly noted:   

“Companies that may excel in one area of strategic business cycle 
management often fail miserably in others. This is because high func-
tional silo walls have prevented the appropriate skill and knowledge 
transfer.”

 Only by breaking down your organization ’ s functional silo walls 
will you be able to strategically manage the business cycle across the 
entire organization.  

  INTEGRATE! DON ’ T SEGREGATE! 

 The third major structural characteristic of the Always a Winner 
organization is a set of integrative, rather than segregated, forecasting 
and strategic management capabilities. All too often, the economic 
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forecasting shop is tucked away in some far dark corner of some faraway 
building, and the members of that forecasting team have little or no 
access to the top executive suites or the managers running the various 
departments. Isolating the forecasting team creates an  “ out of sight, out 
of mind ”  problem even as it limits forecasting team access to decision
makers. 

 A similar problem arises with the strategy function. Here, again, 
many companies view the formulation and implementation of strat-
egy as a separate and segregated function rather than an integrative 
one. In such organizations, the strategy team may fail to elicit the 
appropriate amount of coordination and support from the various 
functional units. 

  DuPont Offers a Structural Archetype 

 One company that never makes this kind of mistake, and that 
has learned over time to build an organizational structure that 
facilitates its strategic business cycle management activities, is the 
chemical giant DuPont. 

 In fact, DuPont is one of very few major corporations that still 
maintains its own team of economists. It has also built an extensive 
set of forecasting models, has very formal channels of communica-
tion across its business units to process and disseminate the infor-
mation, regularly communicates to shareholders the role of the 
business cycle in determining earnings performance, and is led by 
a management team with the clear authority to respond quickly to 
the onset of a new business cycle event. 

 Perhaps not coincidentally, DuPont tends to perform well over 
all phases of the business cycle — despite the highly cyclical nature 
of its operations. Perhaps not surprisingly, it was one of the few 
major corporations in America that could issue a statement like this 
during the depths of the 2007–2009 crash:

  DuPont begins 2009 with a strong balance sheet after deliver-
ing $3.1 billion cash from operations and $1.1 billion in free 
cash flow in 2008. DuPont ’ s strong balance sheet provides us 
with ample liquidity and low funding cost, which is a source of 
competitive advantage [and] the company is well-positioned 
beyond the recession and confident in its long-term growth 
strategies, which remain intact.      3

  Integrate! Don ’ t Segregate!  189
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190 Follow Your Business Cycle Management Strategy

 The bottom line in this chapter is that building an organizational 
structure that is fully capable of supporting your strategic business 
cycle forecasting and management activities is absolutely critical to 
the long-term success of your organization. Time spent on this criti-
cal task will be time very well spent indeed.       

  

Action Item

Conduct your own organizational structure analysis based on the checklist 
implied by this chapter.
 Determine whether strategic business cycle management information 
can fl ow freely up and down the chain of command and across the func-
tional areas.
  Identify ways to improve this fl ow.
  Assess whether your organization has segregated or integrated its fore-
casting and strategy teams.
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26C H A P T E R

   Why a Supportive
Organizational Culture Is

Essential to Always Being a Winner            

  Co-founder Gordon Moore came up with three rules of 
recessions that have become ingrained in Intel ’ s culture. 
They are: Economic downturns always end. Some companies 
emerge from recessions stronger than before. You can ’ t save 
your way out of a recession. 

   —BusinessWeek   

T his passage from a feature article on the world ’ s largest semi-
conductor developer and manufacturer, Intel, helps emphasize the 
 critical importance of an organizational culture infused with a strong 
awareness of the business cycle and the opportunities it presents.  

  A TALE OF TWO CULTURES 

 In fact, when it comes to cultivating a supportive organizational 
 culture for its strategic business cycle management activities, no 
company does it better than Intel — except perhaps the big-rig truck 
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192    Culture Is Essential        to Always Being A Winner

manufacturer Paccar and the lowest-cost, most profi table steel com-
pany in the world, Nucor.    1

  Paccar Warns Early of the Pain 

 Truck manufacturer Paccar operates in one of the most cyclical of 
industries. Nevertheless, the company has been able to turn a profi t 
consistently for almost 70 years. As evidence of both its business cycle 
orientation and its high degree of business cycle literacy, Paccar ’ s top 
management team has adopted a strategy of geographically diversi-
fying risk. Paccar ’ s team also closely follows key  industry indicators 
(e.g., freight tonnage) and prides itself on its almost accordionlike 
ability to ramp up and ramp down its production at the fi rst sign of 
recovery or recession. 

 A major part of Paccar ’ s nimbleness may be attributed to the 
company ’ s own pragmatic and supportive organizational culture. As 
one assembly line operator described it:  “ Workers appreciate how 
[executives] don ’ t go into denial or stonewall when a downswing 
is coming. They are frank and open about cuts, and  . . .  relations 
between the company and its unions seem to be good. ”      2

 To build this supportive culture from the ground up, at every 
new employee orientation, workers are warned that the truck busi-
ness is cyclical and some layoffs are almost inevitable. It is in large 
part because of this early warning and frankness that once the econ-
omy recovers, loyal workers typically fi nd their way back to Paccar ’ s 
factories rather than those of the competition. In this way, Paccar ’ s 
organizational culture allows it to retain much of its highly skilled 
workforce even though many of its members are laid off periodi-
cally. The cultural payoff: considerable savings in recruitment and 
training costs and its accordionlike ability to control labor costs 
during downturns.  

  Nucor Shares the Pain  

  Nucor has a long-standing tradition of emerging from cyclical 
downturns stronger than before entering them. 

  — Dan DiMicco, Chairman, Nucor Steel   

 In 1965, a company called the Nuclear Corporation was facing 
bankruptcy. Rather than sink into oblivion, this manufacturer of 
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nuclear instruments and electronics reinvented itself as an innova-
tive steelmaker and eventually renamed itself Nucor Steel. 

 Nucor ’ s company-saving innovation was its pioneering embrace 
of  “ minimill ”  technology. Unlike traditional iron ore mills that make 
steel from scratch, minimills produce steel by melting recycled fer-
rous scrap in electric arc furnaces. Not only are the minimills smaller, 
less costly to build, and more effi cient than traditional mills. Their 
smaller size and modularity allows minimills to be built closer to their 
customers. 

 Today, partly on the strength of its minimill model, Nucor rightly 
boasts that it is the safest, highest-quality, lowest-cost, most produc-
tive, and most profi table steel company in the world. However, what 
is most impressive about the company from an Always a Winner per-
spective is Nucor ’ s uncanny ability to profi tably navigate through 
the up-and-down movements of the business cycle. One important 
key to its success is its  “ share the pain ”  organizational culture that is 
every bit as innovative as its minimill technology. 

 With share the pain, and in direct contrast to Paccar, which 
quickly lays off employees as the business cycle turns down, Nucor 
has adopted just the opposite policy. It promises its workers there 
will be no layoffs. However, just like Paccar, Nucor is able to shave 
its labor costs during downturns; and it does so in two ways. 

 First, all employees — from the production line to the  executive 
suite — willingly take pay cuts. In addition, as a morale booster for 
production workers, Nucor allocates the pay cuts according to a 
 “ progressive ”  schedule: Executives earning higher salaries take 
larger pay cuts on a percentage basis. 

 Second, all employees willingly accept cutbacks in the number 
of hours worked. In addition, in a strategy highlighted in Chapter 17, 
the company also cross-trains its workforce so that it can be shifted 
to other functions, such as maintenance or modernization efforts, as 
downturns occur. The net result is that Nucor is able to taper its labor 
costs very effectively and weather recessions without loss of produc-
tive capacity. 

 More broadly, what is so very interesting about the contrasting 
cases of Paccar versus Nucor is that each company possesses the 
very same ability to trim labor, production, and inventory costs, 
but this goal is achieved in a completely different fashion — with a 
 supportive organizational culture in each company being the com-
mon thread. 

 A Tale of Two Cultures 193
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194    Culture Is Essential        to Always Being A Winner

 The bottom line of this chapter is that culture counts big time when 
it comes to the a fi rm ’ s bottom line over the course of the business 
cycle. Companies that build a business cycle orientation and aware-
ness into the fabric of their companies reap huge dividends rela-
tive to their rivals whenever recessionary times come around — and 
recessions always come around.         

              

Action Item

 Evaluate your organizational culture within the context of this question: 
Does your organization ’ s culture help you manage your labor and produc-
tion costs during economic downturns in a way that builds up, rather than 
tears down, the morale of your employees? If not, how might your organiza-
tional culture be improved?   

c26.indd   194c26.indd   194 7/3/09   10:14:02 AM7/3/09   10:14:02 AM



27C H A P T E R

          How to Protect Your 401(k)
in an Up-and-Down Stock Market          

 Before we move on to the conclusion of this book, I would like 
to offer you this bonus chapter about how to manage your stock 
market investments over the course of the business cycle. At fi rst 
glance, the subject of this chapter may seem tangential to the task 
of strategically managing the business cycle. However, what this 
chapter does is further illustrate the critical importance of the 
stock market as one of the most important leading indicators of the 
 business cycle. 

 If this is not enough motivation for you as a business executive 
or manager to want to explore the topic of strategic money man-
agement, I would also note that it was not just small retail inves-
tors who lost more than 30% of the value of their portfolio in the 
2008 market crash. Many business executives experienced similar 
losses to their 401(k) plans that now threaten to delay, or perhaps 
even derail, retirement. For these reasons, this chapter — tangential 
though it may initially seem — ultimately may prove to be one of the 
most valuable in this book.  

  WHY BUY-AND-HOLD INVESTORS ARE 
WALL STREET ’ S LAMBS TO THE SLAUGHTER  

  While buying and holding S & P 500 Index funds worked very well 
during the great bull market run of the 1990 ’ s, they quickly gave 
up their gains during the two significant stock market declines that 
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196 How to Protect Your 401(k) in an Up-and-Down Stock Market

followed.  . . .  The buy-and-hold strategy for this period produced 
terrible returns. 

  —  San Francisco Business Times,  January 30, 2009   

 Let ’ s begin the topic of strategically managing money over the course 
of the business cycle with this pointed question: Why did so many 
investors lose more than 30% of the value of their portfolio in the 2008 
crash? The answer lies in the bankrupt prevailing paradigm of port-
folio construction peddled by a cynical Wall Street to a gullible Main 
Street — the tired and tattered investment philosophy of buy and hold. 

 The essence of buy and hold is that if you buy a portfolio of so-
called diversifi ed stocks and hold them long enough, you will earn 
an annual rate of return robust enough to signifi cantly grow your 
wealth and meet your retirement needs. One of the obvious fl aws 
in the buy and hold approach is this:   

The annual rate of return you actually will earn over time on a buy-
and-hold portfolio is extremely sensitive to your market entry point.

 On one hand, if you construct your diversifi ed portfolio near 
a market bottom at the beginning of a long bull run, you have a 
pretty good chance of earning a decent return over the next 10 
to 20 or 30 years. If, on the other hand, you happen to construct 
your diversifi ed portfolio near a market top and the onset of a bear 
market plunge, your portfolio may spend most of its buy-and-hold 
investment life simply trying to overcome its initial early losses. 

 The extreme sensitivity of the performance of a buy-and-hold 
portfolio to its market entry point is illustrated in Exhibit 27.1  . This 
exhibit traces the annual stock price appreciation of the Standard 
 &  Poor ’ s (S & P) 500 Index. This index is used because it represents 
the most broadly diversifi ed representation of the stock market and 
thus the ideal buy-and-hold portfolio for the average investor. 

 In the exhibit, you can see that if you had entered the market 
in January 1993 at point A, just before the longest bull run in stock 
market history, and held that portfolio right through January 2009 
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Exhibit 27.1 Why Buy-and-Hold Investing Is a Crapshoot

at point D, the buy-and-hold approach would have delivered on its 
promise. Specifi cally, you would have earned a reasonably robust 
return of 11% a year. That ’ s the good news. 

 The bad news is that if you had entered the market well into 
the 1990s bull market, say during September 1998 at point B in the 
exhibit, your annual rate of return would have been a big fat 0% a 
decade later in 2008. That ’ s obviously not the yellow brick road to a 
prosperous retirement. 

 Now for the worst news: Suppose, instead, that you had entered 
the market at point C in the exhibit in March 2000. If you had held 
on to your portfolio over the gut-wrenching roller-coaster ride of 
fi rst a bear market plunge then a bull market recovery and then 
another bear market plunge, your annual rate of return would actu-
ally have been negative — a gut-wrenching  – 4% a year.  

 Lambs to the Slaughter 197

c27.indd   197c27.indd   197 7/3/09   10:14:19 AM7/3/09   10:14:19 AM



198 How to Protect Your 401(k) in an Up-and-Down Stock Market

  BUY AND HOLD IS ONLY A PARTIAL
INSURANCE POLICY 

 Of course, the reason why the performance of your buy-and-hold 
portfolio is so sensitive to your market entry point is that, by its very 
design,  the buy-and-hold portfolio offers you absolutely no protection from 
business cycle risk . To put this another way, by design, the traditional 
buy-and-hold portfolio protects you only against so-called diversi-
fi able or unsystematic risk — not the broad market risk associated 
with recessionary downturns that always go hand in hand with bear 
markets. 

 Diversifi able or unsystematic risk is that risk associated with 
a particular  company  or with the  sector  that a company operates in. 
Regarding company risk, some companies simply perform worse 
than others because of factors such as bad management, lack of 
access to adequate resources, or the failure to innovate. 

 With sector risk, all of the companies operating in a sector or 
industry may fall prey to the same kind of misfortune. For exam-
ple, the semiconductor industry may overbuild capacity during 
an economic expansion. The resultant glut of chips then forces 
down prices and profi t margins and eventually the stock prices of 
chip companies — even if the economy is booming. Changes in the 
world trade regime, domestic tax policy, population demographics, 
or consumer tastes may punish or reward a particular sector and 
particular companies as well. For instance, despite the downturn 
from 2007 to 2009, the healthcare business continued to experi-
ence record growth due to the demands of the aging baby boomer 
population. 

 The buy-and-hold portfolio approach helps diversify these 
company- and sector-specifi c risks by including companies and 
sectors likely to move in the opposite direction from one another 
over time. In the typical teaching example, the buy-and-hold 
portfolio may have one set of holdings in the umbrella indus-
try and another in the suntan lotion industry. Instead of hold-
ing one biotechnology stock, it may hold the whole sector in an 
exchange-traded fund. 

 Most broadly, the best way to completely diversify diversifi able 
risk is simply to hold the broad market, for example, by holding a 
mutual fund or exchange-traded fund representing the S & P 500 
Index.  
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  A BUY AND HOLD PORTFOLIO DOES NOT 
PROTECT YOU FROM BUSINESS CYCLE RISK! 

 While holding the broad market may do an excellent job of pro-
tecting your portfolio from diversifi able company and sector risks, 
 it does nothing whatsoever to protect you from the market risk associated 
with holding a portfolio through the up-and-down movements to the busi-
ness cycle!  Of course, when the business cycle is in a robust upward 
expansionary move, so is the stock market. Under these conditions, 
buy-and-hold investors make out like bandits — market risk works in 
their favor and yields a lucrative reward. 

 However, when the business cycle turns down, earnings fall and 
stock prices fall with earnings. Under these conditions, buy-and-
hold investors are severely punished by market risk, and invest-
ment returns suffer accordingly. As I noted in my book  What the Best 
MBAs Know :

  [S]ystematic risk may be thought of as the risk associated with 
investing in the broad financial markets, for example, buy-
ing an index fund for the S & P 500. The nature of such risk is 
primarily cyclical. As the business cycle moves upward in an 
expansionary mode, the returns to the market tend to be con-
siderably higher than the returns you to earned during down-
turns in the business cycle. Invariably, the years of negative 
returns occur during economic recessions  . . . .1       

  SMART MONEY FLEECES BUY-AND-HOLD
INVESTORS 

 Given that buy-and-hold investors always take a beating during reces-
sions and associated bear markets, the obvious next question is this: 
Why doesn ’ t Wall Street try to protect you from such market risk? 

 The typical answer from the dinosaurs who originally invented —
 and continue to defend — the buy-and-hold portfolio approach is 
that it is impossible to accurately forecast movements in either the 
business cycle or the stock market in a timely way. It follows that if 
you can ’ t forecast the business cycle, then it must be futile to try 
to time the market by selling off your portfolio in anticipation of 
a recession and a collateral downward bearish move in the stock 
market. 

 Smart Money Fleeces Buy-and-Hold Investors 199
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200 How to Protect Your 401(k) in an Up-and-Down Stock Market

 While that claim may have had considerable merit back in the 
heyday of the buy-and-hold philosophy during the 1950s, it is a 
claim that has been absolutely crushed by the weight of evidence 
that now supports the effi cacy of the various forecasting tools you 
have been introduced to. 

 Despite strong evidence in support of the ability to forecast the 
business cycle accurately using the kind of leading economic indi-
cators you have been provided in this book, the buy-and-hold phi-
losophy remains a marketing staple of Wall Street. This philosophy 
remains very much in vogue largely because it allows Wall Street ’ s 
 “ smart money ”  and big institutional investors to fl eece Main Street ’ s 
buy-and-hold investors whenever the stock market begins another 
downward bearish move. This fl eecing process is illustrated in 
Exhibit 27.2  . 

 You can see at point 1 in the exhibit that Wall Street ’ s  “ smart 
money ”  is the fi rst to head for the exits and thereby book its profi ts. 
Specifi cally:   

Exhibit 27.2 How Wall Street Sets the Market Trend
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 Wall Street ’ s smart money knows to head for the exits because 
the vast majority of speculators who make up this class of investors 
use the same kind of forecasting tools to anticipate movements and 
key turning points in the business cycle that I have showed you how 
to use in this book. 

 The second stage in the progression of a bear market trend 
(point 2 in the exhibit) is when Wall Street ’ s bigger institutional 
investors recognize sometime later in the game that the threat of 
recession is building. At this juncture, these bigger institutional 
investors will see a lot of the smart money heading for the exits. 
In addition, from the daily and weekly fl ow of the economic data, 
it will become increasingly obvious to these institutional investors 
that economic conditions are deteriorating more rapidly and that a 
recession is becoming more and more likely. 

 Of course, these big institutional investors don ’ t dump all their 
holdings at once. Their holdings are simply too large to jettison in 
any one day without adversely affecting the prices of the very stocks 
they are trying to quietly dump. Instead, these big institutional 
investors steadily begin to sell off their holdings. As they do so, they 
continue to book profi ts while Main Street ’ s buy-and-hold investors 
continue to provide their fi nancial support for the market. In this 
way, through their selling action, these institutional investors help 
confi rm the bear market trend. 

 In the third stage of the bear market trend (point 3 in the 
exhibit), as the market continues to deteriorate, small retail inves-
tors — always the last to come to the party and the last to leave —
 become more and more jittery. As the jitters mount, more and 
more of these small retail investors leave, often in a panic. This des-
perate selling action further accentuates, and perhaps accelerates, 
the downward bear market move. 

 Smart Money Fleeces Buy-and-Hold Investors 201

When Wall Street’s smart money sees a recession on the horizon, that’s 
the time for them to get out of the market. In this way, Wall Street’s 
smart money identifi es the market top and starts the bearish down-
ward market trend.
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 Through all of this, buy-and-hold investors are the ones who 
take the biggest beating. It is these lambs led to the fl eecing at 
point 4 in the exhibit who ultimately provide the smart money and 
big institutional investors with their capital gains. 

 From this description of how bear market trends develop, it should 
be clear that by learning how to be your own business cycle fore-
caster and by following stock market trends, you will not only learn 
how to manage your organization much better. You will become 
part of that small elite group of smart money and thereby man-
age your own money and retirement funds much better. Happy 
fl eecing!   
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      Concluding Thoughts       

  Don ’ t play checkers in a chess world. 
  — Ron Vara   

 This book took 90 days to write and a decade to prepare for. It 
is the fruit of the labors of a small army of MBA students and a 
crack team of researchers spending thousands of hours analyzing 
the performance of thousands of companies, large and small, over 
 multiple turns of the business cycle and across the globe. 

 Early on in this research, I quite accidentally discovered what I 
now believe to be the single most important set of skills and tools 
that managers need to navigate the turbulence of the twenty-fi rst-
century global economy. These skills and tools are all the more 
important because strategic business cycle management as a disci-
pline is not regularly taught even at the very best business schools 
in America. That ’ s one of the big reasons why so many managers at 
so many companies got caught with their bottom lines down during 
the crash of 2007 to 2009. 

 If you learn how to become your own economic forecaster, as 
this book teaches, you will not only develop a much better sense 
of the broader economic conditions within which your business 
operates. You will also ensure that a recession never again catches 
you or your organization by surprise. In addition, if you learn how 
to apply the set of strategic principles detailed in this book and if, 
over the longer term, you use the lessons of this book to build a 
Master Cyclist organization with the appropriate structure, culture, 
business cycle orientation, and level of economic literacy, your 
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o rganization will almost certainly outperform any of its Reactive 
Cyclist rivals. 

 My ultimate goal in this book has been to teach you how to be 
Always a Winner — regardless of the economic conditions. That stra-
tegic business cycle management often trumps all other types of 
strategic considerations in a turbulent economy is epitomized by 
these words of wisdom from one of the pioneers of strategic busi-
ness cycle management, Professor John McCallum: 1  

  Bets on macroeconomic direction are among the biggest enter-
prises make . . .  . Ignoring the macroeconomy and assuming 
that things will continue more or less as they are doesn ’ t mean 
a big bet hasn ’ t been made.   

 Now that you have heard from me, I ’ d love to hear from you. 
This is particularly true if you are an executive or manager or 
employee or shareholder with your own story to tell about how 
your company managed the business cycle well — or poorly. You 
can reach me via my Web site,  www.peternavarro.com . My very best 
wishes to you and yours. 

 PETER NAVARRO 
 Laguna Beach, CA 
  www.peternavarro.com         

204 Concluding Thoughts
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