
The Swiss economy is facing
tough times. There has been
practically no growth for two
years – and the situation is not
likely to improve before the
end of the year. But it is not
only in Switzerland that the
economy is stuck in the dol-
drums. In the rest of Europe

and the US too, downswings in the
business cycle have rarely been as
synchronized and pronounced as
this last one. Observations of the
ebb and flow of economic activity

go back to times immemorial, long
before scientific studies began to fo-
cus on economic phenomena some
200 years ago. Such ups and downs
are largely unavoidable but the last
downturn was sharper than expect-
ed, and may perhaps be more accu-
rately described as a mid-sized eco-
nomic crisis rather than merely a
slowdown in growth. Businesses can
enlist the aid of predictive risk man-
agement to help protect themselves
from economic risk and impending
crises.

Not a new phenomenon
Although economic crises have on-
ly been statistically documented in
the last 180 years they are by no
means a purely modern-day phe-
nomenon. The
seven fat and sev-
en lean years of
biblical fame can
be regarded as the
first historically
documented eco-
nomic cycle. The rise, zenith and fall
of cultures, peoples and dynasties
can be viewed as cycles in the broad-
est sense. While wars, famines and
other exogenous shocks were often
the initial cause of decline, such
events were – as they still are today
– closely linked to what was hap-
pening in the economy. The failure
to make economic or political re-
forms and the absence of an effec-
tive risk and crisis management were
in most instances contributory fac-
tors to the decline of great cultures.

Disequilibrium 
in the markets
What then are the features that char-
acterize an economic downturn?

Risk management and economic
storm warnings
Economic indicators are a useful risk management tool and come into
their own in times of crisis. With their help companies can avert 
dangerous situations and consistently exploit business opportunities.
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Academic observers are not yet in
agreement on what primarily caus-
es downswings in the business cy-
cle. The reasons are manifold and
difficult to reduce to a single factor
in an economy’s development. What
we do know, however, is that sup-
ply and demand become increasingly
out of sync in a downswing phase.
This may be due to excessive busi-
ness investment or weak consumer
spending. Companies are faced with
a declining inflow of new orders and
turnover and production capacity is
no longer adequately utilized. Com-
panies then do the rational thing
and scale back their investments and
workforces. This further exacer-
bates the situation by additionally
depressing demand as consumers

buy less because
of dwindling job
security. As a re-
sult, some firms
are forced to
cease operations.
Last year in

Switzerland, for instance, the num-
ber of company failures rose expo-
nentially – with some 10% more
companies filing for bankruptcy
than in the year before.

Recessions clear 
away dead wood 
In times of crisis large areas of the
economy start to struggle as more
and more individual companies fight
for survival during extended periods
of harsh economic conditions. This
phase with a rising number of bank-
rupt companies acts as a kind of
“shakeout”, eliminating the weak-
est in the battle for survival of the
fittest. Companies with weak posi-
tions in contracting markets, which
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risk radar
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have failed to develop new strate-
gies at an early stage or which are
not sufficiently innovative, succumb
and disappear from the market. In
this way competition strengthens
the quality and position of the re-
maining firms and creates space at
the macroeconomic level for new
businesses to grow up. In this view
of things the business owner plays
a key role as an innovative, forward-
looking individual. As far back as
the first half of the last century, the
economist Josef Schumpeter – a
member of the Austrian school –
highlighted this fact very clearly by
focusing his research on the entre-
preneur as the driving force behind
economic development.

Exposure of different 
sectors varies
Not all business owners and firms
are equally exposed to the rigours
of the economic evolutionary
process, though. Some industries
and service sectors are more in jeop-
ardy in periods of economic weak-
ness than others. One of the hard-
est hit in recessions is typically the
capital goods industry because of
its extreme cyclicality, whereas sales
in consumer-related sectors are gen-
erally significantly less affected.
Companies can ride out these fluc-
tuations to some extent, depending
on the size of their margins. Sectors
also display a different pattern over
the course of the economic cycle.
Since the upward leg of the business
cycle often starts with capital in-
vestment – the beginning of the val-
ue chain – machinery manufactur-
ers or foundries will tend to emerge
from recession earlier than luxury
goods producers who do not reach
their peak sales and earnings until
the economy is in full swing. Tak-
ing Switzerland as a whole, it is clear
that export companies will feel the
rebound much earlier than those
who sell to the domestic market and
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are thus largely reliant on the pace
of the Swiss economy. 

Risks in the economy
Entrepreneurs thus face a regularly
recurring challenge: that of recog-
nizing the dangers and the oppor-
tunities presented by the ups and
downs of the economic cycle and of
taking appropriate action to ensure

the company’s continued survival
and prosperity. The general princi-
ple holds that the further an event
lies in the future the greater the de-
viation from its expected outcome
is likely to be. Risk can thus be de-
fined as the possibility of divergence
from a target occurring with a cer-
tain level of probability. A compre-
hensive risk management process
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Risk management today instead of crisis management tomorrow

Business is healthy: risk management’s early warning system is not signalling any danger;  
company can use its room for action proactively.

Business is running normally:  early warning system helps with continuous monitoring;
fine tuning keeps everything under control.

Business is in a critical state: early action will allow a return to stability; without active
risk management the only alternative is correction by reactive crisis management.

Risk
management

Source: UBS
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The Swiss economy has seen its share of crises

Source:IMF
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Economic turnarounds and phases of weakness are a recurring phenomenon that will continue to 
challenge the risk management skills of Swiss companies in the future.



that also takes account of the de-
velopment of economic variables is
the most reliable means of being op-
timally prepared for the unexpect-
ed. However, even detailed, long-
term planning cannot totally elimi-
nate uncertainty. It was Aristotle
who asserted that “Probability also
includes the possibility of the im-
probable happening”.

Economic early 
warning signs
As with an upswing, the downturn
does not come from out of nowhere.
Signals that the economy is headed
downwards can be identified rela-
tively early with the aid of indica-
tors. What is more difficult to assess,
however, is how far down it is like-
ly to go. Often it will only be a tem-
porary slowdown in growth, as hap-
pened in the period 1998-99. Or the
economy really takes a dive and en-
ters an extended period of stagna-
tion or even recession, as is the case
with the current cycle. Besides the
intake of new orders and surveys of
business expectations there are a
number of other industry-specific
leading indicators that should be

monitored. The individual business
owner can deduce from these what
the future business prospects for his
own company will be. Even if new
orders and order backlogs have lost
some of their value as an advance
warning of future developments due
to just-in-time production and gen-
erally shorter lead times, they are
nevertheless a good yardstick for as-
sessing future production volume.
The trend of incoming orders to the
machinery, electrical engineering
and metals industries is, for instance,
a very reliable indicator of turning
points in the business cycle. Export-
reliant companies should also mon-
itor economic growth in their spe-
cific markets
abroad as well as
the trend in ex-
change rates in
order to assess
how demand for
their products is
likely to develop. Since the Swiss
economy is heavily dependent on
the contribution of exports to GDP
and exports in turn move in tandem
with the economic trend in Switzer-
land’s principal markets Germany,
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France, the US and Italy, it is wise
to take a look at how foreign trade
is doing. The expected average
change in production, sales or prices
as shown by our quarterly industry
survey (see page 18f.) also gives a
rough guide.

Reading the signs …
A risk management concept can be
implemented as a continuous circle
made up of four basic elements. Risk
identification is followed by risk
measurement and assessment. Once
a more exact picture of the risk sce-
nario for a particular firm is ob-
tained, the third stage involves tak-
ing action through control and steer-

ing measures fol-
lowed by the
compilation of a
strategic risk ma-
trix. Since weak
periods in the
economy show

up in a multitude of components on
the corporate risk radar, it will re-
quire an understanding of the chain
of economic cause and effect and of
possible remedial measures to be
able to feed such systems with those
leading economic indicators that are
relevant for the company. Declin-
ing sales and earnings thus indicate
a liquidity risk, unhedged interest
and exchange-rate risks among a
company’s market risks, combined
with wobbly counterparties, can
present a financial threat. Excess ca-
pacity due to lack of planning, of-
ferings that are not competitive or
bad positioning when demand is
weak are signs of inadequate oper-
ational and strategic risk manage-
ment. The challenge to businesses is
to identify the individual, mutually
interdependent risks and to under-
stand them as an overall system.

... and acting accordingly
The aim of risk analysis is the qual-
itative assessment and quantitative

Internalizing
the risk 
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Even if industry loses its significance in the overall economy in the course of structural change, it 
nevertheless retains its indicator effect for economic turning points. Reversals in the trend of new 
orders to the Swiss machinery, electrical engineering and metals sectors generally lead turnarounds 
in GDP by one to two quarters.



Recognizing and overcoming
company crises

Proactive analysis
of possible distur-
bances in a com-
pany’s develop-
ment can be deci-
sive for the com-
pany’s success, es-
pecially in turbu-
lent times. UBS is
organizing an Out-
look Workshop on
this subject on 
27–28 November

2003 in the Wolfsberg Executive Devel-
opment Centre. A small group of entre-
preneurs, company directors, CEOs, CFOs
and technical experts will be discussing
such issues as how corporate crises arise,
what course they take and how they can
be managed. Besides teaching partici-
pants the basic methods involved and
providing them with the practical expe-
rience required, this workshop aims to
highlight priorities, paths of action and
executive guidelines for the operational
management of corporate crises and
strategic turnaround management. 

For further information please contact 
Isabella Holdener, phone 01-234 32 21,
isabella.holdener@ubs.com 
or www.ubs.com/outlook

measurement of individual risks
with a view to modelling their cause
and effect relationship and the com-
pany’s risk portfolio. Besides con-
structing scenarios in order to assess
the range of possible outcomes,
value-at-risk computations (VaR)
and stress tests offer additional in-
formation parameters. Value-at-risk
is the negative change in a variable
measured in monetary units that will
not be exceeded with a certain de-
gree of probability within a fixed
period of time. Stress tests assess the
impact of worst case scenarios. Once
the risk situation affecting a com-
pany and/or its activities has been
recognized and modelled, the sub-
sequent steering and control phase
aims to optimize the opportunity
risk profile. The latter process
should take into account the com-
pany’s business objectives and the
objectives of risk management de-
rived from these.
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Four strategies can be used to man-
age the risks. In addition to com-
pletely avoiding risks – by cutting
out transactions in foreign curren-
cies for example – the prime focus
is on reducing and transferring risk.
By hedging interest-rate and ex-
change-rate risk, broadening the ge-
ographic diversification of the com-
pany’s foreign markets or extending
its activities in less cyclical segments,
the risks which the business must
carry itself can be reduced. 

Are the warning lights flash-
ing?
Risk management fulfils its purpose
when a company is enabled to make
the most of its opportunities to in-
crease its enterprise value long-term
while ensuring it achieves its busi-
ness goals. By building a selective,
efficient and cross-divisional infor-
mation radar, companies have a sol-
id tool for promoting rapid re-

sponses and risk-conscious behav-
iour throughout their organizations.
Economic warning systems help
companies recognize a downturn
and its dangers as well as the more
propitious forces of economic re-
covery in good time and make the
most of the opportunities these pres-
ent. ■
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