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Abstract : We analyze the effect of recessions on the stability of firms’ strategic positioning in an industry.
Our main argument is that recessions temporarily alter the relative value of the competitive isolating
mechanisms that sustain firms’ strategic positions, increasing the strength of supply-side isolating
mechanisms and decreasing the strength of demand-side mechanisms. This allows for changes in firms’
positions – i.e. competitive leapfrogging. We also argue that firms can turn such temporary boosts into
permanent advantages if they have enough strategic flexibility to embrace these changes. Empirical results
from 18 industries in the US during the period 1982-2015 strongly support our reasoning.
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I. INTRODUCTION
Recessions are punctuated and recurrent phases of the business cycle that negatively affect companies’
main performance indicators. Although they are exogenous to the evolution of an industry, the study of
recessions is fundamental to strategic management because of their heterogeneous effects on firms’
competitive position, profitability and market share (Chakrabarti, Singh, & Mahmood, 2007; Chakrabarti,
Vidal, & Mitchell, 2011; Garcia‐Sanchez, Mesquita, & Vassolo, 2014; Ghemawat, 1993; Latham, 2009;
Mascarenhas and Aaker, 1989). Moreover, although recessions are a transitory phenomenon, their effects
on competitive advantages can be permanent (Mascarenhas and Aaker, 1989; Garcia‐Sanchez, Mesquita,
& Vassolo, 2014). During recent decades, a growing body of research in strategic management has
examined the effect of recessions on competitive evolution and firm performance. However, theoretical
studies and empirical evidence on the impact of recessions on firm strategy remain scarce, despite the
importance of the topic (Bromiley, Navarro and Sottile, 2008; Flammer and Ioannou, 2015). The goal of
this manuscript is to analyze the effect of recessions on firms’ strategic positioning. We propose that
recessions transitorily alter the relative value of isolating mechanisms, enhancing the value of supply-side
isolating mechanisms and decreasing the value of demand-side ones. This shift temporarily alters the
optimal fit between firms and the environment, providing a unique opportunity for companies that base
their strategy predominantly on supply-side isolating mechanisms to change their competitive position.
However, in order to take advantage of this opportunity, companies need to enter the recession with certain
levels of strategic flexibility. Such strategic flexibility usually has a cost in terms of market share and
profitability, creating a fundamental tension for firms to navigate. To test our hypotheses, we analyze the
market share evolution of firms in 18 US industries during 1982-2015, a period that includes 3 recessions.
We observe that, during recessions, those companies that base their strategy in supply-side isolating
mechanisms increase their market share. On the other hand, those companies that based their strategy in
demand-side isolating mechanisms decrease their market share. Finally, those companies, which entered
the recession in a strong financial position, turned out to increase their market share, and this effect lasted
longer than the ones from the isolating mechanisms.
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II. DATA AND METHODS
We analyze the manufacturing sector in the United States. To construct our sample, we begin with a list
of all 220 industries whose codes in the Standard Industrial Classification (SIC) System begin with the
digits 2 or 3. We then exclude any industry that does not contain an average of at least ten companies during
the period of 1982-2015; smaller industries are not relevant for our analysis, since competition in such
industries is minimal. Following this criterion 48 industries remain.Subsequently, we examine each
industry one by one and exclude those comprised of multiple non-competing sub-industries. For example,
we exclude the Paper Mills industry (SIC code 2621), which encompasses a range of noncompeting
products such as toilet paper and writing paper. Because we want to test the impact of recessions on firms’
strategic positioning vis-à-vis their competitors, we must focus on industries in which companies directly
compete with each other. We exclude 30 industries based on these criteria , leaving a final sample of 18
industries. Our sample includes the following industries (SIC codes in parentheses): meat packing plants
(2011); malt beverages (2082); bottled and canned soft drinks and carbonated waters (2086); newspapers:
publishing, or publishing and printing (2711); periodicals: publishing, or publishing and printing (2721);
books: publishing, or publishing and printing (2731); perfumes, cosmetics, and other toilet preparations
(2844); cement, hydraulic (3241); bolts, nuts, screws, rivets and washers (3452); construction machinery
and equipment (3531); industrial and commercial fans and blowers and air purification equipment (3564);
electronic computers (3571); computer storage devices (3572); telephone and telegraph apparatus (3661);
radio and television broadcasting and communications equipment (3663); printed circuit boards (3672);
motor vehicles and passenger car bodies (3711) and aircraft (3721).We gather data from four different
databases: National Bureau of Economic Research, S&P Compustat, UCLA-LoPucki Bankruptcy
Research, and Thomson One. Data on recessions comes from the National Bureau of Economic Research,
which lists all of the expansions and contractions in the US economy since the year 1857, including the
start an end dates of each. We take firm data from the S&P Compustat Database, which reports key
company, index and industry indicators for North American and international companies. This database
contains over 19,000 North American companies (excluding Canadian firms) and annual data is available
since 1950. Our third data source is the UCLA-LoPucki Bankruptcy Research Database, which includes
information on large U.S. public companies that have filed for bankruptcy under Chapters 7 or 11 since
October 1, 1979. “Large” is defined as companies with annual assets worth $100 million or more (measured
in 1980 dollars). Our final source of information is the Thomson One SDC Platinum Database, which
contains reliable information about mergers and acquisitions (M&A) transactions since 1982. From this
database, we obtain all of the M&A transactions completed by publicly traded US companies that involve
a change of control (i.e., acquirer ends up with a 50% stake or more in the target). For the 18 industries
listed above, we combine the information gathered from all four data sources and end up with a sample that
covers 1982 to 2015. This period covers the 1990-1991 financial crisis, the 2001 recession and the Great
Recession of 2008-2009. During the three recessionary periods, we observe eight companies enter chapter
11, no companies enter chapter 7, and 907 M&A transactions. The sample includes 1,102 different
companies and 11,990 firm-year observations, reported in US dollars. This first sample is used to test H1.
In order to test the remaining hypotheses, we create a sub-sample that only considers the five recession
years. This sub-sample contains 823 firms and 1,661 firm-year observations.
III. EMPIRICAL FINDINGS
Table I reports the results for the panel-data model used to analyze the effect of recessions on market
share. It shows GLS parameter estimation of models with Crisis as the main covariate and Absolute
percentage change in market share computed at different periods as dependent variable. A positive sign in
the estimated coefficient for Crisis indicates an increase in the absolute change in market share, and a
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negative sign implies a decrease. We provide an R-squared and a Wald test as a measurement of goodness
of fit for the model and between models, respectively.
TABLE I. TEMPORARY ALTERATION AND INCOMPLETE REVERSION OF THE MARKET SHARE

Results show that economic recessions have a positive and significant effect on the contemporaneous
absolute change in market share (model 2) and a negative and significant effect on the following two years
(models 4 and 6). The estimated coefficients are 2.225, -1.285, and -0.725 for the current year and the
subsequent two years, respectively. All of them are significant at the 1% level. The Wald test shows that
results confirm that efficiency via supply-side isolating mechanisms increases market share during
recessions. The Wald test shows that both models fit the data significantly better than all three models fit
TABLE II. RELATIVE VALUE OF THE SUPPLY-SIDE AND DEMAND-SIDE MECHANISMS, AND FINANCIAL
FLEXIBILITY

We test H3 by introducing the main covariates of Advertising intensity and Research and development
intensity (models 4 and 5, respectively). Results show that the regression coefficients for Advertising
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intensity and Research and development intensity are -42.38 and -7.186, respectively, and they are both
significant at the 5% level. Additionally, the Wald test shows that both models fit the data significantly
better than model 1. These results support the idea that demand-side isolating mechanisms lose value during
an economic crisis and provide evidence to strongly support H3.
Finally, we test H4 by introducing Financial Health and Z-score in models 6 and 7 respectively; these
variables serve as proxies for a firm’s strategic flexibility. The regression coefficients for Financial health
and Z-score are 7.498 and 0.154, significant at the 1% and 10% levels, respectively. On that basis, we can
conclude that firms with higher financial flexibility increase their market share during recessions. The Wald
test shows that both models fit the data significantly better than model 1, providing further support for the
relationship.
Furthermore, to test whether the effect of financial flexibility lasts longer than the effect of the isolating
mechanisms, we run the same models presented in Table II but with one-year lead in the Percentage change
in market share as the dependent variable. Results are presented in Table III and show that most of the main
covariates lose their significance. However, the coefficients on both Financial health and Z-score are 14.22
and 0.440 respectively, both significant at the 1% level. In other words, the coefficients on financial
flexibility proxies are larger and more significant than before. These findings provide robust evidence to
strongly support H4.
the data significantly better the respective base models, which include only control variables (model 1, 3,
and 5).Overall results show that recessions alter market shares in an industry and that this effect partially
reverses during the following two years. These findings provide robust evidence to strongly support H1.
Table II shows results for the pooled regression used to test H2, H3, and H4. We test H2 by introducing the
main covariates Gross margin and Tangible resources (models 2 and 3, respectively). The regression
coefficients for Gross margin and Tangible resources are 3.112 and 10.0, significant at the 1% and 10%
the base model, which includes only control variables (model 1), providing further support for a
relationship. These findings provide robust evidence to strongly support H2.level, respectively. These

TABLE III. GAIN IN MARKET SHARE DUE TO STRATEGIC FLEXIBILITY LASTING LONGER THAN SUPPLY
AND DEMAND–SIDE MECHANISM
IV. DISCUSSION AND CONCLUSION

Recessions affect firms’ strategic positioning in a heterogeneous way. We propose and empirically show
that recessions transitorily increase the relative value of supply-side isolating mechanisms and decrease the
value of demand-side mechanisms. This change temporarily alters firms’ strategic positioning. However,
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to what extent firms can take advantage of these transitory events to secure long-term improvements in their
strategic positioning is based on the degree of strategic flexibility with which they enter the recession. In
order to support our empirical findings, we analyze changes in market share that result from the onset of a
recession and explore the cause of these changes under different constructs for supply-side isolating
mechanisms (i.e., Gross margin and Tangible resources), demand-side isolating mechanisms (i.e.,
Advertising intensity and Research and development intensity) and strategic flexibility (i.e., Z-score and
Financial health).These results have limitations. We focus on the years during and immediately after
recessions. However, decisions on the degree of strategic flexibility relate to the entire industry life cycle.
As antecedents suggest (e.g., Bishop et al., 1984; Garcia Sanchez et al., 2014), the decision to grow strategic
flexibility has a competitive cost in term of market share. This forces a complex decision in a context of
uncertainty, since managers have shown severe cognitive impairments in predicting the timing and the
magnitude of recessions. We can evaluate ex-post the effect of their decisions, but it is invalid to make exante recommendations (although we can clearly illuminate strategic decisions in non-recession periods).
The previous point also relates to the cognitive power it is reasonable to expect from managers and the
incentive alignments they receive. Regarding the former, it would be worthwhile to explore the factors that
determine whether a manager can navigate a recession more effectively. The latter refers to the manager’s
tenure as CEO and the probability that he or she will face a recession while holding this position. The
frequency of recessions often exceeds the typical CEO tenure, imposing a non-trivial solution to the creation
of incentives aligned with recession periods.Our findings have several managerial implications. On one
hand, they explain what managers should expect during periods of recession. It is straightforward to expand
our findings to the particular competitive situation a firm faces during recessions and extrapolate them to
preview the evolution of competitive pressures and opportunities it might have. In this vein, our findings
are consistent with Ghemawat’s (1993) recommendations for making decisions during recessions: focus on
long-term competitive position and avoid the risk of failing to invest during recessions. On the other hand,
our results not only focus on what managers should expect during and after a recession, as they also serve
as a warning in the way managers establish their strategic content before a recession. Firms’ outcomes
during a recession will be highly influenced by the conduct and decisions their managers establish before
the recession begins. Not taking into account that a recession is coming, might lead managers to take
suboptimal intertemporal strategies.This study has several limitations. Our focus on isolating mechanisms
does not take into account firms’ idiosyncratic capabilities, which could be the source of sustainable
competitive advantages (Peteraf, 1993, Lavie, 2006). Several of the main covariates and dependent
variables rely on accounting information from the companies’ 10-Ks. We have incorporated other sources
to avoid potential endogeneity issues; however, further studies that incorporate a wider degree of sources
in the empirical regressions are needed. The advantage of our approach is that it allows us to conduct a
long-run multi-industry analysis. Related to this issue, our measures of supply and demand-side isolating
mechanisms are indirect; we are not capturing direct measures of firms’ capabilities. Future research should
address this shortcoming. However, since we analyze multiple industries, we are confident that these
indirect measures provide valuable information that can help create more highly refined proxies in the
future. In addition, the fact that we base our analysis solely on US data imposes potential problems of
generalizability to other country contexts. In particular, future research should investigate to what extent
our conclusions would change in an emerging market context.In spite of these limitations, our study is
among the first to provide a comprehensive theoretical approach to and empirical tests of the effects of
recessions on firms at the business strategy level. We complement Mascarenhas and Aaker’s (1989) seminal
work, as well as other more recent studies to obtain a deeper understanding on the relationship between
strategy and the business cycle.
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